the

EURO

HOWACOMMON CURRENCY
THREATENS THE
FUTURE of EUROPE

JUSEPH E STIGLITZ

ner of THE NOBEL PRIZE




THE

EKURO

HOW A COMMON CURRENCY
THREATENS THE
FUTURE OF EUROPE

JOSEPH E. STIGLITZ

<1

W. W. NORTON & COMPANY
Independent Publishers Since 1923
New York - London

2016


mhusson
2016


To the future of Europe and the European project upon which so much depends, in the hope that this book may
contribute to policies ensuring its prosperity and promoting its solidarity.



CONTENTS

Preface

PART I. EUROPE IN CRISIS

1. THE EURO CRISIS
2. THE EURO: THE HOPE AND THE REALITY
3. EUROPE’S DISMAL PERFORMANCE

PART II. FLAWED FROM THE START

4. WHEN CAN A SINGLE CURRENCY EVER WORK?
5. THE EURO: ADIVERGENT SYSTEM
6. MONETARY POLICY AND THE EUROPEAN CENTRAL BANK

PART II. MISCONCEIVED POLICIES

7. CRISES POLICIES: HOW TROIKA POLICIES COMPOUNDED THE FLAWED EUROZONE STRUCTURE,
ENSURING DEPRESSION

8. STRUCTURAL REFORMS THAT FURTHER COMPOUNDED FAILURE

PART IV. A WAY FORWARD?

9. CREATING A EUROZONE THAT WORKS
10. CAN THERE BE AN AMICABLE DIVORCE?
11. TOWARD A FLEXIBLE EURO
12. THE WAY FORWARD

Notes
Acknowledgments

Index



PREFACE

The world has been bombarded with depressing news from Europe. Greece is in depression,
with half of its youth unemployed. The extreme right has made large gains in France. In
Catalonia, the region surrounding Barcelona, a majority of those elected to the regional
parliament support independence from Spain. As this book goes to press, large parts of
Europe face a lost decade, with GDP per capita lower than it was before the global financial
Crisis.

Even what Europe celebrates as a success signifies a failure: Spain’s unemployment rate
has fallen from 26 percent in 2013 to 20 percent at the beginning of 2016. But nearly one out

of two youth remain unem]ployed,1 and the unemployment rate would be even higher if so
many of its most talented young people had not left the country to look for jobs elsewhere.
What has happened? With advances in economic science, aren’t we supposed to
understand better how to manage the economy? Indeed, Nobel Prize—winning economist
Robert Lucas declared in his 2003 presidential address to the American Economic

Association that the “central problem of depression prevention has been solved.”? And with
all the improvements in markets, shouldn’t it be even easier to manage the economy? The
mark of a well-functioning economy is rapid growth, the benefits of which are shared widely,
with low unemployment. What has happened in Europe is the opposite.

There is a simple answer to this apparent puzzle: a fatal decision, in 1992, to adopt a
single currency, without providing for the institutions that would make it work. Good
currency arrangements cannot ensure prosperity, but flawed currency arrangements can lead
to recessions and depressions. And among the kinds of currency arrangements that have long
been associated with recessions and depressions are currency pegs, where the value of one
country’s currency is fixed relative to another or relative to a commodity.

America’s depression at the end of the 19th century was linked to the gold standard,
where every country pegged its currency’s value to gold and, therefore, implicitly to each
other’s currencies: with no new large discoveries of gold, its scarcity was leading to the fall

of prices of ordinary goods in terms of gold—to what we call today deflation.3 Tn effect,
money was becoming more valuable. And this was impoverishing America’s farmers, who
found it increasingly difficult to pay back their debts. The election of 1896 was fought on the
issue of whether, in the words of Democratic candidate William Jennings Bryan, America

would “crucify mankind upon a cross of gold.”4

So, too, the gold standard is widely blamed for its role in deepening and prolonging the
Great Depression. Those countries that abandoned the gold standard early recovered more
quickly.5

In spite of this history, Europe decided to tie itself together with a single currency—



creating within Europe the same kind of rigidity that the gold standard had inflicted on the
world. The gold standard failed, and, other than a few people known as “gold bugs,” no one
wants to see it restored.

Europe need not be crucified on the cross of the euro—the euro can work. The key
reforms that are needed are in the structure of the currency union itself, not in the economies
of the individual countries. Whether there is enough political cohesion, enough solidarity, for
these reforms to be adopted remains in question. In the absence of reform, an amicable
divorce would be far preferable to the current approach of muddling through. I will show
how the split-up can be best managed.

In 2015, the 28-member European Union was the second largest economy in the world—
with an estimated 507.4 million citizens and a GDP of $16.2 trillion, slightly smaller than the

United States.© (Because exchange rates can vary a great deal, so can relative country sizes.
In 2014, the EU was the largest economy.) Within the European Union, 19 countries share a
common currency, the euro. The “experiment” of sharing a common currency is relatively
recent—euros only began circulating in 2002, though Europe had committed itself to the idea

a decade earlier, with the Maastricht Treaty,7 and three years earlier the countries of the
eurozone had pegged their values relative to each other. In 2008 the region was pulled, along
with the rest of the world, into recession. Today the United States has largely recovered—an
anemic and belated recovery, but a recovery nonetheless—while Europe, and especially the
eurozone, remains mired in stagnation.

This failure 1s important for the entire world, not just for those countries in what has
come to be called the eurozone. Of course, it is especially dire for those living in the crisis
countries, many of which remain in depression. In our globalized world, anything that leads
to stagnation in such an important part of the global economy hurts everyone.

Sometimes, as the example of Alexis de Tocqueville’s Democracy in America so clearly
illustrated, an outsider can give a more accurate and dispassionate analysis of culture and
politics than those who are more directly entangled in ongoing events. The same is true, to
some degree, in economics. [ have been traveling to Europe since 1959—in recent decades,
multiple times a year—and spent six years teaching and studying there. I have worked closely
with many of the European governments (mostly in the center-left, though not infrequently
with the center-right). As the 2008 global financial crisis and the euro crisis brewed and
broke out, I interacted closely with several of the crisis countries (serving on an advisory
council for Spain’s former prime minister José Luis Rodriguez Zapatero and as a long-term
friend and adviser to Greece’s former prime minister George Papandreou). [ saw firsthand
what was happening within the crisis countries and the councils of the eurozone that were
forging policies in response.

As an economist, the euro experiment has been fasc:inating.8 Economists don’t get to do
laboratory experiments. We have to test our ideas with experiments that nature—or politics
—throws up. The euro, I believe, has taught us a lot. It was conceived with a mixture of
flawed economics and ideologies. It was a system that could not work for long—Dby the time



of the Great Recession, its flaws were exposed for all to see. I believe that the underlying

deficiencies had been evident from the start for anyone willing to look. These deficiencies
had contributed to a buildup of imbalances that played a central role in the unfolding crises
and will take years to overcome.

This experiment was especially important for me, since I had been thinking and writing
about economic integration for years, and especially since I had served as economic adviser
to President Bill Clinton, as chairman of his Council of Economic Advisers, in the 1990s.
We worked on opening up borders for trade between the United States, Canada, and Mexico
through NAFTA, the North American Free Trade Agreement. We worked, too, on creating
the World Trade Organization, launched in 1995, the beginning of an international rule of law
governing trade. NAFTA, launched in 1994, was not as ambitious as the European Union,
which allows free mobility of workers across borders. It was much less ambitious than the
eurozone—none of the three countries shares a currency. But even this limited integration
posed many problems. Most importantly, it became clear that the name “free trade
agreement” was itself a matter of deceptive advertising: it was really a managed trade
agreement, managed especially for special corporate interests, particularly in the United
States. It was then that I started to become sensitive to the consequences of the disparity
between economic and political integration, and to the consequences of international
agreements made by leaders—as well-intentioned as they might be—in the context of far-
from-perfect democratic processes.

I went from working with President Clinton to serving as chief economist of the World
Bank. Here, I was confronted with a new set of issues in economic integration that was out of
kilter with political integration. I saw our sister institution, the International Monetary Fund
(IMF), try to impose what it (and other donors) viewed as good economic policies on the
countries needing its assistance. Their views were wrong—sometimes very wrong—and the
policies the IMF imposed often led to recessions and depressions. I grappled with trying to

understand these failures and why the institution did what it did.”

As I note at several points in this book, there are close similarities to the programs that
the IMF (sometimes with the World Bank) imposed on developing countries and emerging
markets, and those that have been imposed on Greece and the other afflicted countries in the
wake of the Great Recession. I also explain why there are marked similarities in the reasons
these programs continue to disappoint, and the widespread public opposition to them in the
countries they have been imposed on.

Today, the world is beset by new initiatives designed to harness globalization for the
benefit of the few. These trade agreements, which reach across the Atlantic and the Pacific,
called the Transatlantic Trade and Investment Partnership and the Trans-Pacific Partnership
(TTIP and TPP) agreements, respectively, are once again being crafted behind closed doors
by political leaders, with corporate interests at the table. The agreements evidence a
persistent desire for economic integration that is out of sync with political integration. One of
their most contentious features would enable cerporations to threaten countries with lawsuits



when their expected profits are adversely affected by any new regulation—something that no
government would countenance within its own borders. The right to regulate—and to change
regulations in response to changes in circumstances—is a basic aspect of the functioning of
government.

The eurozone project was, however, different from these other examples in one
fundamental way: behind it was a serious intent to move toward more political integration.
Behind the new trade agreements, there is no intent of having harmonized regulatory
standards set by a parliamentary body that reflects the citizens of all those in the trade area.
The corporate agenda is simply to stop regulation, or, even better, to roll it back.

But the design of the “single-currency project” was so influenced by ideology and
interests that it failed not only in its economic ambition, bringing prosperity, but also in its
ambition of bringing countries closer together politically.

Thus, while this book is aimed at the critical question of the euro, its reach is broader: to
show how even well-intentioned efforts at economic integration can backfire when
questionable economic doctrines, shaped more by ideology and interests than by evidence
and economic science, drive the agenda.

The story I tell here 1s a dramatic illustration of several themes that have preoccupied me
in recent years—themes that should have global resonance: The first is the influence of ideas,
in particular how ideas about the efficiency and stability of free and unfettered markets (a set
of ideas sometimes referred to as “neoliberalism”) have shaped not just policies but
institutions over the past third of a century. I have elsewhere described the policies that
dominated the development discourse, called the Washington Consensus policies, and shaped

the conditions imposed on developing countries. |0 This book is about how these same ideas
shaped what was viewed as the next step in the tremendously important project of European
integration, the sharing of a common currency—and derailed it.

Today, the same battle of ideas is being fought in myriad skirmishes. Indeed, in some
cases, even the arguments and evidence presented are fundamentally the same. The austerity
battle in Europe is akin to that in the United States, where conservatives have attempted to
downsize government spending, including for badly needed infrastructure, even while
unemployment remains high and resources remain idle. The fights over the right budgetary
framework in Europe are akin to those that I was immersed in with the IMF during my tenure
at the World Bank. Indeed, understanding the global reach of these battles is one of the
reasons I have written this book.

The ideas wielded in these battles are shaped by more than just economic interests. The
perspective I take here is broader than narrow economic determinism: one cannot explain an
individual’s beliefs simply by knowing what will make him better off economically. But still,
certain ideas do serve certain interests, and we should thus not be surprised that by and large,
policies tend to serve the interests of those who make them, even if they use more abstract
ideas to argue for them. This analysis leads to an inevitable conclusion: economics and
politics cannot be separated—as much as somg economists would like them to be. A key



reason that globalization has often failed to produce benefits for large numbers in both the
developed and less developed world is that economic globalization outpaced political
globalization; and so, too, for the euro.

A further theme is related to my more recent research on ine:quality.1 1 Economists, and
sometimes even politicians, focus on averages, what is happening to GDP or GDP per
capita. But GDP can be going up, and most citizens nonetheless could be worse off. That has
been happening in the United States for the last third of a century, and increasingly, there are
similar trends elsewhere. Economists used to argue that how the fruits of the economy were
shared did not matter—that was an outcome that might be of concern to a political scientist or
a sociologist but not to an economist. Robert Lucas has gone so far as to say, “Of the
tendencies that are harmful to sound economics, the most seductive, and in my opinion the

most poisonous, is to focus on questions of distribution.” 12
We now know that inequality affects economic performance, so that one cannot and

should not just shunt these matters aside.13 Inequality also affects how our democracies and
our societies function. I believe, however, that we should be concerned about inequality not
just because of these consequences: there are fundamental moral issues at stake.

The euro has led to an increase in inequality. A main argument of this book is that the
euro has deepened the divide—has resulted in the weaker countries becoming weaker and
the stronger countries becoming stronger: for instance, German GDP going from 10.4 times
that of Greece 1n 2007 to 15.0 times that of Greece in 2015. But the divide has also led to an
increase in inequality within the countries of the eurozone, especially in those in crisis. And
this 1s so even in those European countries that were making progress in reducing inequality
before the start of the euro.

This should not come as a surprise: high unemployment hurts those at the bottom, high
unemployment puts downward pressure on wages, and the government cutbacks associated
with austerity have particularly negative effects on middle- and lower-income individuals
that depend on government programs. This, too, is a cross-cutting theme of our times: the
neoliberal economic agenda may not have succeeded in increasing average growth rates, but
of this we can be sure: it has succeeded in increasing inequality. The euro provides a
detailed case study on how this has been accomplished.

Two other themes relate more directly to work on economic systems in which I have long
been engaged. It is now (finally) widely recognized that markets on their own are not

efficient. |4 Adam Smith’s invisible hand—by which individuals’ pursuit of self-interest is
supposed to lead, in the aggregate, to the well-being of the entire society—is invisible
because it is simply not there. And far too little attention has been paid to the instability of

the market economy. Crises have been part of capitalism since the beginning. 15
The standard model used by economists simply assumes that it is in equilibrium; in other

words, if there is ever a dip in the economy, it quickly reverts to its normal path.16 The
notion that the economy quickly converges to equilibrium after an upset is key in



understanding the construction of the eurozone. My own research has explained why
economies often do not converge, and what has happened in Europe provides a wonderful if
sad illustration of these ideas.

The role of the financial system is also integral to the story told here. Financial systems
are obviously a necessary part of a modern economy. But in other work I have described
how, if not carefully regulated, financial systems can and do lead to economic instability,

with booms and busts.!7 What has happened in Europe again provides an illustration of these
issues—and of how the design of the eurozone and the policies pursued in response to the
crisis exacerbated problems that are ever-present in modern market economies.

