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Introduction: Euroland and the
World Economy - Global Player
or Global Drag?

Jorg Bibow and Andrea Terzi

Three major developments in the global economy may be singled out as
characterizing the early years of the twenty-first century. First, launched on
the eve of the new millennium and meanwhile including 13 (and soon 15)
European countries that have adopted the euro as their common currency,
Euroland is a large and economically powerful currency area comparable to
the United States, supposedly also creating a new important player in the
global arena of trade and finance. Second, the rising of China and a broader
South and East Asian region as a new growth centre of the world economy,
in its turn shifting the world distribution of trade and investment flows.
Third, an increasing polarization in international payment positions that
seems at odds with conventional wisdom, with the United States under its
economic and financial world leadership running mounting current account
deficits that alone nearly offset the current account surpluses of the rest of
the world including soaring surpluses across the emerging world.

These on-going changes point to further transformations coming in the
next decades, notably with respect to foreign investment, global employ-
ment, trade and financial flows. In our minds, there is no question that one
key aspect of future world developments will be the capacity of the Euro Area
to live up to its own vision and potential, both in fostering Europe’s eco-
nomic performance as well as in enhancing the continents’ global role in
line with its new economic and monetary leadership responsibilities. Yet, as
we are nearing the end of the euro’s first decade, Euroland is still struggling
on both grounds: internal and external.

On the internal dimension, while satisfactory results have been achieved
in terms of average price stability across Euroland (as HICP inflation has
averaged just above 2 per cent since 1999), subdued growth has disappointed
the high hopes many had previously held for Europe’s future under a
Maastricht-style Economic and Monetary Union (EMU). One stark fact is
that Euroland stands out as the only major world region that did not until
very recently participate in the global boom since 2002. Even deflationary
Japan has grown faster than Euroland, where recovery only started at the
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end of 2005. Euroland seems to be repeating the 1990s’ disappointing
record, only overcome thanks to the US’s ‘new economy’ boom, which
arrived just in time to allow the euro to get off the ground by helping
European countries to meet the Maastricht budgetary hurdles at the last
minute. We also observe today what seems to be a repeat in the divergent
trends seen at the earlier time. At that time, too, the hard currency core
(Germany, the EMS’s former anchor country) struggled the most to over-
come stagnation and then boomed only briefly (in fact, only one year in
Germany'’s case), while others fared better, benefiting from converging, that
is, falling, interest rates that stimulated domestic demand. Today’s struggling
hard currency core includes Germany, Italy, and France, while the new EU
member states in central and eastern Europe benefit from the prospect of
joining the Euro Area through converging interest rates and capital inflows.
One is tempted to comment here that the prospect of joining the hard cur-
rency area may be better for performance than actually being in it. And one
may add here that the two old EU members that have continued to conduct
their own fiscal and monetary policies, namely Sweden and the United
Kingdom, have performed persistently and significantly better than
Euroland too. In a way, Spain is the odd man out, as Spain has enjoyed a con-
tinuous boom ever since falling interest rates in the mid-1990s kicked-off a
virtuous circle of rising employment and falling budget deficits. In fact, on a
net basis, Spain accounts for most of the jobs created in Euroland since the
mid-1990s. These observations alert us to the existing diversity in perform-
ance witnessed across Euroland, with diverging trends viewed with alarm by
at least some observers. Yet, it remains unquestionable that the overall GDP
and domestic demand growth has been meagre since 2001, similar - if not
poorer — to developments in the prior decade.

An influential view continues to stress the need for deeper and more com-
prehensive structural reforms. Yet, it is not at all clear that those allegedly all-
pervasive structural problems in labour and product markets have really
been behind protracted domestic demand stagnation over much of the
1990s and again between 2001 and 2005. Rather, and so far, years of nudg-
ing to make product and labour markets more flexible have not been able to
create a lasting pattern of growth based on home-grown demand by
Euroland’s own consumers and companies. It is a fact that Euroland’s current
recovery did not arise from within, but was - as in 1996-97 — mainly export
driven. In Germany, the Euroland member country that had seen shrinking
domestic demand for many years, the export boom finally boosted corporate
investment, which, together with a revival in construction, explains much
of the improvement in the overall situation in 2006.

We find it unwarranted to place exclusive emphasis on the need for more
structural reforms when external growth stimuli can miraculously kick-start
GDP to grow faster than its estimated' potential, allegedly held back by all-
pervasive rigidities. Structural reforms that address market segmentation,
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notably in the financial sector, are desirable; and so are reforms that enhance
competition by eliminating unproductive, rentier positions. Yet, they have
no impact upon what we consider the major issue today in the Euro Area: to
make Euroland less dependent on world (namely US) cyclical demand con-
ditions through decisive reforms of macroeconomic policy-making. We do
not feel an economic giant like Euroland should, or even could, continue to
freeload forever on successful demand management elsewhere in the world
economy, while blaming the emergence of global imbalances, towards
which it thereby handsomely contributes, on apparently inadequate policies
conducted elsewhere. For these reasons, we asked our contributors to con-
sider a macroeconomic perspective, as a more appropriate framework in
assessing Euroland’s economic malaise and its global ramifications.