A final theme with which I have been long concerned, but which I can only touch upon in
this book, relates to values that go beyond economics: (a) economics is supposed to be a
means to an end, increasing the well-being of individuals and society; (b) the well-being of
individuals depends not just on standard conceptions of GDP, even if that concept were
broadened to include economic security, but on a much wider set of values, including social
solidarity and cohesion, trust in our social and political institutions, and democratic
participation; (¢) and the euro was supposed to be a means to an end, not an end in itself—it
was supposed to increase economic performance and political and social cohesion
throughout Europe. This in turn was supposed to help achieve broader goals, including
enhancing the well-being and advancing the fundamental values to which I have alluded. But
it should be evident that everything has gone awry. Means have become ends in themselves;
the ultimate objectives have been undermined. Europe has lost its compass. This
waywardness, however, is not a uniquely European phenomenon. It has happened so often in
so many places: it seems almost to be a global disease of the times.

In a sense, then, the story of the eurozone is a morality play: It illustrates how leaders out
of touch with their electorates can design systems that do not serve their citizens well. It
shows how financial interests have too often prevailed in the advances of economic
integration and how ideology and interests run amok can result in economic structures that
may benefit a few, but put at risk vast parts of the citizenry.

It is a story, too, of platitudes, uttered by politicians unschooled in economics who create
their own reality, of positions taken for short-run political gain that have enormous long-term
consequences. The insistence that the eurozone should not be designed in such a way that
strong countries would be expected to help those having a temporary problem may have a
certain appeal to selfish voters. But without a minimal degree of risk-sharing, no monetary
union can possibly function.

For most Europeans, the European project, the further integration of the countries of the
continent, is the most important political event of the last 60 years. To see it fail, or to
suggest that it might fail, or that one aspect of the project—its currency system—might fail, is
viewed almost as heresy. But reality sometimes delivers painful messages: the euro system is
broken, and the cost of not fixing it very quickly will be enormous. The current system, even
with its recent reforms, is not viable in the long run without imposing huge costs on large



numbers of its citizens. And the costs extend well beyond those to the economy: I referred
earlier to the disturbing changes in politics and society, the rise of extremism and right-wing
populism. While the euro’s failure is not the only reason for these trends, I believe that the
huge economic toll that has been imposed on so many of its citizens is one of the more
important causes, if not the most important one.

These costs are especially high for Europe’s youth, whose future is being put in jeopardy,
whose aspirations are being destroyed. They may not understand fully what has happened,
they may not fully understand the underlying economics, but they understand this: they were
lied to by those who tried to persuade them to support the creation of the euro and to join the
eurozone, who promised that the creation of the euro would bring unprecedented prosperity
and that, so long as countries stuck to basic strictures keeping deficits and debts, relative to
GDP, low, the poorer countries of the eurozone would converge to the richer. They are now
being told, often by the same politicians or politicians from the same parties: “Trust us. We
have a recipe, a set of policies, which, while it may inflict some pain in the short run, will in
the long run make all better off.”

Despite the dismal implications of my analysis for what will happen if the eurozone is
not changed—and the even worse implications if the eurozone is changed in ways that many
in Germany and elsewhere are now arguing for—this book 1s, in the end, hopeful. It is a
message of hope that is especially important for Europe’s youth and for those who believe in
the European project, in the idea that a more politically integrated Europe can be a stronger
and more prosperous Europe. There is another way forward, different from that which is
currently being pushed by Europe’s leaders. Indeed, there are several ways forward, each
requiring a different degree of European solidarity.

Europe made a simple and understandable mistake: it thought that the best way toward a
more integrated continent was through a monetary union, sharing a single currency. The
eurozone and the euro—both the structure and its policies—have to be deeply reformed if the
European project is to be saved. And it can be.

The euro is a manmade construction. Its contours are not the result of inexorable laws of
nature. Europe’s monetary arrangements can be reconfigured; the euro can even be
abandoned if necessary. In Europe as well as elsewhere, we can reset our compass, we can
rewrite the rules of our economy and our polity, to achieve an economy with more and better-
shared prosperity, with a strengthened democracy and stronger social cohesion.

This book is written in the hope that it provides some guidance on how Europe can do
this—and that it provide some impetus to Europe’s undertaking this ambitious agenda
quickly. Europe must restore the vision of the noble ends it sought at the inception of the
European Union. The European project is too important to be destroyed by the euro.
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THE EURO CRISIS

Europe, the source of the Enlightenment, the birthplace of modern science, is in crisis. The

2008 global financial crisis morphed seamlessly into the 2010 “euro crisis.” This part of the
world, which hosted the Industrial Revolution that led to the unprecedented changes in
standards of living of the past two centuries, has been experiencing a long period of near-

stagnation. GDP per capita (adjusted for inflation) for the eurozone | —the countries of
Europe that share the euro as their currency—was estimated to be barely higher in 2015 than

it was in 2007.2 Some countries have been in depression for years.3

When the US unemployment rate hit 10 percent in October 2009 most Americans thought
that was intolerable. It has since declined to 5 percent. Yet the unemployment rate in the
eurozone reached 10 percent in 2009 as well, and has been stuck in the double digits ever

since.* On average, more than one out of five youths in the labor force are unemployed, but

in the worst-hit crisis countries, about one out of two looking for work can’t find jobs.5 Dry
statistics about youth unemployment carry in them the dashed dreams and aspirations of
millions of young Europeans, many of whom have worked and studied hard. They tell us
about families split apart, as those that can leave emigrate from their country in search of
work. They presage a European future with lower growth and living standards, perhaps for
decades to come.

These economic facts have, in turn, deep political ramifications. The foundations of post—
Cold War Europe are being shaken. Parties of the extreme right and left and others
advocating the breakup of their nation-states, especially in Spain but even in Italy, are
ascendant. What had seemed inevitable in the arc of history—the formation of nation-states in
the 19th century—is now being questioned. Questions are arising, too, about the great
achievement of post-World War II Europe—the creation of the European Union.

The events that precipitated the acute euro crisis were symptoms of deeper problems in
the structure of the eurozone, not its causes: interest rates on the bonds issued by Greece and
several of the eurozone countries soared, peaking in the case of Greece at 22.5 percent in

2012.6 At times, some countries couldn’t get access to finance at any terms—they couldn’t
obtain the money they needed to repay the debts they owed. Europe came to the rescue,
providing short-term financing, with strong conditions.

After the euro crisis broke out in early 2010, Europe’s leaders took a succession of



actions, each of which seemed to calm markets for a while. As this book goes to press, even
the Greek crisis has slipped to the background as Europe hopes that its latest agreement, in
the summer of 2015, will at last work, and as other crises have come to the fore: the migrant
crisis erupted to take front stage, as did that posed by the threat of Britain’s exit from the EU
and the terrorists’ threats made so clear by the attacks in Paris and Brussels. The euro was
supposed to bring about closer economic and political integration, helping Europe address
whatever challenges the region faced. As we emphasize in the next chapter, the reality has
been otherwise: the failure of the euro has made it more difficult for Europe to face these
other crises. Thus, though this book is about economics—the economics underlying its failure
and what might be done about it—the economics is intimately intertwined with the politics.
Politics make it difficult to create the economic arrangements that would enable the euro to
work. And there, in turn, are grave political consequences to this failure.

This book will make clear why the actions taken so far to “solve” the euro crisis have
been only temporary palliatives: more likely than not, the next episode of the euro crisis will
break out in the not too distant future.

THE CENTRAL THESES

While there are many factors contributing to Europe’s travails, there is one underlying
mistake: the creation of the single currency, the euro. Or, more precisely, the creation of a
single currency without creating a set of institutions that enabled a region of Europe’s
diversity to function effectively with a single currency.

Part II of the book (chapters 4 to 6) looks at the requirements for a successful monetary
union, what Europe actually did, and how the gap between what was required to be done and
what was done led to the failures of the euro, to the crises that ensued shortly after its
creation, and to divergence, with the rich getting richer and the poor poorer—making it ever
harder for the single-currency system to work. Part III (chapters 7 and 8) looks more closely
at how the eurozone responded to the crises as they seemingly came to the “rescue,” with
programs that in fact deepened and prolonged the downturns. Part IV (chapters 9 to 12)
explains what can be done to restore Europe to prosperity.

A NOTE ON THE HISTORY OF THE EURO, AND THE SCOPE OF THIS BOOK

In this book, I do not offer a detailed history of the euro, nor do I provide a detailed
description of its institutions. But by way of orientation, it is useful to note a few facts about
the chronology and the establishment of the euro. The common currency was an outgrowth of
efforts that began in the mid-20th century, as Europe reeled from the carnage and disruption
of two world wars that claimed some 100 million lives. Europe’s leaders recognized that a
more peaceful future would necessitate a complete reorganization of the politics, economics,
and even the national identities of the continenf, In 1957, this vision came closer to being a



reality with the signing of the Rome Treaty, which established the European Economic
Community (EEC), comprising Belgium, France, Italy, Luxembourg, the Netherlands, and
West Germany. In the following decades, dominated by the Cold War, various other Western
European countries joined the EEC. Step by step, restrictions were eased on work, travel,
and trade between the expanding list of EEC countries.

But it was not until the end of the Cold War that European integration really gained
steam. The fall of the Berlin Wall in 1989 showed that the time for much closer, stronger
European bonds had grown near. The hopes for a peaceful and prosperous future were higher
than ever, among both leaders and citizens. This led to the signing, in 1992, of the Maastricht
Treaty, which formally established the European Union and created much of its economic
structure and institutions—including setting in motion the process of adopting a common
currency, which would come to be known as the euro.

Still, there was disagreement about how that greater unity should be accomplished.
Today, the official history of the EU may look like a bullet-point list of events leading
inevitably to the creation of an ever-expanding common market and common currency area,
the eurozone. But the formation of these institutions was in fact the result of years of
negotiations that were fraught with deep disagreements about the extent and form of European
integration. The results were only possible because of European leaders’ bargains and
compromises. In the case of the euro, Helmut Kohl, the German chancellor, reportedly agreed
to its creation in return for French president Frangois Mitterrand’s acceptance of the
reunification of Germany. Both men were pivotal in advancing the idea of integration—and
in designing many of the policies that I discuss in this book.

ALL THIS HISTORY is important, but much of it is beyond the remit of this book. The point
[ want to make—and which I will return to throughout—is that the euro was a political
project, and in the case of any political project, politics matters.

The personalities in the politics matter, too—one thinks, for instance, of Jacques Delors,
whose commission laid out the plan for the creation of the euro in 1989—though again, that is
not my focus here. In describing the creation of the euro, I do not fully know what was in the
minds of those who were there at its founding. They clearly thought that the system would
work—or else they would not have agreed to it. They would have been naive if they thought
that problems wouldn’t be exposed down the road; but presumably they believed that any
such problems could and would be addressed. They believed that the single currency, the
euro, and the institutions that supported it, especially the European Central Bank (ECB),
would be a permanent feature of the European Union. But this book is not about that history
or about the founders’ individual understandings of the workings of this new system.

Instead, [ am interested in the outcomes of that history—what we can read into them, and
what we can do about them. This book is about economics and economic ideologies and their
interactions with politics: it is a case study of how, even with the best of intentions, when
new 1nstitutions and policies are created on thg:sbasis of oversimplified views of how



economies function, the results can be not only disappointing, but even disastrous.

FLAWED AT BIRTH

The eurozone was flawed at birth. The structure of the eurozone—the rules, regulations, and
institutions that govern it—is to blame for the poor performance of the region, including its
multiple crises. The diversity of Europe had been its strength. But for a single currency to
work over a region with enormous economic and political diversity is not easy. A single
currency entails a fixed exchange rate among the countries and a single interest rate. Even if
these are set to reflect the circumstances in the majority of member countries, given the
economic diversity, there needs to be an array of institutions that can help those nations for
which the policies are not well suited. Europe failed to create these institutions.

Moreover, there has to be sufficient flexibility in the rules to allow for adaptation to
differences in circumstances, beliefs, and values. Overall, Europe has enshrined this in its

principle of subsidiarity, which entails devolving responsibility for public policy to the

national level, rather than the European level, for as wide a range of decisions as possible.7

Indeed, with the budget of the European Union only about 1 percent of its GDPS (in contrast

to the United States, where federal spending is more than 20 percent of GDP),9 little
spending occurs at the EU level. But in an arena crucially important to the well-being of
individual citizens—monetary policies that are critical in determining unemployment and the
bases of livelihoods—power was centralized in the European Central Bank, established in
1998. And, with strong constraints on deficit spending, the individual countries were given
insufficient flexibility in the conduct of their fiscal policy (taxes and expenditure) to enable a

country facing adverse circumstances to avoid a deep recession. 10

Worse still, the structure of the eurozone itself built in certain ideas about what was
required for economic success—for instance, that the central bank should focus on inflation,
as opposed to the mandate of the Federal Reserve in the United States, which incorporates

unemployment, growth, and stability as well. 11 1t was not simply that the eurozone was not
structured to accommodate Europe’s economic diversity; it was that the structure of the
eurozone, its rules and regulations, were not designed to promote growth, employment, and
stability.

The problems with the structure of the eurozone have been compounded by the policies
the region has pursued, especially in the aftermath of the crisis, and within the crisis
countries. Even granting the zone’s flawed structure, there were choices to be made. Europe
made the wrong ones. It imposed austerity—excessive cutbacks in government expenditures.
It demanded certain “structural reforms,” changes in how, for instance, the afflicted countries
ran their labor markets and pensions. But for the most part, it failed to focus on those reforms
most likely to end the deep recessions the countries faced. Even if they had been perfectly
implemented, the policies pushed on the crisis;gountries would not have restored the afflicted



countries or the eurozone to health.

Thus, the most urgent reforms needed are in the eurozone structure itself—mnot in the
individual countries—and a few, halting steps have been taken in that direction. But those
steps have been too few and too slow. Germany and others have sought to blame the victims,
those countries that suffered as a result of the flawed policies and the flawed structure of the
eurozone. Yet without the needed reforms of the structure of the eurozone itself, Europe
cannot return to growth.

DIGGING DEEPER: WHY THE FLAWED STRUCTURE AND POLICIES?