Indeed, we hope that scholars who prefer to focus on structural reforms will
find these concerns relevant to the realization of needed reforms. Lacking a
coordinated set of macroeconomic growth policies, Euroland’s members are
facing unnecessary obstacles in carrying through with reforms. Not only is a
deflationary environment quite likely to undermine the political feasibility of
reforms.? It is also not clear why any willing reformers should have to wait to
reap any real gains from boosting potential growth until some lucky export
boom might accidentally (and perhaps only rather briefly) kick-start an accel-
eration in actual growth. Euroland may require a fundamental overhaul in its
macroeconomic governance that ensures better overall policy coordination, a
position argued by a number of contributors in this volume.

On the external global dimension, our call for contributions had stressed
that the relation between Euroland’s performance and trends and global
imbalances has so far not been sufficiently explored. On this question, key
euro policy-makers believe that because the Euro Area’s current account is
broadly in balance, Euroland contributes to limiting global financial imbal-
ances.® They also believe that supply-side structural reforms in Europe will
protect Euroland from potentially adverse global developments (such as the
unwinding of imbalances) and better enable it to play a positive role in the
orderly correction of global imbalances.*

Contributions in this volume consider the global role of Euroland from a
different perspective. While some pundits view financial imbalances as
inevitably leading to instability, with the United States as their supposed
culprit, and while other observers view the situation as reflecting a persistent
and stable symbiosis between the United States and Asia that is in the inter-
est of both, we believe the role of Euroland cannot be missed. While private
indebtedness in the United States has soared over the period in which the
world’s largest economy often acted as sole global growth engine, the core of
Euroland (namely Germany) has relied on foreign demand as its sole spon-
sor of growth, thereby also creating severe imbalances inside Euroland. In
this context, questions to investigate include: what may Euroland’s part
have been in the emergence of today’s imbalances? And will Euroland ever
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be a growth engine of the world economy? Recall here that playing a greater
global role — more on a par with the United States — is a vision that had pro-
vided one key motivation for EMU from early on. And prominent inter-
national economists like Bob Mundell welcomed ‘the euro as a stabilizer in
the International Economic System’.’

The chapters collected in this volume compellingly question, from a vari-
ety of angles, many popular beliefs about the road to virtue of Euroland, and
provide a comprehensive and fresh framework to address old and new ques-
tions. Several themes and lines of research emerge throughout the book,
each in more than one chapter, and pointing in several complementary
directions. These include: a critical review of the effectiveness and the strat-
egy of monetary policy as structured by the Treaty and as implemented by
the European Central Bank (ECB); a critical reading of the limits of the
Stability and Growth Pact (SGP) and a search for a more effective reform of
fiscal policy; a comparative analysis of the power of US and Euroland insti-
tutions in effectively steering the macroeconomy, outlining a contrast
between US Keynesianism and European neo-mercantilism; an analysis of
the role of Germany as a destabilizing factor within Euroland; an analysis of
the dichotomy between formal institutional integration through the creation
of common institutional bodies and a declining economic coordination now
limited to a mutual agreement to put one’s own house in order; a set of pro-
posals and recommendations for action in broader areas of policy coordin-
ation and structural reforms, ranging from wage policy to furthering political
integration, from industrial policy to enhanced social welfare and public ser-
vices; a critical assessment of the vacuum left by the Maastricht Treaty con-
cerning exchange rate policy and the prospects of an increasing role of the
euro as an international currency; and the relevance of a scenario of reflation
in Europe that would contribute to reverse unsustainable world trends.

All these contributions shed light on the overarching question, which we
believe is of vital importance both for the future of Europe itself and the
world at large: will the single currency project contribute to world economic
dynamism or will Euroland be driven by others’ vigour and vitality? Will
Euroland act as a global player or as a global drag?