Why would well-intentioned statesmen, attempting to forge a stronger, more united Europe,
create something that has had the opposite effect? This book is not just about this major
event, the euro crisis, which is transforming Europe, and the economics that lay behind it. It
is about the intertwining of politics and economics, and about the role of ideas and beliefs.
While the euro was a political project, the political cohesion—especially around the
notion of delegation of powers from the sovereign countries to the EU—was not strong
enough to create the economic institutions that might have given the euro a chance to succeed.
Moreover, the founders of the euro were guided by a set of ideas, notions about how

economies function, that were fashionable at the time but that were simply wrong. 12 They
had faith in markets and lacked an understanding of the limitations of markets and what was
required to make them work. The unwavering faith in markets is sometimes referred to as

market fundamentalism, sometimes as neoliberalism. 13 Market fundamentalists believed, for
instance, that if only the government would ensure that inflation was low and stable, markets
would ensure growth and prosperity for all. While in most of the world, market
fundamentalism has been discredited, especially in the aftermath of the 2008 global financial
crisis, those beliefs survive and flourish within the eurozone’s dominant power, Germany.
They are held with such conviction and certainty, immune to new contrary evidence, that
these beliefs are rightly described as an ideology. As I note in the preface, similar ideas,
pushed by the IMF and the World Bank around the world, led to a lost quarter-century in
Africa, a lost decade in Latin America, and a transition from communism to the market
economy in the former Soviet Union and Eastern Europe that was, to say the least, a
disappointment.

The failures in the eurozone, both in its structure and policies, can thus in large part be
attributed to the combination of a misguided economic ideology that was prevalent at the time
of the construction of the euro and a lack of deep political solidarity. This combination led
the euro to be created in a way that sowed the seeds of its own destruction.

MISCONCEPTIONS ABOUT THE PROCESS OF ECONOMIC AND POLITICAL
CHANGE
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Flawed beliefs about the process of reform contributed as well. Leaders knew that the
eurozone project was incomplete. But the project was seen as part of a long-term process.
The dynamics unleashed by the euro would force the creation of any necessary but missing
institutions. This success would then further political and economic integration.

In my time as chief economist of the World Bank, I learned that one must be extremely

careful in the timing and pacing of reforms. 14 An initial failure increases resistance to further
reforms. This is the story of the euro.

THE WAY FORWARD

Advocates of the current policies within the eurozone, led by Germany, have essentially said
“there is no alternative” to the current structure (the small modifications which it has been
willing to accept aside) and to the policies it has imposed. This has been said so often that it
has the dubious distinction of having its own acronym: TINA. Part IV (chapters 9 to 12)
shows that there are alternatives to the current approach—reforms that would make the euro
work (chapter 9), an amicable divorce (chapter 10), and a halfway house, but a markedly
different halfway house than the current one (chapter 11), one that could easily morph into a
single currency should there be sufficient resolve to make such a system work. But the current
halfway house—a single currency without the minimal institutions required of a common
currency area—has not worked and is not likely to do so. There either has to be “more
Europe” or “less.”

WORSE THAN A LOST DECADE?

From time to time—when crises hit—it takes years for economies to return to precrisis
levels of growth and unemployment. What Europe faces is worse: in most of the European
countries, standards of living almost surely will never reach the level that they would have
hit had it not been for the euro crisis—or if the euro crisis had been better managed. But the
failure of the euro goes even deeper.

Advocates of the euro rightly argue that the euro was not just an economic project that
sought to improve standards of living by increasing the efficiency of resource allocations,
pursuing the principles of comparative advantage, enhancing competition, taking advantage of
economies of scale, and strengthening economic stability. More important, it was a political
project; it was supposed to enhance the political integration of Europe, bringing the people
and countries of Europe closer together and ensuring peaceful coexistence.

The euro has failed to achieve either of its two principal goals of prosperity and political
integration: these goals are now more distant than they were before the creation of the
eurozone. Instead of peace and harmony, European countries now view each other with
distrust and anger. Old stereotypes are being revived as northern Europe decries the south as
lazy and unreliable, and memories of Germanygs behavior in the world wars are invoked.



DISMAL ECONOMIC PERFORMANCE

The economic performance of the countries in the eurozone has been a disappointment. The
eurozone has essentially stagnated, and its economic performance has been particularly
dismal since the global financial crisis. Critics of the euro always said its test would be
when the countries of the eurozone faced an asymmetric shock, a change that hit some
countries differently than it did others. The aftermath of the global financial crisis of 2008
has shown that these fears came true and then some: the economies of the eurozone have done
more poorly than even its greatest critics had predicted. The crisis began in the United States,

but the United States has recovered—albeit anemically—with real GDP! in 2015 some 10

percent higher than in 2007; the eurozone’s GDP!0 has hardly changed since 2007—indeed,
as we noted, per capita income adjusted for inflation has fallen. The eurozone even saw a
double-dip recession. Some of those outside of the eurozone, such as Sweden and Norway,
have been doing quite well. There is one overriding factor contributing to the eurozone’s
poor performance: the euro.

EVEN GERMANY IS A FAILURE

Germany holds itself out as a success, providing an example of what other countries should

do. Its economy has grown by 6.8% since 2007, implying an average growth ratel 7 of just
0.8 percent a year, a number which, under normal circumstances, would be considered close

to failing, 18 1t also worth noting that developments in Germany before the crisis, in the
early 2000s—when the country adopted reforms that aggressively cut into the social safety
net—came at the expense of ordinary workers, especially those at the bottom. While real
wages stagnated (by some accounts decreased), the gap between those at the bottom and the
middle increased—Dby some 9 percent in a short span of less than a decade. And through the

early years of the century, poverty and inequality increased, as well.19Germany is talked
about as a “success” only by comparison with the other countries of the eurozone.

HOW THE EURO CREATED THE EURO CRISIS

Proponents of the euro counter that the euro did work, even if it worked only for a short

period. Between 1999 and 2007,20 convergence reigned, with the weaker countries growing
rapidly as the interest rates governments and firms had to pay on their loans came down. The
euro succeeded in promoting economic integration, as capital flowed toward the poorer
countries. For them, the euro was the victim of an unfortunate storm coming from the other
side of the Atlantic, a once-in-a-century hurricane. The fact that the hurricane resulted in
devastation should not be blamed on the euro: good economic systems are built to withstand
normal storms; but not even the best designed tould stand up against such rare events. So the



proponents claim.

It is true that the global financial crisis exposed the euro’s weakest point: the way it
impeded adjustments to shocks that affect parts of the eurozone differently. But the euro was
not the innocent victim of a crisis created elsewhere. Markets, ever prone to irrational
exuberance and pessimism, mistakenly and irrationally presumed that the elimination of
exchange risk (with the single currency, there no longer was any risk associated with changes
in the value of, say, the lira, Italy’s currency, relative to Spain’s, the peseta) meant the
elimination of sovereign risk—the risk that a government could not pay back what it owed.
The markets shared in the euphoria of the creation of the euro, and like the politicians who
had helped create it, didn’t think deeply about the economics of what had been created. They
didn’t realize that the way the euro was created had actually increased sovereign risk (see
chapter 4).

With the creation of the euro in 1999, money rushed into the periphery countries (the
smaller countries, like Greece, Spain, Portugal, and Ireland, surrounding the “core” of
Europe, France, Germany, and the UK) and interest rates came down. Repeating the pattern
seen around the world where markets were liberalized, the rush of money into a country was
followed by a rush of money out, as markets suddenly grasped that they had been excessively
euphoric. In this case, the global financial crisis was the precipitating event: suddenly,
Greece, Spain, Portugal, and Ireland found themselves without access to credit, and in a
crisis for which the founders of the eurozone had not planned. In the East Asia crisis a
decade earlier, when sudden changes in investor sentiment reversed capital flows, exchange
rates plummeted in the affected countries, helping the countries adjust. In the peripheral euro

countries, this couldn’t happen.21 The leaders of the eurozone had not anticipated such an
event, and as such they had no game plan.

CREATING A DIVERGENT EUROZONE

There is a large economic literature asking, what is required for a group of countries to share

a common currency and have shared prosperity?22 There was consensus among economists
that for the single currency to work, what was required is that there be sufficient similarity
among the countries.

What kind of similarity is required can be debated, but suffice it to say here that what
many Europeans (Germans in particular) thought was required—a movement toward so-
called fiscal prudence, low deficits and debts—was not sufficient to ensure that the euro
would work, and possibly not even necessary.

So much importance was assigned to these fiscal concerns that they came to be called the
convergence criteria. But the way the euro was designed led to divergence: when some
country had an adverse “shock,” stronger countries gained at the expense of the weaker. The
fiscal constraints imposed as part of the convergence criteria—Ilimits on deficits and debt
relative to GDP—themselves contributed to d2vergence.



In particular, chapter 5 will explain how the structure of the eurozone led people—
especially the most talented and highly educated—and capital to flow from the poor and
poorly performing countries to the rich and well-performing. The rich and well-performing
could invest in better schools and infrastructure. Their banks could lend more, making it
easier for entrepreneurs to start new businesses. Even worse, EU strictures prohibited the
lagging countries from undertaking certain policies that might have enabled them to catch up
to the more advanced.

Rhetoric about solidarity aside, the reality 1s a more divided Europe with less chance to
undertake the sort of policies that would restore the region to prosperity.

BLAME THE VICTIM

The adverse effects of a eurozone structure almost inevitably leading to divergence have
been compounded by the policies that the eurozone has chosen to follow, especially in
response to the euro crisis. Even within the strictures of the eurozone, alternative policies
could have been pursued. That they were not is no surprise: a central theme of this book is
that the same mindset that led to a flawed structure led to flawed policies.

It is perhaps natural that eurozone’s leaders want to blame the victim, to blame the
countries in recession or depression for bringing on this state of affairs. They do not want to
blame themselves and the great institutions that they have helped create and which they now
head. Blaming the victim will not solve the euro problem—and it is in large measure unfair.
And with such a “blame the victim” mentality, it is no wonder that solidarity has been
weakened.

As Greece went into crisis, it was easy to blame. If only Greece would reform—if only it
stuck by the rules, brought its debt down, and overhauled its welfare, pension, and health
systems—it would prosper and its problems would be easily resolved. There was, of course,
much to complain about with the Greek policies and institutions. By most accounts, the
economy was dominated by oligarchs (a relatively small group of families with large
amounts of wealth who exert an enormous influence over the economy, dominating certain
critical sectors, including banking and the media). Successive governments had run
unconscionable deficits, exacerbated by perhaps even worse tax collection than in other
countries in which small businesses play a large role. The issue was not whether Greece was
perfect. These problems had plagued Greece even when it was growing faster than the rest of
Europe. They were there when Europe decided to admit Greece to the European Union and
the eurozone. The question was, what role did these problems play in the crisis? The story
that 1t was flaws in Greece that had brought on the euro crisis might be convincing if Greece
were the only country in the eurozone with difficulties. But it is not. Ireland, Spain, Portugal,
Cyprus, and now even Finland, France, and Italy face severe difficulties. With so many
countries facing problems, one cannot help but suspect that the problem lies elsewhere.

It is unfortunate that the first of the countri% to go into crisis was Greece, for Greece’s



problem enabled Germany and others to focus on the alleged failures of Greece, and
especially its fiscal profligacy, while ignoring problems afflicting other countries that did not
have high debts and deficits (at least before the crisis). Before the crisis, Spain and Ireland
were running surpluses—their revenues exceeded their spending—and both had a low ratio
of debt to GDP. If Germany’s theory that deficits and debts were the cause of crises—and
thus the best crisis-prevention policy was enforcing strictures against deficits and debts—
were correct, then Spain and Ireland should never have had a crisis. In the aftermath of the
global financial crisis of 2008, they both saw high debts and deficits—but it was the deep
crisis and its long duration that led to the debts and deficits, not the other way around.

HERBERT HOOVER FAILS AGAIN

Criticism of the euro has focused on the “programs” imposed on the crisis countries that
required support—Portugal, Ireland, Greece, Spain, and, later, Cyprus. Designed by the
Troika, which is the triumvirate of the International Monetary Fund, the European Central
Bank, and the European Commission, these programs effectively required crisis countries to
surrender large elements of economic sovereignty to their “partners” in return for the
assistance. Money is lent to the crisis country (it is seldom given) but with strong conditions.
The loan, together with its conditions, and the country’s timetable for meeting the conditions
is called the program.

Unlike conventional loans, where lenders typically add conditions to make it more likely
that the loan will be repaid, the conditionality imposed by the eurozone branches into areas
not directly related to loan repayment. It attempts to ensure that the economic practices of the
country conform to what the finance ministers of the eurozone countries (dominated in
particular by Germany) think the country should do. This coercion has backfired—the
conditions imposed have often led to economic contraction, making it less likely that the
money that was borrowed will be repaid.

These programs did save the banks and financial markets, but otherwise they were a
failure: things that should have gone down are up, and things which should have gone up are
down. Debt is up, both absolutely and relative to GDP, so it is less sustainable. In many

crisis countries, inequality is up, as are suicidesZ3 and mass suffering, and incomes are
down. As this book goes to press, only one of the crisis countries (Ireland) has returned to
precrisis levels of GDP. The Troika’s forecasts were consistently very much off the mark.
They predicted that the crisis countries would return quickly to growth. The depth and
duration of the recessions were far greater than their models had anticipated.

AUSTERITY

There were two critical parts of each of the programs—macroeconomics, focusing on
cutbacks in expenditures, and structural reforms.



The dominant powers in the eurozone not only believed (wrongly) that low deficits and
debts would prevent crises, they also believed the best way toward restoration to the health
of a country in recession was a big dose of austerity—cutbacks in expenditure intended to
lower the deficit. Herbert Hoover was president of the United States at the time of the 1929
stock market crash; his policies of austerity converted the crash into the Great Depression.
Since Hoover, such policies have been tried repeatedly, and have repeatedly failed: the IMF
tried them more recently in Argentina and East Asia. Chapter 7 will explain more fully why
they failed there—and why they have failed in Europe. They fail to restore prosperity; worse,
they deepen the recession. Austerity has always and everywhere had the contractionary
effects observed in Europe: the greater the austerity, the greater the economic contraction.
Why the Troika would have thought that this time in Europe it would be different is

mystifying.

STRUCTURAL REFORMS

The second piece of each program was a mélange of changes to the economic and legal
“rules of the game,” called structural reforms. While the Troika thought excessive spending
was at the root of the crisis, they did recognize the problem posed by the euro’s rigidity.
Countries in crisis couldn’t lower their exchange rate, which would boost their trade by
making exports cheaper. Thus, in the view of the Troika, to regain “competitivity” they had to
lower wages and prices and restructure their economies to be more efficient, for instance by
getting rid of monopolies. Unfortunately, the Troika did a terrible job in identifying the
critical structural reforms. Some of the reforms focused on trivia; others might be important
for standards of living over the long run but would have little short-term effect on the current

account?? deficit. Chapter 8 will show that some of the reforms were even
counterproductive, at least in the short run, as far as restoring the economies to health.

Of course, some of the Troika reforms led to lower wages directly (by weakening
workers’ bargaining rights) and indirectly (by increasing unemployment). The Troika hoped
that the lower wages would lead to lower prices of export goods, and thus higher exports. In
most cases, though, the increase in exports was disappointing,

There were, of course, alternative ways by which the eurozone could have brought about
adjustment. If German wages and prices had risen, the value of the euro would have fallen,
and thus the crisis countries would have become globally more competitive. This would have
been a far more efficient way of adjusting—the costs imposed on Germany would have been
small relative to those now being imposed on the crisis countries. But this would have put a
little more of the burden of adjustment on Germany, and Germany would not have any of it.
They have become the dominant country within the eurozone, and as such, they could ensure
that all of the burden of adjustment rest on their poorer “partners,” the countries in crisis.

Thus, both austerity and the structural reforms failed to bring the crisis countries back to
prosperity. By blaming the countries and focusing on fiscal deficits, Germany and others in



the eurozone had misdiagnosed the source of the problem. What is needed is not structural
reform of individual countries—especially when they are so often poorly conceived, ill-
timed, and even counterproductive—so much as structural reform of the eurozone. Of course,
every country needs structural reforms. In the United States we should reform health care,
education, energy, intellectual property, and transportation. Countries that do not make such
changes in a timely way will suffer lower living standards. Such reforms are likely to be
especially relevant for poorer countries—Ilike Greece. There 1s obviously something holding
them back. The desirability of such reforms is not the issue. However, successful reform
requires careful sequencing and pacing, and citizens’ buy-in—their ability to see the benefits
of the policies. It does little good to say that in the long run these policies will make one

better off 2>

The Troika has done an amazingly bad job of selling the structural reforms that it has
attempted to impose on the citizens of the crisis countries, because the timing and sequencing
is wrong and partly because many of the reforms are, at best, questionable. No salesman, no
matter how good, could have “sold” them. We’ll see ample evidence in the chapters that
follow.

THE PUZZLE OF COUNTERPRODUCTIVE POLICIES

One has to ask, in the case of the programs in the crisis countries, why lenders (the Troika)
would impose counterproductive conditions that reduced the likelihood of repayment. Was it
that the lenders really thought their programs would quickly restore prosperity? The fact that
their forecasts were wrong, and repeatedly so, and by large amounts, is consistent with this
hypothesis. But, given the history of failed austerity programs, one has to ask, why would
anyone believe they would work in Europe when they failed elsewhere?

I have already suggested part of the answer: ideology, deeply held beliefs about how the
economy functions, which change little, if at all, as evidence against these beliefs mounts.
Even more technically driven “modelers,” providing numerical forecasts of the economy, are

influenced to some extent by such beliefs.20

But this may not provide a full explanation. Alternatively, there might have been a
political agenda—bringing down left-wing governments, teaching electorates in other
countries the consequences of electing such governments, and making it more likely that a
conservative economic and social agenda would prevail more broadly within Europe.
Discussions with some of Europe’s leaders involved in the euro crisis leave me with the

impression that this political agenda played some role.2”
Moreover, governments are complex institutions. The arrangements underlying the
European social model—FEurope’s economic system, which combines a market economy

with strong systems of social protection and often a more active engagement of workers in

m”28

economic decision-making than characterizes Qmerica’s “shareholder capitalis —often



have the least support from each country’s finance ministry, the true architects of the
programs imposed on the crisis countries. Perhaps the finance ministries see this as an
opportunity to do abroad what they cannot do at home.

Finally, many have argued that there is an element of vindictiveness, almost anger—at
least in the conditions imposed on Greece—at the seeming defiance of its leaders, such as
when they turned to a referendum to assess popular support for the programs being imposed
(see chapter 10). It is hard to believe that responsible officials in the eurozone would make
an entire nation suffer simply because they disagree with a country’s choice of leaders, or
that they would impose conditions they believed might not be in the best interests of the
country out of spite. Yet the tone of some of the discussions has left the impression that this in
fact may have been the case.

SOLIDARITY AND COMMON ECONOMIC UNDERSTANDINGS

When a group of countries shares a common currency, success requires more than just good
institutions. (What those institutions are will be discussed extensively in later chapters.) For
reforms to work, decisions have to be made, and those decisions will reflect the
understandings and values of the decision-makers. There have to be common understandings
of what makes for a successful economy and a minimal level of “solidarity,” or social
cohesion, where countries that are in a strong position help those that are in need.

Today, there is no such understanding, no real sense of solidarity. Germany says
repeatedly that the eurozone is not a “transfer union”—that is, an economic grouping in which
one country transfers resources to another, even temporarily in a time of need. Indeed, just as
the years since the onset of the crisis have led to economic divergence among member states,
they have also led to a divergence in beliefs.

Of course, the leaders of the eurozone point to their repeated “successes” in reaching
difficult agreements. Compromise is the essence of democracy, they rightly argue, and the
process 1s slow. But sometimes compromises can be self-defeating, lacking the minimal
level of coherence necessary to achieve economic success. What leaders of the eurozone
boast about 1s more normally described as muddling through. It is possible that this
compromise path could continue, at least for a few years. At each point, the afflicted country
may say: “Having invested so much to stay in the euro, surely it will pay us to do the little
more that 1s being asked of us—even if it prolongs and deepens the depression.” In reasoning

so, they fly in the face of the basic economic principle of letting bygones be bygones.29 They
compound past mistakes with further mistakes. Each of the parties grabs at straws, looking

for confirmation of the success of the program30

Governments in the afflicted country do not want to tell their citizens that they have
suffered in vain. Those in government at the time of a decision to leave the currency know
there will be turmoil, and know that there is a large chance that in the aftermath they will be
thrown out of office. They know that regardles® of who is actually to blame, they will bear



the brunt of the criticism if things do not go well. Thus, all around, there are strong incentives
not only to muddle through but also to claim victory on the basis of the weakest of evidence;
a slight decrease in unemployment, a slight increase in exports: any signs of life in the
economy are now grounds for claiming that austerity programs are working.

And eventually, the recessions will come to an end. They always do. But the success of
an economic policy is to be judged by how deep and long the downturn before the recovery,
how much suffering, and how adverse the impacts on future economic performance. In these
terms, no matter how Europe’s political leaders try to paint a rosy picture on the programs
they have imposed on the crisis countries, they are a failure.

There have been some reforms in the eurozone, and they are justly celebrated. The

European Stability Mechanism, a new EU institution funded by bond salesS! and capital
from eurozone countries, lends to countries in trouble and has helped recapitalize Spain’s
banks. But some of what has been agreed to so far is another halfway house, constructed such
that it may be worse than nothing. We will explain in chapter 8 how current reforms in the
banking system may actually exacerbate the problem of economic divergence noted earlier.

THE UNDERLYING PROBLEM: MARKET FUNDAMENTALISM—IDEOLOGY
RULES

The problem is not only the lack of broad consensus as to what is required to ensure the
healthy functioning of an economy and the eurozone. The problem is that Germany has used
its economic dominance to impose its own views, and those views are not only rejected by
large parts of the eurozone but also by the majority of economists. Of course, in some areas
—Ilike seeing the coming of the 2008 crisis—the majority of economists did not do well. But

later in this book, I explain why they were especially right about the effects of austerity.3 -

Market fundamentalism, to which we referred earlier, assumed that markets on their own
are efficient and stable. Adam Smith, often viewed as the godfather of this perspective,
actually argued to the contrary: that there was an important role for government. Research in
economics over the past half-century has shown that not only is there a presumption that
markets are not efficient and stable; it has also explained why that is so and what

governments can do to improve societal Well-being.3 3

Today, even market fundamentalists (sometimes also referred to as “neoliberals”) admit
that there is a need for government intervention to maintain macro-stability—though they
typically argue that government interventions should be limited to a rules-based monetary
policy focused on price stability—and to ensure property rights and contract enforcement.
Otherwise, regulations and restrictions should be stripped away. There was no economic
rationale for this conclusion—it flies in the face of a huge body of economic research
showing that there is a need for a wider role for government.

The world has paid a high price for this devotion to the religion of market
26



fundamentalism/neoliberalism, and now it’s Europe’s turn. In later chapters, we will see the
role that these misguided ideas played in shaping the structure of the eurozone; in the design
of policy responses to the crisis as it evolved and to the imbalances and distortions that arose
before 2008. The eurozone embedded many of these neoliberal ideas into the currency’s
“constitution”—without providing for enough flexibility to respond to changing
circumstances or revised understandings of how economies function. As a result, the
European Central Bank focuses only on inflation—even in times of high unemployment.

The belief that markets are efficient and stable meant, too, that the ECB and central banks
within each of the member countries studiously avoided doing anything about the real estate
bubbles that were mounting in several of them in the early to mid-2000s. Indeed, a basic
principle of the eurozone was that capital could move easily across borders—even when the
money was being used to create real estate bubbles. But, of course, in the ideology of market
fundamentalism, markets do not create bubbles.

I recall in the midst of the Spanish real estate bubble—and it should have been evident to
anyone that there was a bubble—suggesting to senior people in Spain’s central bank that they
take actions to try to dampen it. As is now evident, the risks to the economy of the bubble
breaking were enormous. The response bordered on perplexity: Was I suggesting that the
government was smarter than the market?

Central bankers with a strong belief in free markets had a common mantra, beginning with
the efficiency and stability of markets: one can’t tell for sure whether there is a bubble. Even
if there were a bubble, the only policy instruments that are available could do little about it
and/or would distort the economy. And it is much better to simply clean up the mess after the
bubble breaks than to distort the economy on the basis of a worry that there might be a
bubble.

These beliefs predominated in spite of the fact that the 1990s East Asia crisis had shown
that private-sector misconduct—not that of government—could bring on an economic crisis.

Beliefs about how economies function matter a great deal, and it should not be a surprise
that the outcome of an economic project so influenced by flawed concepts would fall short of
expectations. However flawed its origins, the euro might have worked had certain details
been gotten right. But even this lack of attention to detail can partly be explained by the
ideology, which held that market forces ruled, that they prevailed, whatever the institutional
arrangements, provided that markets were given enough scope to do their magic. Ideology led
to the belief that with free mobility of labor and capital, economic efficiency would be
ensured. We’ll see later why, without common deposit insurance in the banking system
(where a single entity insures the deposits throughout the eurozone) and without some system
of shared debt, free mobility of labor and capital ensure that economic efficiency will not be
obtained.

HINTS AT A DEMOCRATIC DEFICIT
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While, as we have noted, neoliberal views predominated in many finance ministries and
central banks, they were far from universally shared, even within the very same countries
where they had sway over finance ministries. Within all countries, there are differences in
views about how the economy works, and neoliberalism is strongest in finance ministries and
treasuries and weakest in labor and education ministries. Indeed, the European social model,
with its strong systems of social protection, is well accepted throughout the region.

Within democracies, the particular perspectives of finance ministries and central banks
should be and typically are checked and tempered; but given the structure of decision-making
within supranational bodies, like the EU and the eurozone, such tempering is much less
apparent. Within the current structure of the eurozone and the EU, and especially as the crisis
countries’ power over economic decision-making is increasingly circumscribed and
delegated to the Troika, the perspectives of finance ministries and the ECB have come to
dominate.

Both the structural reforms and macroeconomic adjustments were viewed as economic
programs, to be designed by experts from finance ministries and the ECB. But these
programs affected almost every aspect of society in fundamental ways. For instance, when
the programs were being designed for Greece and the other crisis countries, the labor
ministries were often not meaningfully involved as provisions related to labor markets and
unions were being formulated. Europe might pretend that, in the end, everyone was consulted;
after all, the program only went into effect if it was approved by the relevant country’s
parliament. But that approval was given as if a shotgun was held to their head: it was a yes
or no, typically with a short deadline, and in the background hovered the reality that a no vote
would plunge the country into a deep crisis.

THEORIES OF REFORM

One of the related failures of neoliberalism was the assumption that since the perfect markets
model was the ideal toward which we should strive, any “reforms” that moved us in the
direction of that model were desirable. But more than a half a century earlier, that idea had
been discredited in what came to be called the theory of the second best, pioneered by Nobel
Prize—winning economist James Meade, my Columbia University colleague Kelvin

Lancaster, and Richard Lipsey.3 4 They showed that removing one distortion, in the presence
of other distortions, could even make the economy worse off. For instance, in the absence of
good risk markets (where one can buy insurance for all the risks that one confronts at
reasonable prices), reducing trade barriers often leads to greater risk; the greater risk
induces firms to shift production to activities that yield lower returns but are safer, and the
net effect is that everyone can be worse off, in marked contrast with situations where risk

markets are perfect.35
Other examples of second-best economics have played an important role in the failure of
Europe: Free mobility of capital might make s&nse i1f there were perfect information. Money



would then flow from low-return uses to high-return uses. When a country goes into a
recession, money would flow in, to help it out. Capital flows would be countercyclical—
increasing in weak times, diminishing in good times, offsetting the business cycle and helping
to stabilize the economy. The actual evidence is to the contrary. And the reason is that capital
markets are rife with imperfections. Every banker knows that you don’t lend to someone who
needs the money. That’s why capital market integration has often been associated with an
increase in economic volatility—the flows are pro-cyclical and exacerbate economic
fluctuations. More generally, around the world, capital has been flowing from poor countries,
where capital is scarce, to the rich—exactly the opposite direction predicted by neoliberal
theories. In chapter 5, we’ll examine other reasons that free capital flows—in our second-
best world—have contributed to divergence, with the rich countries in Europe getting richer
at the expense of the poor.

AN ALTERNATIVE WORLD IS POSSIBLE

Europe faces a choice. There are alternatives to the current structures and policies. It could
make the reforms to the eurozone structure as well as the eurozone policies suggested in this
chapter (and further elaborated in chapter 9), giving the euro a fighting chance of working.

These reforms begin from the premise that the euro is a Europe-wide project, and that it
requires fundamental reforms in the structure and policies of the eurozone. The problems
were collectively created. The only solution is a collective solution.

The reforms are based on different economic understandings than those that currently
underlie the structure of the eurozone. They are designed to promote convergence and include
a common bank deposit system throughout the eurozone and some form of common
borrowing, such as the Eurobond.

These reforms recognize that austerity on its own does not bring growth and that there are
policies that could and would do so more quickly, and with less pain restore prosperity to
the afflicted countries. The adoption of these policies requires a modicum of solidarity
within the eurozone.

Another alternative is a carefully designed end to the euro as it exists today, perhaps with
the exit of a few countries, perhaps with the breakup of the eurozone into two or more
currency areas. The breakup will be costly. But so, too, will staying together—without
making the necessary reforms. The current strategy, muddling through, is enormously costly.
Neither is a pleasant alternative.

The euro 1s often described as a bad marriage, and at various places in this book I will
make use of that metaphor. A bad marriage involves two people who never should have been
joined together making vows that are supposedly indissoluble. The euro is more
complicated: it is a union of 19 markedly different countries tying themselves together. When
a couple in trouble goes for marriage counseling, old-style counselors would try to figure out
how to make the marriage work, but a “moderglg > one begins by asking the question: Should



this marriage be saved?

The costs of dissolution—both financial and emotional—may be very high. But the costs
of staying together may be even higher. One of the first lessons of economics is that bygones
are bygones. One should always ask: Given where we are, what should we do? In asking
what Europe should do, it does little good to opine, “They should never have married.” It is
wrong, too, to ignore the emotional bonds that have been created in the years of marriage. But
still, there are circumstances where, taking into account the history, it is better to part ways.

Many have worried that the end of the euro would mean turmoil in Europe and in global
financial markets, exacerbating the problems that Europe already faces. That may in fact
happen, but it is not necessary: there are ways to end this marriage smoothly, without trauma,
and I lay out one such path in chapter 10.

If the eurozone chooses this path or 1s driven to it, dissolution does not require a Europe
where each country has its own currency. Several may share the same currency—perhaps the
countries of northern Europe or perhaps the countries of southern Europe. But the 19-nation
eurozone, slated for even more enlargement, perhaps should be thought of as an interesting
experiment—Ilike so many other experiments of monetary arrangements, like the European
Exchange Rate Mechanism (ERM) that preceded it from 1979 to 1999, and which attempted

to keep exchange rates between members of the ERM within a narrow band.30

There is one more alternative, which I sketch out in chapter 11, the flexible euro, a
monetary arrangement whereby each country still trades in euros, but a Greek-euro may not
exchange on par with a Cypriot-euro or with a German-euro. For those invested in keeping
the flame of monetary union alive, the flexible euro provides a good way forward. It
recognizes that there is not now enough political solidarity and broad consensus about
economic fundamentals to undertake the reforms needed to make a single currency work; but
there 1s enough common understanding and too much political solidarity to let the idea of a
common currency simply go. A flexible euro builds on the accomplishments and successes of
the eurozone, but it is based in reality.

Without using these terms, and without full consciousness of the implications of what they
were doing, Europe has already partially created such a system (on a temporary basis) in
Cyprus and in Greece.

The long-term ambition of the flexible euro (or of the system of multiple European
exchange rates described previously) may be to eventually create a single currency, a full
monetary union. But sequencing and pacing is crucial. In the early stages of integration,
Europe seemed to have recognized this: the European Coal and Steel Community (founded in
1952) only gradually evolved into the European Union.

Europe went too fast with full monetary union, without ensuring that the changes
necessary for the success of a monetary union had been made. If Europe is truly committed to
monetary integration, those changes can occur, though it is likely to be years or decades
before that happens. The flexible euro keeps the concept of a single currency front and center
but creates a framework with sufficient flexibijty that there is a prospect that it could



actually work—that is, rather than leading to the depressions associated with the current

regime, it would restore full employment37 and high growth. When solidarity among the
European partners increases and the other institutions and conditions that are required to
make a single-currency system work are put into place, the bands within which the different
euros fluctuate can gradually be narrowed—to the point where there is only a single
currency.

URGENCY

It will not do to say, Yes, we know we need a banking union (an important reform discussed
later in this book), but we must construct it carefully, and that will take years. These will be
years during which suffering mounts, years during which irreversible damage occurs, years
during which the promises of the European project are further dashed. In my mind, the
consequences of such a course are barely distinguishable from that of muddling through,
keeping open the hope of reform in the future to ensure that the euro will not fall apart, but in
ways that inflict unconscionable harm on the citizens of countries in trouble.

In short, Europe should move in one of two directions: there should be “more Europe” or
“less Europe.” This means a choice: (a) implementing the reforms that would make the euro
work for all of Europe. Doing so would require changes not only in how the eurozone works
but in the creation of more economic integration—for instance, a common deposit insurance
scheme for all of Europe. These changes are hardly revolutionary—elsewhere outside
Europe they have worked—and the role of the “central” authority could still be much less
than it 1s across the Atlantic in the United States; but it would be far more than it is today in
the eurozone. Or (b) scaling down the currency project. This could be done in a variety of
ways described in later chapters. It could be done, for instance, with the exit of a just a few
countries—I will explain later why the easiest, least costly way, would be for Germany to
exit. Alternatively, and at a greater cost, it could be done with the exit of some of those in the
“periphery.” A third alternative would be the formation of two blocs using a northern- and a
southern-euro. A fourth approach is the flexible euro that I suggest in chapter 11. But the
current halfway house is unsustainable, and attempts to sustain it by muddling through will
lead to untold economic, social, and political costs.

A persuasive case can be made that the best course from a purely
economic/technocratic perspective is the first, creating a eurozone that works. As a political
forecaster, I would, however, place my bets on a course of muddling through, doing the
minimum set of reforms that prevent the collapse of the euro but do not allow for a true
recovery, at least not any time soon. One might call this course the course of brinkmanship,
giving the countries enough assistance to maintain their hope but not enough to support a
robust recovery. But the danger of brinkmanship is that one sometimes goes over the brink.

If the analysis of this book is correct, the euro crisis is far from over. Greece will stay in
depression. It will not be able to pay back its debt. Germany may pretend otherwise, saying



that the debts have only to be “reprofiled”—that is, repayments stretched out over decades.
But such charades are no healthier than any other hypocrisy. The eurozone will be hit by
other shocks, and the weakest countries again may be thrown into crisis—there simply isn’t
enough flexibility within the eurozone, as currently constituted, for the eurozone to work for
the weakest. And the eurozone itself is likely to have very slow growth at best.

The euro was always a means to an end, not an end 1n itself. Monetary arrangements
come and go. The great achievement of the post-World War II era, the Bretton Woods
monetary system, lasted less than three decades. First and foremost in our minds should be
the ultimate objectives: shared prosperity within Europe and closer economic and political
integration. The monetary union increasingly appears as a well-intentioned detour in the
attempt to achieve those loftier goals.

There are alternative and better ways of fostering European political integration than the
monetary union, which, if anything, has actually undermined the entire European project. The
best way forward requires creating a shared understanding of basic economics that goes
beyond the market fundamentalism that has informed the eurozone project to date. It will
require greater solidarity—of a different sort than the common commitment to blindly follow
poorly designed rules that virtually guarantee depression and divergence.

The current path should be viewed as unacceptable. Europe need not abandon the euro to
save the European project of closer integration—a project that is so important not only for
Europe but for the entire world. But at the very least, there is a need for more fundamental
and deeper changes than are now under discussion. But if those deeper reforms cannot be
made—if they seem politically infeasible, because there is a lack of solidarity and/or of
common understanding of what is required for a common currency to work—then the more
fundamental question of the euro itself will have to be revisited.
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THE EURO: THE HOPE AND THE REALITY

The euro was founded with three hopes: (1) that it would bring Europe ever closer together,

and was the next step in Europe’s integration; (2) that the closer economic integration would
lead to faster economic growth; and (3) that this greater economic integration and the
consequent greater political integration would ensure a peaceful Europe.

The founders of the euro were visionaries who tried to create a new Europe. They were
argonauts in uncharted waters, traveling where no one had ever been. No one had ever tried a
monetary union on such a scale, among so many countries that were so disparate. So it is
perhaps unsurprising that matters turned out so different from what these visionaries must
have thought.

I shall argue in this chapter that even with the best-designed euro project, the benefits of a
single currency would have been more limited than its advocates claimed, that its impact on
overall economic integration was likely to have been ambiguous, and that one should not
have been surprised that the euro was more divisive than unifying—thus setting back
political integration. The very reason that the euro was an incomplete project was the reason
that 1t was likely to prove divisive. Far from being an important step in the creation of a
united Europe that would play a critical role in today’s global economy, it should have been
expected that the euro would have an opposite effect.

Political integration, like economic integration, was not just an end in itself but a means
to broader societal objectives—among which was strengthening democracy and democratic
ideals throughout Europe. I conclude this chapter by observing that the construction of the
euro has instead increased the perceived democratic deficit in Europe, the gap between what
Europe does and what its citizens want.

We have commented repeatedly on the link between politics and economics. As we have
noted, one of the reasons for the failure of the eurozone is that economic integration has
outpaced political integration. The hope was that the politics would catch up with the
economics. But as divisiveness and the democratic deficit has grown, the likelihood that that
will happen has diminished.

The euro was born with great hopes. Reality has proven otherwise.

THE CASE FOR THE EURO
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Those strongly supportive of the euro make a few points—points I’ve encountered repeatedly
in the years I have worked with European leaders, politicians, and economists.

A UNITED EUROPE WOULD BE MORE INFLUENTIAL ON THE WORLD STAGE

Euro supporters observe that successful large countries, like the United States, share a
common currency. It follows, in this reasoning, that if Europe is to play a role on the global
stage similar to the United States, it, too, must share a common currency. Could one imagine,
they ask, an America with multiple currencies? Many Europeans, noting that if the countries

of Europe were united, Europe would be one of the two largest economies,1 worry that
Europe does not pull the weight it should in the global economy, simply because it is
politically divided.

But this begs several critical questions: What are the prerequisites for playing the kind of
global role that the United States plays? Will having a monetary union move Europe closer to
attaining those conditions? Is having a monetary union necessary for achieving such a goal?
And how important is it for Europe to play that role?

The counterargument

In earlier centuries, the ability to exercise “power” on the global scene mattered a great deal.
The wealth of nations depended to a large extent on military power. The conquest of colonies
was how a relatively small island, Great Britain, became a dominant global power.
Fortunately, we have a new balance of power that greatly circumscribes the exercise of
military power. Even when a country wins a war, its ability to receive the spoils of war are
limited. For example, American oil firms may receive slightly favorable access in Iraq

because of the war, but the cost of the war far outweighed any possible benefits.?

Even the United States, which spends an order of magnitude more on its military than any
other country in the world, cannot impose its will on others under the new rules of the game.
Its attempt to do so in Iraq, against enemies with a small fraction of the population and
resources of the United States, has been thwarted. It could not halt Russia’s attacks against
Ukraine. Whether a united Europe would have changed the picture much is arguable—and at
the very least, if Europe were to pursue such influence, it would require massive increases in
military spending.

If there is European consensus, Europe’s influence will be heard—even without a
monetary union

Conversely, if there were massive increases in military spending and agreement about
military objectives, then even without full political unity, the weight of Europe would be
larger, but as in the case of the United States, hardly decisive. The problem is more that it is
difficult to reach a consensus about military oBjectives: another aspect of the diversity across



Europe. With Germany so strongly dependent on Russian gas, it might be expected to be more

reluctant to support strong measures against Russia.>

The world would not have been a better place if the UK, Poland, and others who joined
the “coalition of the willing” in support of America’s war against Iraq, in violation of
international law, had had enough clout within a “united” Europe to force Europe as a whole

to join in that war.? If there had been unanimity among the European countries, then of course
their united view would be heard more loudly. But the lack of political integration is not the
source of the problem: it is the lack of consensus. If there had been a consensus, there are
already the institutions within Europe that would have allowed coordinated action and a
coordinated effective “voice.”

In this perspective, Europe’s influence can and will be heard in those arenas where there

is a European consensus.> The major challenge in enhancing Europe’s influence is to
strengthen common understandings; if, as this book argues, the euro leads to more
divisiveness, then the euro is in this respect counterproductive.

The role of rules

What decisions a united Europe might take would, of course, depend on the political rules
that defined the union. If there had to be unanimity among the countries within Europe, then in
the absence of a broad consensus about policies, the likely result is gridlock. If the political
system gave disproportionate power to Europe’s corporate interests, what Europe would
“bargain” for in trade agreements would be rules that advance those corporate interests.
While those interests would like to see a more united and powerful Europe, it is not obvious
that the potential outcomes would serve the interests of the citizens well.

Greater power for a united Europe would translate into greater well-being for European
citizens only if the political system was truly democratic. There are good reasons to be
concerned about this, given the current political structure of Europe.

THE EURO AND PEACE

The second argument for more political integration focuses on the role that the EU has played
in sustaining peace within the core of Europe. Given the destruction of the two world wars of
the previous century, it is understandable why this should be of paramount importance. Some
observe the absence of war within the core of Europe over the past 70 years and give the
European Union credit. That may well be the case, though there are many other changes that
have occurred as well—the creation of the UN, nuclear deterrence, and changes in attitudes
toward war. Our question, though, is a narrower one: There is no evidence that sharing a
single currency, or the closer integration resulting from sharing a single currency (if that
actually happened), would reduce the probability of conflict; no evidence to suggest that it
would make a difference either directly or indigectly. Even supposing that adopting a



common currency promotes integration, it’s not clear that, where economic integration and

increasing peace coincide, the former is the cause of the latter. This book will argue that the

currency union may actually run counter to the cause of greater economic integration.6

THE EURO AND EUROPEAN IDENTIFICATION

There 1s a quite different set of arguments for a single currency, perhaps better reflecting the
political drive for it: Every day when individuals use the currency, they are reminded of their
identity as Europeans. As this identity gets fostered and strengthened, further political and
economic integration might be possible. The importance of this has almost surely been
diminished as we have moved to electronic money and the use of debit and credit cards.
Young people seldom make use of those funny pieces of paper we call cash.

But it should have been clear at the onset that such psychological benefits, if they exist,
would be overwhelmed if the euro failed to deliver on its main promise of furthering
prosperity. Indeed, if it actually led to worsened economic performance, one might have
anticipated a backlash, not just against the euro but against the entire European project.

ECONOMIC INTEGRATION

The previous section explained why the simplistic arguments for the euro—that it would lead
to a more powerful and influential Europe through a more united Europe and that it would
enhance the ability to sustain peace—are unpersuasive. Here I take a broad perspective on
economic integration, explaining why the euro (by itself) was unlikely to have promoted the
kind of economic integration that would enhance growth and societal welfare, and why it
should have been expected that the euro might actually impede further economic and political
integration.

TRADITIONAL ARGUMENTS FOR THE BENEFITS OF ECONOMIC
INTEGRATION

There is a long-standing argument that closer economic integration would lead to faster
economic growth, based on the idea that larger markets lead to increases in standards of
living as a result of economies of scale (that is, unit costs of production decrease as the scale
of production increases) and taking advantage of comparative advantage (that is, there are
efficiency gains from having each country specialize in the country’s relative strengths).
These notions date back to the late 18th and early 19th centuries, in the works of two of

the great classical economists, Adam Smith’ and David Ricardo.8 But there are several
flaws in applying Smith’s and Ricardo’s analyses of largely agrarian 18th- and early 19th-
century economies to Europe at the beginning of the 21st century. First, tariff and trade
barriers are already low; the law of diminishi#fg returns suggests that the relative benefits of



further reductions may be fairly small. Most importantly, there is already free movement of
goods, labor, and capital within the EU: the euro is irrelevant for this analysis.
Secondly, Smith and Ricardo ignored the benefits of tailoring policies, including

regulations and the provision of public goods,9 to local differences in tastes and preferences.
Some societies may prefer more stability and better systems of social protection, and greater
expenditures on public education and health; others may be more committed to preserving
existing inequalities.

Greater economic integration—or, | should say, certain forms of economic integration—
may, as we shall see later, impede the ability of different countries to realize societal well-
being by advancing their own conceptions of what the state should do and how it should do

it.10 In the days of Adam Smith and David Ricardo, the economic role of the state was very
limited; today, it is far more important—partly because of changes in the structure of the
economy itself, and partly because increases in standard of living have led some societies to
demand more of these collective goods provided by government.

Indeed, advances in our standards of living largely result from our creation of a learning

society1 I__ofadvances in technology and knowledge—which themselves are in the nature of
public goods, goods that have to be collectively provided: all individuals can benefit from

such advances. 12 Markets by themselves will not result in efficient levels of investment in
research and learning; they may not even result in learning and research going in the right
direction. There will be too little basic research and too much research figuring out how to
increase the market power, including that derived from patents.

I stress these changes in our economy and our economic understanding partly because
they are at the root of the failure of the euro experiment, which was influenced by ideas about
the functioning of the economy that, even as the euro was being designed, were being
discredited and were badly out of date. In the world of Smith and Ricardo, there was little
role for the state—though, as I have said, even Smith recognized that there was a far greater
role than his latter-day devotees. In their world, since there was little need for collective
action, it would have made little difference whether the collective action that was undertaken
was done at the level of the nation-state or the European-wide level. Differences in views
about what the government should do or how it should do it, too, would not have mattered
much. Today, they matter a great deal. That’s why today, those in one part of the eurozone,
such as Greece, are so unhappy about being told what to do by others with different views of
the nature of society and the role of government; and with close economic integration, they
can even be significantly affected by what the governments of other eurozone countries do—
especially when, as in the case of Germany, government decisions have major effects on
smaller countries. As we shall see in later chapters, Germany’s decision to constrain wages
was a form of competitive devaluation that disadvantaged other countries in the eurozone,
especially those with less pliant workers.
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BENEFITS AND COSTS OF INTEGRATION WITH COLLECTIVE ACTION

If collective action is, today, far more important than it was in Smith’s and Ricardo’s day,
differences in views about what the state should do can be, in turn, of first-order importance.
This has two important implications—one that Europe has recognized, the other which it has
not. The first is the principle of subsidiarity discussed earlier: public decisions should be
taken by the lowest level of authority possible. Decisions about local highways, local
schools, local police and fire departments, even the local environment should be made by
local communities, not by national or supranational authorities. The problem is that there are
often spillovers from the action of one local community (or one national government) to
others, in which case there needs to be at least some coordination and some actions taken by
higher-level authorities.

At the creation of the euro, there were worries that with the euro, there would be
significant externalities—instances in particular where the action of one country had adverse
effects on others. In setting the rules and regulations governing the euro, they had thought that
they had focused on constraining the most important spillovers. They had not.

The externalities upon which the euro’s designers focused arose when countries
borrowed excessively. If such borrowing was somehow “monetized” (converted to money by
the central bank), there would be inflation, and Germany had had a long-standing concern
about inflation. They took pride that the Bundesbank (their central bank) had maintained tight
control over their money supply, and that Germany for decades had not faced high

inflation.!3 They were worried that in giving up their own central bank and joining others,
some of whom had not demonstrated such discipline, that would no longer be true. That is
why the countries that belonged to the euro had to commit themselves to low levels of
deficits and debts.

The obsession with deficits was, however, largely a matter of pure ideology: there is
little 1f any evidence that such deficits and debts (at least at moderate levels—Ilevels still
substantially higher than the 3 percent deficit/GDP limit to which Europe agreed) would have
significant spillover effects to others.

On the other hand, wage policies such as that of Germany, where until recently there was
no minimum wage and in which there was a concerted effort to lower wage levels in the
1990s to make the economy “more competitive,” do have significant spillover effects. Such
policies are, as I explain in chapter 4, another version of competitive devaluation, or
“beggar-thy-neighbor” policies that played out so disastrously in the Great Depression. With
the “fixed exchange rate” of the euro, Germany couldn’t lower the value of its currency. But
it could lower its cost of production by enacting policies that lowered wages. For a variety
of reasons, these are policies that Germany could undertake much more easily than could
other countries of the euro, which made them particularly attractive to German policymakers
as instruments for gaining an advantage relative to the country’s neighbors. Sadly, the
creators of the euro paid absolutely no attenti031é1 to this far more important externality.



The second implication was that if there were significant differences in economic
structures, values across countries, or views about the functioning of the economy, the scope
for welfare-increasing collective action at the European-wide level would be limited.
Consider the simplest task of a central bank—setting interest rates to balance the risk of
inflation versus unemployment. If the circumstances of the countries for which the central
bank is responsible are different, then a policy that might be appropriate for a country
fighting inflation would be totally inappropriate for one worried about unemployment.
Sharing a common currency and a central bank—a shared public good—could be a disaster.
A democratic compromise might be bad for both: unacceptable inflation in one, coupled with
unacceptable unemployment in the other.

But even if the economic structures across countries were the same, views about the
appropriate policy course could differ absent a broad agreement about how the economy
functions. People in one country might believe that if the unemployment rate drops below
some threshold, inflation would break out. Such a country would want the unemployment rate
to be pushed down to that level but no further. Other countries might hold that one could push
the unemployment rate down further. To put a floor on the unemployment rate would impose
unacceptable costs on workers. To force countries with such differing perspectives to accept
the same policy would be foolish. Again, compromise would leave both unhappy.

Finally, even if the economic structures were the same, and their understandings of how
the economy behaves were the same, as we’ve seen, different countries could have different
values. One might be more concerned about inflation and its effects on bondholders, the other
about unemployment and its effects on workers. These different sets of values would imply
quite different monetary policies.

In each of these instances, unless one could show a compelling reason for the countries to
have the same policies—to have the shared currency—it would seem to make little sense to
do so. There are large costs, and these costs have to be compared to the benefits.

THE MULTIPLE ASPECTS OF ECONOMIC INTEGRATION

The benefits of integration depend on the form of integration—and there are many different
forms of economic and political integration. This multiplicity is already evident in Europe.
There is free migration among many but not all of the European countries. Within the

Schengen area, individuals can move freely practically as if there were no borders at all. 14
The Schengen area includes most of the EU countries, but not the UK and Ireland, and
includes some countries that are not part of the EU, namely Iceland, Norway, and

Switzerland. !> With the migrant crisis, the boundaries across which free migration should be
allowed are being debated—and even what should be meant by free migration.

There is a free trade area. Switzerland, Norway, Lichtenstein, and Iceland are part of the
European Free Trade Association but not of the EU. There are courts that address disputes
between, say, Iceland on the one hand and EU¥embers (like Netherlands and the UK) on the



other. This court, the European Free Trade Association Court, ruled that Iceland did not have
to compensate UK and Dutch savers after the Icelandic banks in which they had put their
money went bankrupt, beyond the amount that was in the deposit insurance fund. There are
courts, too, that rule on human rights issues anywhere in Europe (for example, the European
Court of Human Rights). The EU is unusual in having taken some forms of integration quite
far—and yet gone slowly in others. For instance, as we have noted, the EU central budget—
analogous to the federal budget of the United States—is very limited, only about 1 percent of

EU GDP, with the largest share of the funds going to provide agricultural subsidies. !0

There is a rich agenda of programs that could enhance economic and political integration.
The Erasmus program, which facilitates students studying in other European countries, is an
example of a program that strengthens the identity and integration of the continent. An EU-
wide tax on high incomes, to be used for redistribution, would be another important step in
furthering economic integration and enhancing EU economic performance by addressing the
region’s increasing inequality. (We will discuss this further in later chapters.)

The European integration project saw integration being accomplished in a step-by-step
fashion, gradually, over a long period of time. This book is about only one such step—what I
have described as a misstep: the creation of the euro, a single currency, done prematurely
before the requisite conditions were satisfied, and in ways that have pulled Europe apart.

DOES SHARING A COMMON CURRENCY IMPROVE WELL-BEING AND
PROMOTE FURTHER INTEGRATION?

The previous section explained that there are many different forms of economic integration,
and that in some instances, closer integration, of at least some forms, may not be desirable.

Close economic integration can be achieved without sharing a currency. The United
States and Canada have had a free trade agreement since 1988. Canada, too, has, I believe,
benefited from not sharing a common currency with its southern neighbor. Currency
flexibility strengthened its ability to adapt to the multitude of shocks that a natural resource—
based economy inevitably faces. The flexibility of its currency played an important role in
enabling exports to substitute for government spending as Canada put its fiscal house in order
in the early 1990s.

Some of the countries in the EU are members of the eurozone, but many (Denmark,
Sweden, UK, Bulgaria, Croatia, the Czech Republic, Hungary, Poland, and Romania) are not.
Sweden, for instance, has grown faster than almost all the countries of the eurozone, and later
chapters will argue that its success i1s because Sweden is outside the eurozone. Chapter 3
will explain that the eurozone as a whole has been performing more poorly than those
countries in the EU that are not part of the eurozone—and I believe that the single currency is
one of the important reasons that this is so.

HOW THE EURO MAY DIRECTLY IMPEBE ECONOMIC DIVERSIFICATION



Among the architects of the euro, there appeared to be simply a presumption that sharing a
common currency would promote every aspect of economic integration. There was no
general theory upon which the advocates of monetary union could draw, not even historical
experiences that they could cite. There had never been an experiment quite like this.
Having a common currency eliminates one major source of economic risk—the risk of

changes in the exchange rate.1” Exchange-rate risk is one of the important risks that firms
have to manage. How they manage that risk—both through decisions in financial markets and
about the structure of production—can in theory have important effects on the extent of real
economic integration, including diversification of production throughout the region. It turns
out that the establishment of a currency area (such as the euro) may actually lead to greater
concentration of economic production in a few countries within the area. The hope, of
course, was otherwise: that having eliminated one important source of risk, firms would be
more willing to produce 1n different countries.

To understand the effects of changes in an exchange-rate regime, one has to understand
the variety of ways that firms cope with exchange-rate risks. One of the ways that firms
manage such risks in the short-term is through buying and selling foreign exchange forward,
trading in futures markets, “locking in” the exchange rate at the time a transaction is made.
Thus, if a firm in the United States is producing widgets to export to Canada in six months’
time, it does not know what the value of the Canadian dollar (relative to the US dollar) then
will be. But it doesn’t really have to worry: it can sign a contract to deliver the goods 1n six
months’ time with payment in Canadian dollars, and it can convert those future Canadian
dollars now into US dollars. There is, of course, a cost to this financial transaction (which
can be viewed as a kind of insurance against exchange-rate fluctuations). In well-functioning
markets, however, the cost of such insurance is relatively low.

But these mechanisms do not work very well for long-term investments, partly because
the necessary markets do not exist or have high transactions costs.

There is an alternative way of managing such risks: diversifying production across the
markets in which one transacts, in which one buys and sells. The American firm might set up
part of its production process in Canada, and as it does so, America’s and Canada’s real
economy becomes more integrated. When a firm does that, the variability in its costs of
production and in its profits is reduced.

However, once there 1s a currency union, this argument for diversification of production
no longer applies. If there are advantages in concentrating production in one or a few locales,
as is often the case, then production may get more concentrated. It may move, for instance, to
a country with better infrastructure, enabling the richer country with better infrastructure to
get an increasing share of production, enhancing their tax base and allowing them to invest in
even better infrastructure.

INTELLECTUAL INCOHERENCE WITHIN THE EUROPEAN PROJECT
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In analyzing the benefits of a single currency, one cannot escape a fundamental incoherence in
the European project: The design of the euro was predicated on a belief in well-functioning
markets. But with well-functioning markets, the costs of managing exchange-rate risks should
be low. With well-functioning markets, the realignments in exchange rates would reflect only
changes in fundamental information, information that is typically revealed gradually. Thus
exchange-rate adjustments would be slow and gradual. Adjustments in exchange rates
(prices) are, in turn, an important mechanism by which well-functioning economies adjust to
events that may affect one country differently than they affect another (economists refer to
such events as “shocks,” with no intimation that they are cataclysmic in nature). For instance,
an increase in the demand by China of the goods produced by Germany and a decrease in
demand for goods produced by Italy could easily be managed by an increase in Germany’s
exchange rate and a decrease in that of Italy. This will enable Italy to sell more, bolstering its
economy.

There is a strong presumption then that taking away price adjustment mechanisms leads to
a more poorly performing economic system. When a group of countries choose to have a
single currency, they effectively fix their exchange rates. They take away this adjustment
mechanism. That should imply a more poorly performing economy.

What should have underlain the design of the euro was a recognition of market failures
and imperfections; an acknowledgement of the lack of robustness of the standard competitive
model discussed earlier, which played such an important role in the “conception” of the euro
—slight market imperfections can lead to the system behaving differently than the way it
would with “perfect markets”; and an understanding of the theory of the second best
discussed in the previous chapter. Much of the high level of volatility we observe in
exchange rates 1s evidence of market irrationality and imperfections. At one moment, there
may be euphoria about the prospect of, say, America’s economy; shortly later, sentiment
changes.

Had there been a recognition of the limitations of markets, perhaps the founders of the
euro would have been more cautious in its creation, paid more attention to the details, and
put more emphasis on ensuring that the institutions that would have enabled it to work were
simultaneously put into place.

THE EURO: SOME ADVANTAGES EVEN IN WELL-FUNCTIONING MARKETS,
BUT A MAJOR RISK

There was, of course, a certain popular appeal to having a single currency. People could
travel from one country to another without exchanging currency. Exchanging currencies was a
bother—and often expensive. The fact that it was expensive should have said something
about the functioning of financial markets: the costs of exchanging currencies should be
extremely small, i1f markets actually functioned efficiently, as hypothesized in the standard
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But while transactions costs are an annoyance for travelers today, they are not
economically significant. Most transactions (both in numbers and value) are mediated
electronically—through bank transfers and debit and credit cards. The costs for computers to
move from one currency to another is negligible. (The prices charged by banks may be
significantly larger, again testimony to market failures that are pervasive in the financial
system. But the appropriate response is not to reconfigure entire currency arrangements but to
regulate and reform the financial sector.)

There is another kind of transaction cost that sharing a currency may reduce: the
exchange-rate risk going forward of longer-term investments that we discussed earlier in the
chapter. But these costs have had at best a second-order effect in major production and
supply chain decisions. China, for instance, has become integrally incorporated into the
global supply chain, in spite of exchange-rate risk as well as political and supply-side risks.
Of course, i1f the benefits of integration were small, then these costs might be an impediment;
but by the same token, the welfare losses (for instance, from increased costs of production)
arising from the lack of integration would also likely be small.

One economic risk totally overwhelms these small benefits. With flexible—fully or
“managed” flexible exchange rates—exchange rates can be realigned as circumstances
change. The adjustments may be daily or hourly or more infrequent. But they occur and are
typically small, and firms and individuals have learned how to cope easily with them—
sometimes with the assistance of financial markets.

But in the absence of these adjustments, the exchange rate eventually gets so far out of

alignment that it cannot function. I8 1n the case of Argentina, which had fixed its exchange
rate in 1990 to the dollar, the misalignment became intolerable by 2001—there were
interlinked currency, financial, and debt crises that were very costly; but after the country
abandoned the dollar peg, letting its exchange rate fall by some 75 percent, and discharged
the debt that had accumulated in the era of its overvalued currency, it grew impressively: at

the fastest rate, next to China, in the world.1? So far, all the countries within the euro have
stayed in but at a great cost.

In short, the economic argument for having a single currency is far from compelling. The
savings in transactions costs are not likely to be significant. The EU countries with differing
currencies had already experienced significant economic integration with the formation of the
European Union; we have seen how a single currency might, in some respects, even impede
integration, say, of production across the region. The modest benefits that do exist are
overwhelmed by the costs of the crises that so frequently arise as real/ exchange-rate
misalignments emerge.

ECONOMIC INTEGRATION OUTPACING POLITICAL INTEGRATION

Those outside of Europe have been deeply interested in its “experiment” in integration.
Europe’s earlier success as it eliminated barr#érs to the movement of goods, services, and



capital served as an example to be followed; its current problems arising from the euro serve
as a warning of integration gone awry. More broadly, Europe’s integration provides insights
for globalization in general. Globalization is nothing more than the closer integration of the
countries of the world—and nowhere has that integration been taken further than in Europe.
There is an ongoing debate: What is required for globalization to succeed? What happens if
globalization does not work well? What are the benefits and costs, and who receives those
benefits? Who bears the costs? The successes and failures of Europe are seen as lessons for
both regional integration and globalization. The problems in achieving a successful monetary
union in Europe have dampened enthusiasm elsewhere, for instance in both Africa and Asia,
for this form of economic integration.

The fundamental insight to glean is that economic integration—globalization—will fail if
it outpaces political integration. The reason is simple: When countries become more
integrated, they become more interdependent. When they become more interdependent, the
actions of one country have effects on others. There is thus greater need for collective action
—to ensure that each does more of those things that benefit the other countries in the union
and less of those things that hurt others.

Moreover, most policies have ambiguous effects: some individuals are made better off,
others worse off. With sufficient political integration, some of the gains of the winners can be
transferred to the losers, so that all are made better off, or at least no one is much worse off.
With sufficient political integration, those who lose in one policy reform can have the
confidence that in the next they will win, and thus in the long run, all will be better off.

There are thus two problems: in the absence of sufficient political integration, an
economic union lacks the institutions to undertake the requisite collective action to make the
integration work for all; and in the absence of sufficient solidarity, certain groups will almost
surely be made worse off than they would be in the absence of integration. Indeed, part of the
objection to globalization has been that in some countries most citizens have actually been

made worse off, even if it has led to better overall performance as measured by GDP.20

In chapter 4, we will explain the economic conditions necessary for a monetary union to
work. In focusing, however, on the economic conditions, economists have neglected the far
more important issues of the political and social conditions necessary for success. We note
the failure to put in place the institutions that would have enabled the monetary union to
work. But the failure to establish these institutions was not an accident. It was the result of a
lack of sufficient political commitment to the European project. In the absence of solidarity,
it is hard to have political integration, precisely because no one is confident that the system
will work for them.

Conversely, when there is a high level of solidarity, then there will be more confidence
in collective decision-making. With this higher level of solidarity, there will be a greater
willingness to give up more degrees of political sovereignty and to have greater political
integration. One is more likely to accept losses for oneself, if it contributes, in some way, to
the general well-being. 1



In the list of economic conditions necessary for success of a monetary union, perhaps the
most important is that there be enough economic similarity among the countries. When the
countries are economically very similar, it is also the case that political differences are
likely to be smaller and the policies will affect them all similarly. In such circumstances,

creating common political institutions—political integration—is easier.2! But when
economic circumstances differ markedly—when some countries are debtors and others
creditors—then political integration, including creating the political institutions necessary to
make economic integration work, becomes more difficult.

Having similar economic structures may make it more likely that two countries share
common beliefs, but it far from guarantees it. There is ample evidence that countries with
similar economic systems and at similar standards of living, at least today, can have quite
different beliefs (though many economic historians trace these differences back to differences
in economic structures in earlier times). Understanding the nature of these differences is
critical for assessing the kind of economic and political integration that is desirable, or even
feasible.

What is required then is not only that they have similar economic structures but also
similar belief systems—beliefs about social justice and how the economic system works.

In the discussion in the following chapters, several sets of beliefs will play an important
role—including some of the beliefs that we discussed earlier in this chapter concerning what
makes for a good economy.

CONCEPTIONS ABOUT HOW THE ECONOMY WORKS

It 1s hard for an economic federation to work if the different members of the federation have
different views of the laws of economics—and there are fundamental differences in
conceptions about how the economy works among the countries of the eurozone that were
present even at the time of the creation of the euro, but which were then papered over. These
differences have impeded not just the formulation of appropriate programs in response to the
euro crisis but have meant that programs designed by (or acceptable to) Germany, the country
that has become the dominant power in the eurozone, have often been viewed as imposed on
those accepting them.

Of course, the crisis country has “voluntarily” accepted the terms, but it has accepted the
terms not because it believes that the “program” will solve the problems but because not
accepting the terms would lead to intolerable consequences—including the possible
departure from the eurozone. And those in the eurozone, as well as many economic pundits,
have been successful in convincing the crisis countries that the departure from the euro would
be extraordinarily costly.

That those in the crisis country do not believe in the economic theory underlying the
“voluntary” programs has two consequences: the programs are unlikely to be effectively
implemented, and they are likely not to be poligcally sustainable—especially if the programs



are less successful than promised. In chapter 3, we will show that that has in fact been the
case—mnot only less successful than promised but even worse than some of the harshest
critics of the euro anticipated.

Perhaps the most obvious instance of such differences in conceptions of how the economy
functions is “austerity,” the belief that by cutting spending or raising taxes a country in
recession experiencing a fiscal deficit (an excess of spending over revenues) could be
brought back to health. Modern scientific economics has refuted the Hooverite economics I
discussed in the last chapter. The point I make here, though, is different: it is difficult for a
group of countries to share a common currency and to work together when there is such a
disparity in the views of the laws of economics. Decisions are going to have to be made in
response to a myriad of unforeseen circumstances. There will never be unanimity, but when
there are large disparities, it is inevitable that there will be considerable disgruntlement with
whatever decision is taken.

There are a myriad of detailed issues in which different conceptions of how the economy
functions play out, not just the macroeconomic issues of austerity and inflation previously
discussed. One aspect of the neoliberal agenda entails privatization. There are strong
arguments that governments should focus their attention on those areas where they have a
comparative advantage, leaving the private sector to run the rest. Though this principle makes
theoretical sense, in practice determining where the government has a comparative advantage
is difficult.

Experiences around the world have shown a variety of outcomes. Perhaps the most
efficient steel companies in the world in the 1990s were the government-run firms in Korea
and Taiwan, and there 1s little evidence that the privatization of the Korean company,
POSCO (demanded by the IMF in its 1997 financial rescue), led to improved efficiency. In
Canada, there 1s scant evidence that the major national private railroad company is more
efficient than the large public one; in Chile, little evidence that private copper mines are
more efficient than public mines. In Latin America, the privatization of telecoms did not lead
to greater productivity, at least in those instances where investments had not been overly

squeezed by government budget constraints.22

Many of the government-run enterprises are in sectors where there are natural
monopolies (for instance, because the economies of scale are so large that there should be
only one firm), and with such monopolies, the issue is not whether there will be government

intervention but the form that it will take. Both as a matter of theory and practice, well-run

government monopolies may do just as well as government-regulated private monopolies.23

Thus, the demand of the Troika for privatization of certain Greek government-owned
assets is dictated as much by ideology as by evidence and theory.

Again, our point here is simple: it is that there are deep divides across Europe about
what gives rise to a well-functioning economy. So long as each country is allowed to choose
for itself, matters are fine. But it is not so fine if economic integration entails giving one
country (or group of countries) the power to dietate to others what they should do. That has



happened across the eurozone, in matters concerning both macroeconomics and
microeconomics, and especially in countries that are in crisis. It is especially troublesome
when the policies foisted on the country don’t work—for the very reasons that the citizens of
the country thought; the costs of the mistake, of course, are borne by the country upon whom
they are imposed, not by those imposing them. This is the story of the eurozone.

Later chapters will explain why the policies being imposed on these other countries by
the Troika are wrong, based on a flawed understanding of economics. But even if they were
correct, one has to ask: Are the gains from this aspect of economic integration, the euro, great
enough to justify the loss of self-determination? This chapter has argued that the benefits are
at best questionable, and if that is the case, the answer to whether the benefits of the euro are
worth the costs 1s unambiguous.

VALUES: SOCIAL JUSTICE AND THE IMPORTANCE OF COLLECTIVE ACTION

Some of the privatizations, such as those involving basic services, raise questions of values:
a society may feel that there 1s a basic right to minimal access to water or electricity, rights
and values that might be undermined by a profit-maximizing monopolist.

Labor rights and worker protections illustrate other aspects of the struggle over values.
Some have questioned whether the programs that have been imposed on the countries in
crisis have gone beyond those designed to increase economic performance. Not content with

an approximately one-fifth decline in labor costs in Greece,24 it appears that the Troika
wants to weaken workers’ bargaining rights, which would lead to still lower wages. The
language of the programs is sometimes ambiguous and may obfuscate what is really being

asked within the negotiations.25 There is a concern that what was being asked, say of
Greece, may have violated the International Labor Organization’s core labor standards, to

which almost all countries have agreed.26 But there is also a concern that, given the
evidence that unionization may actually increase productivity, these measures will be

counterproductive.27

Different societies have different values, different conceptions about how the economy
works, and indeed, even different conceptions about democracy and what constitutes a well-
functioning society. Germany’s finance minister, Wolfgang Schéuble, has repeatedly
emphasized the importance of ru/es, and if there are rules, they must be obeyed. Of course,
many of the most heinous crimes have been committed by those who simply said they were
just obeying rules. For a society to function well, there must be the right rules, and the right
degree of flexibility to deviate from the rules when appropriate. Given our limited
knowledge, we can never be sure whether our model of the economy is right; there is always
the possibility that rules that might have made sense were our model right are very wrong if
our model i1s wrong. And when we discover that our model is wrong—even possibly wrong
—perhaps because the world itself has change4c71, we have to have the flexibility of changing



what we do. Different societies may, of course, come down with different views on striking

the right balance between rules and discretion. 28

Again, the key issue is the extent to which economic integration entails surrendering
important aspects of a country’s ability to make its own decisions. If there is a broad
consensus on these matters of values, there may be limited differences about what policies to
undertake. But if some countries think minimal access to water or electricity is a basic right,
or that workers should have certain basic rights to collective action, then they will be deeply
unhappy if contrary policies are imposed on them—and they should be.

A DEMOCRATIC DEFICIT

The European project was ambitiously aimed at bringing the countries together, but together
in a political union that would reflect basic European values. Some of these values, however,
are obviously not universally agreed to or respected, especially in certain countries or in
certain parts of certain countries. A basic liberal value is respect for a diversity of views.
There will and should be less tolerance for views that do not respect some of the core
values. Far more problematic, though, is the right of one country to impose its values on
others. Doing so can undermine another core European value, democracy—and this is of
especial concern when what is being touched upon affects basic principles of social justice.
Among the core values are the core labor standards—which, as we noted, some suggest were
being undermined in at least one of the Troika programs. Again, the question is, are the
benefits of this aspect of economic integration and monetary integration worth the costs? And
this time, what is at stake 1s more than judgments about economic performance; it’s about
more fundamental issues of social justice and democracy.

From the very start, the European project was afflicted with a democratic deficit. It was a
top-down project, conceived by foresighted leaders, who were less successful as salesmen.
In some countries—especially those emerging from fascism and communism—there was
enthusiasm about being part of Europe. Indeed, the prospect of joining the EU provided a
major impetus for institutional reforms that played an important role in the success of the
countries in eastern and central Europe as they made a transition from communism to a

market econorny.29 But repeatedly, when various aspects of the European project were
subjected to referendum—Denmark’s and Sweden’s referendums on the euro, France’s and
Netherlands’s on the European Constitution, Norway’s referendum on joining the EU—anti-

EU sentiments prevailed.3 0 Even when pro-EU forces won, there were significant votes on
the other side.

One of the reasons is the construction of the EU itself—with the laws and regulations
promulgated by a commission that is not directly elected. Not even the head of the European
Commission is elected. Devising rules and regulations that worked for the entirety of the

diverse region inevitably led to complexity. Of course, Europe has recognized this, and it has
48



slowly but steadily been moving toward greater democratic accountability—except on one
front: the monetary union.

If the euro 1s to be successful, it has to be an economic project that is consistent with, and
even reinforces, other fundamental values. It has to strengthen democracy. But the euro has
done the opposite.

The most powerful institution in the eurozone is the European Central Bank, which was
constructed to be independent—not answerable to or guided by elected leaders—another
neoliberal idea that was fashionable at the time of the construction of the euro. Though it
remains fashionable in some quarters, it is increasingly being questioned. As we will see in
chapter 6, the countries that performed best during the global financial crisis were those with
more accountable central banks.

The actions of any central bank have large political and distributive consequences—seen
most clearly in times of crises. Central banks are good at cloaking their decisions in jargon
suggesting that they are simply implementing their mandate. But there are choices in how they
implement that mandate. Though they would almost surely deny it, the ECB’s decision to shut
off funds to the Greek banking system in the summer of 2015 was an intensely political act.

The growing democratic deficit is seen most obviously in the fact that when given the
opportunity, the countries of Europe have repeatedly rejected the policies being imposed on
them. In 2015, 61 percent of the electorate in Greece voted to reject the conditions imposed,
and in Portugal and Spain similar proportions supported candidates opposed to austerity. But
opposition is evident, too, in numerous other elections, including in Italy, where voters
turned out the party supporting austerity; they elected parties calling for an alternative course.

In spite of these elections, the policies remained effectively unchanged. In Portugal,
matters were even worse: the president initially refused to install the antiausterity coalition
on the grounds that it contained anti-euro parties, even though, having won 62 percent of the
votes, the coalition controlled the parliament.

In each country, the newly elected government was told in effect that they had no choice:
accept the conditions or your banking system will be destroyed, your economy will be
devastated, and you will have to leave the euro. What does it mean to be a democracy, where
the citizens seemingly have no say over the issues about which they care the most, or the way
their economy is run? This democratic deficit destroys confidence in democratic processes—
and encourages the growth of extremist parties that promise an alternative.

But the lack of commitment to democracy has become increasingly evident as the
programs that have been imposed on the countries in distress have evolved. This was seen
most clearly in Greece. Early on, there were suggestions from Germany that Greece give up
1ts vote as a member of the eurozone until it had been rehabilitated, until it was out of the
“program.” It was reminiscent of the United States, unusual among democracies, where in
most states those in prison cannot vote, and in others, people once convicted of a felony lose
their right to vote forever. Greece had, evidently, in the eyes of Germany committed the
crime of getting overindebted; and while it Wa459n’t being asked to permanently give up its



vote, until its debt was at the level where Greece could manage on its own, it was suggested
that Greece should be deprived of its voting rights.

The programs demanded of Greece have illustrated this profound lack of commitment to
democracy in other ways. One demand was that Greece not submit any bill for public
consultation until after it had been reviewed by the Troika.

When George Papandreou, prime minister of Greece, proposed a referendum in 2011 to
get the support of his people for the program that was being demanded, the leaders of the
Troika were genuinely offended. They acted as if they felt betrayed. What, ask the people?
Ironically, Papandreou believed he would win support of the population for the program—so
committed were the Greeks to the euro that they were willing to suffer the pain and
indignities of the program in order to stay within Europe. He believed that with this
affirmation, there would be more “country ownership” of the program, and with that greater
commitment it would be easier to implement the program effectively. I agreed. As chief
economist of the World Bank, I saw the big difference that it made when there was country
ownership, and at the Bank, we worked hard to achieve this while I was there. We engaged
with civil society, we explained the development strategies, we had seminars. By contrast,
when the program is viewed as imposed from outside, there are widespread attempts to
circumvent it.

Perhaps the worst instance of this “nondemocratic” stance became evident after Greece
elected a leftist government in January 2015, headed by 41-year-old Alexis Tsipras, that had
run on an antiausterity platform—not a surprise given five years of failed prior programs,
with GDP falling by a quarter and youth unemployment peaking above 60 percent. Conditions
and terms that had been proposed to the previous center-right government of Antonis Samaras
(from the New Democracy Party, closely linked to the oligarchs, and a party that had been
engaged in some of the deceptive budgetary practices that brought on the Greek crisis) were
withdrawn. Harsher conditions were imposed. As support for Tsipras and his unconventional
finance minister, Yanis Varoufakis (who is an excellent economist, having come from a
teaching stint at the University of Texas at Austin), grew, if anything the eurozone negotiators
took a still harder stance. It perhaps didn’t make things easier that he was probably the only
economist among the finance ministers with whom he was supposed to “negotiate.”

In the end, Greece knuckled under. Germany refused to restructure Greek debt—even
after the IMF said that that would have to be done. They refused to back off from a required
primary fiscal surplus of 3.5 percent (the amount revenues would have to exceed
expenditures, net of interest payments) for 2018—a number virtually guaranteed to continue

depression.3 1

The Greek people had wanted two things and they could not have both: they wanted an
end to austerity and the restoration of growth and prosperity; and they wanted to stay in the
eurozone. Tsipras knew that the latter was, for the moment, more important than the former,
and that’s what he opted for, as he acquiesced to the demands of the eurozone. For the
moment, they have stayed inside the eurozone,gnd the eurozone has been kept whole—but at



a great cost to European democracy (not to mention the cost to the Greek people, which we
will discuss at greater length below).

When he turned, once again, to the Greek people for confirmation, they again
resoundingly supported him. The Greeks had survived another assault from Berlin, but the
government, and the Greek people, had had to sacrifice their economic agenda. As I have
suggested repeatedly, no issue is of more concern to a nation and its people than the conduct
of economic policy.

Within the EU and eurozone, governments were supposed to have retained large domains
of sovereignty. What happened in Greece and what was happening elsewhere within the
eurozone gave the lie to this idea. At least in some circumstances, economic sovereignty had
been surrendered. In still others, key elements had been given up.

The eurozone institutions, such as the ECB, to which that economic sovereignty had been
given up, were a far cry from democratic. The democratic deficit that had been apparent at
the birth of the eurozone has grown ever larger. The deepest hopes of the euro—that it would
bring stronger political integration based on a strengthening of democratic values—are thus
just that: still hopes. The reality is otherwise.

The political and social costs of the euro are apparent. The question is, what have been
the benefits? The statistics that lay bare the economic disappointment of the European project
are presented in the next chapter.
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EUROPE'S DISMAL PERFORMANCE

It is too soon to tell whether the hopes and dreams of the founders of the euro will

eventually be borne out. Today, however, it is plain to see that Europe—or more accurately,
the eurozone—has been performing dismally.

Nothing conveys how bad things are in Europe as their impression of when things are
going well. The slightest signs of growth or a reduction in unemployment are trumpeted as the
harbinger of the long-awaited recovery—only to be followed by disappointment as the
economy stagnates. As noted in the preface, it is good that Spain’s unemployment fell from
26 percent in 2013 to 20 percent at the beginning of 2016. But even this “improvement” is
partly because so many young Spaniards have left the country, and even with Spain’s alleged
growth, GDP per capita is 5.7 percent below its peak in 2007.

The eurozone’s downturn has lasted now for eight years, and it is unlikely that Europe
will return to robust growth anytime soon. While already it is clear that Europe is facing a
lost decade, there is a risk that in a few years’ time we will be speaking of Europe’s lost
quarter-century. Of this we can be sure: Eurozone output will forever be lower than it would
have been without the crisis, forever be lower than it would have been had the crisis been
better managed. Moreover, growth rates going forward will be lower than they would have
been without the crisis, lower than they would have been had the crisis been better managed.

As those, for instance, in Ireland celebrate the return to growth (in 2015 it was Europe’s

fastest growing economy),1 they need to remember: every (or almost every) economy
recovers from a downturn. The test then of a policy is not whether there was eventually a
recovery. As we said earlier, the success of an economic policy is to be judged by how deep
and long the downturn before the recovery, how much suffering, and how adverse the impacts
on future economic performance. The great success of Keynesian economics was that it led to
much shorter downturns (and longer booms) than in the pre-Keynesian era. With downturns
nearly a decade long—with GDP in most of the crisis countries slated to be lower in 2017
than a decade earlier—the management of this crisis can hardly be called a success. Some,
like Ireland, should commend themselves on doing better than others, such as Portugal and
Greece. But, each, in their own way, except when graded against their other failing peers, are
an abject failure.

While GDP is the standard measure of economic performance,2 there are other
indicators, and in virtually every one, the euroszone’s overall performance is dismal, and that



of the crisis countries, disastrous: unemployment is very high; youth unemployment is very,
very high; and output per capita is lower than before the crisis for the eurozone as a whole,
much lower for some of the crisis countries.

If the decline in GDP per capita or work in the crisis countries were equally shared
across the population, that would be one thing. But it is not. Certain individuals can’t find a
job as the unemployment rate soars, while others hold on to theirs. Not surprisingly,
especially in the crisis countries, inequality has also increased.

The eurozone’s performance on all accounts has been worse than those countries in
Europe that do not belong to the eurozone, and worse than in the United States—the country
from which the global financial crisis originated and therefore the country which one would
have expected to suffer the most.

In this chapter, we lay out a few key statistics that hopefully will make clear how poorly
the eurozone has been performing. Indeed, as we noted in chapter 1, even Germany, often
held up as the paradigm of success, has been performing poorly.

These data speak for themselves. They show how badly things are going. The fact that the
eurozone is doing so much more poorly than countries elsewhere, including countries
seemingly similar, suggests that there 1s common cause for the eurozone’s travails: the euro.
Much of the rest of the book attempts to link the eurozone’s poor performance to the euro and
the structure of the eurozone itself. The concluding section of this chapter explains succinctly
why the eurozone’s poor performance has to be blamed on the euro.

THE EUROZONE AND THE CRISIS

We begin our analysis by describing the economic conditions in the eurozone today, and what

has happened since the onset of the crisis.5 We observed in chapter 1 the widely shared fear
that the real test of the euro would occur when the eurozone faced a shock—with the shock
affecting different countries differently. The rigidities of the euro and the eurozone’s rules, it
was thought, would not enable the region to respond. Those fears proved warranted.

STAGNANT GDP

Eurozone GDP adjusted for inflation has been stagnating now for almost a decade. GDP in
2015 was merely 0.6% above that in 2007 (see figure 1).4

FIGURE 1
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But looking within the eurozone, we see the pattern of divergence anticipated in chapter
1. While on average, eurozone countries have not done well, some have grown modestly,
while others, like Greece, have had calamitous declines (see figure 2). Germany, the so-
called champion, has grown by 6.8 percent over the eight years since 2007, but at an average
annual rate of just 0.8 percent adjusted for inflation, a rate that under normal conditions
would have been described as near-stagnation. It only looks good by comparison with its
neighbors in the eurozone.

FIGURE 2

Cumulative Real GDP Growth [2007-2015]
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Comparison with the Great Depression
The downturns facing some of the eurozone countries are comparable to or deeper than in the
Great Depression. Figure 3 compares the current crisis to the Great Depression for several

countries.
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Comparison with non-eurozone European countries®

The structure and policies of the eurozone have had an especially negative effect in impeding
adjustment to shocks—in particular the shock of the global financial crisis. We can see that
by comparing growth in the eurozone with non-eurozone Europe (excluding the transition
countries of eastern and central Europe). By 2015, non-eurozone Europe had a GDP some
8.1 percent higher than in 2007, in comparison to the 0.6 percent increase within the

eurozone.” And if we consider some of the transition countries of eastern and central Europe
that also did not “suffer” from having the euro, there is an even starker difference: no country
using the euro came near the success of Poland (28 percent growth) or Romania (12 percent
growth).

Comparison with the United States

As we noted earlier, the crisis, of course, began in the United States, yet the United States’
recovery, though anemic, is much stronger than that of the eurozone. From 2007 to 2015,
while eurozone output stagnated, US output grew by almost 10 percent.

STANDARDS OF LIVING
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A long-accepted mark of economic progress is that living standards should be increasing
year after year. Because different countries have populations growing at different rates,
standards of living are better captured by looking at GDP per capita than GDP itself. Figure
4 shows per capita GDP between 2007 and 2015 for the United States, the EU, eurozone, and
non-eurozone European countries: a more than 3 percent increase for the United States and a
1.8 percent decline for the eurozone.

These numbers, as bad as they are, do not fully capture the magnitude of the declines in
the standard of living in the crisis countries, for several reasons. An important element of
well-being is economic security, and the crisis countries have been marked by significant
increases in insecurity, reflected by astounding increases in unemployment and cutbacks in
systems of social protection.

Another important element of well-being is “connectedness,” especially ties with
members of one’s family. Here again, there i1s great suffering in the worst-afflicted countries,
as large numbers of young people have had to migrate to London or Berlin or Sydney to
obtain jobs. Ireland experienced a nearly 75 percent increase in the number of long-term
emigrants from 2007 to 2013. Hundreds of thousands of Greeks have emigrated since the
start of the crisis; the number of annual emigrants increased by more than two and a half

times from 2008 to 2013.8 Many of these are likely never to return. Partly because of

emigration, the total population of Greece has declined.”? Not surprisingly, the emigrants

were disproportionately those of working age, including many of Greece’s most talented

workers—implying likely lower future growth and a lower ability to repay its debts. 1V

FIGURE 4

Real GDP Per Capita Growth [2007-2015])
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refers to increase in per capita real GDP, using the countries own price deflator.

Government spending and austerity

In the crisis countries, especially in Greece, there was one more source of erosion in living
standards: the Troika forced large decreases in government spending, including in public
programs providing education and other basic services. Cutbacks in social programs have
heightened insecurity. In Greece, for instance, government expenditure fell by some 22

percent between 2007 and 2015.11 This was especially painful for lower- and middle-
income Greeks.

PRODUCTIVITY

As we’ve seen, the EU and the eurozone, by creating a single currency and promoting the free
flow of labor and capital, was supposed to create a more productive Europe. So, too, the
structural reforms imposed on Greece and Spain and the other crisis countries were
supposed to increase productivity.

Because working-age populations (ages 15 to 64) in different countries have grown at
different rates—Japan’s working-age population has been shrinking at the rate of around 1
percent a year while the United States’ has been increasing at 0.7 percent a year, and

Germany’s has been decreasing at 0.3 percent a yearlz—it is perhaps more meaningful to
compare real (inflation-adjusted) growth per person of working-age GDP than just GDP. One
expects Japan’s growth to be lower than that of the United States’, simply because there are
fewer workers. If Japan’s growth per working-age population is higher, it tells us something
important: it is either finding more jobs for those of working age or it is increasing their
productivity.

The eurozone has not been doing well when viewed from this perspective—for the
eurozone as a whole, GDP per working-age person has increased by just 0.6 percent during
2007-2015, while for non-eurozone European countries, there has been a 3.9 percent

increase.!3 The comparison with the United States looks even more unfavorable: while by
2011, US growth in GDP per working-age population had largely returned to precrisis
levels, the eurozone area’s number was markedly below—in fact, well below not only that of

the United States but of the world and high-income countries. 14

In the crisis countries, performance has predictably been even worse. If there has been
any increase in productivity, that effect has been overwhelmed by the increase in
unemployment. In Greece, output per working-age person has decreased by about 23 percent
since 2007. Of course, one of the reasons that Greece has performed so badly 1s that
unemployment is so high. So it’s worth looking at what has happened to output per employed
worker. Here, even the best-performing countries of the eurozone do not look very good.
While Greece’s productivity (output per emplgyed worker) h