* * *

Early drafts of these chapters were first delivered in Lugano at a three-day
conference, hosted by Franklin College Switzerland (2-4 March 2006), where
participants engaged in thorough and lively discussions that helped to shape
chapters into their final form. The 13 contributions have been divided for
publication into four distinct but overlapping parts. Contributions in Part I
set the scene by investigating some candidate causes of Euroland’s persistent
failure to live up to its potential and point to a number of divergences and
institutional inadequacies that have put Euroland on a collision course.
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Approaching the issue of mounting global imbalances through the angle
of the ‘Bretton Woods II hypothesis’, Jorg Bibow argues in Chapter 1 that
the popular preoccupation with China’s supposed export-led development
strategy is misplaced and that, similar to Japan’s depression, subdued growth
in Euroland for most of the time since the Maastricht Treaty has been of first-
order importance in these developments. Germany is identified as being at
the heart of the European trouble, with global imbalances reflecting a clash
between a highly dogmatic German approach to macro policy-making on
the one hand and a very pragmatic Anglo-Saxon one on the other. Bibow
argues that the low levels of interest at which the resulting imbalances have
been smoothed out financially are a reflection of deficient global demand in
an environment of vast supply-side opportunities; a situation to which US
macro policy-makers responded appropriately by boosting domestic
demand; benignly neglecting the external stimuli thereby unleashed. By
contrast, apart from having acted as a notorious drag on global growth ever
since the Maastricht Treaty, Bibow argues that soaring intra-Euroland diver-
gences today represent serious dangers for European integration and the
long-term viability of EMU.

One of these divergences is wage dynamics, which Heiner Flassbeck finds
to be a far greater threat to the sustainability of EMU in Europe than any
minor deviations from the SGP. Flassbeck argues in Chapter 2 that EMU can
only function if wage increases in member states are in line with the infla-
tion target set by the monetary authorities and, given the close correlation of
unit labour cost growth and inflation, if real wage growth in each member
state strictly follows national productivity growth. Violations of this rule will
cause divergence of national real exchange rates and national levels of com-
petitiveness, bearing serious long-run consequences for the appreciating
countries. Worst of all, this could trigger deflation in the Union as a whole.
Unfortunately, an aberration of this kind started right at the beginning of
the currency union in 1999 (if not before) — with Germany’s deflationary
wage policy as the main culprit. Without fundamental changes in wage pol-
icies throughout Europe, a deflation or a ‘transfer union’ comparable to
developments in Germany after unification is an imminent danger.

Facing these shortfalls, Euroland seems ill equipped to either adequately
stimulate domestic demand or to alleviate the problem of international
financial imbalances. Analysing the theoretical framework of Euro Area
policymaking, Philip Arestis and Malcolm Sawyer find that in the context
of global imbalances, Euroland should prepare itself for further dollar
depreciation, namely by establishing better coordination of fiscal and mon-
etary policies and more centralized wage-bargaining arrangements. Yet,
Euroland’s current institutional structure has no room for maneuver. In
Chapter 3 Arestis and Sawyer focus on the theoretical model that is thought
to prevail in the Euro Area and provide a comprehensive analysis of the
current policies pursued in the areas of monetary policy, fiscal policy and
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labour market reforms. They criticize various aspects of this framework,
including the notions that monetary policy is ineffective to stimulate real
growth, that the growth of monetary aggregates and inflation are correlated
in the long run, that labor market reforms for flexibility are correlated with
higher growth. Finally, they also question the ‘ECB-handicap hypothesis’,
according to which interest rates would have less of an effect on output in
Euroland than in the United States. They conclude that changes in institu-
tions and policies are desperately needed to improve Euroland’s performance
in future, whereby Euroland would also contribute to reducing international
imbalances.

Contributions in Part II investigate how policy coordination and increased
integration could help to provide proper steering to Euroland’s economy
within the global context.

The intellectual roots of Euroland’s macroeconomic policy regime are
investigated by James Forder in Chapter 4, focusing on the changing con-
ception of policy coordination, and how it has fallen prey to disinflation pri-
ority. He stresses Hamada’s model where policy coordination in a fixed-rate
regime is necessary to prevent countries from underexpanding and seeking
to free ride on others’ expansion. Forder argues that while the idea of policy
coordination proper had at least some influence on the creation of the
European Monetary System as an attempt to prevent Germany from diver-
ging by carrying on deflationary policies, the EMS was later on turned into
little else but a lever for strengthening the arm of anti-inflationary forces,
where countries should follow the credible, price stability leader (Germany).
The evolution of the EMS is thus also the story of how the 1970s conception
of policy coordination was replaced by one emphasizing the benefits of dis-
inflation and the need to enforce good policy on bad governments. With the
creation of the Euro Area, coordination has taken the form of the SGP,
designed to enforce ‘sound finance’ (based on some notion that the interests
of prudent people should be protected from bad policy). Forder’s chapter
sheds some important light on how this policy refocusing has contributed to
Europe’s malaise. Transferred to the global stage, this shift in vision and cor-
responding policy refocusing might threaten macroeconomic stability more
widely too.

The rationale and intellectual climate behind the creation of the euro and
its institutions is further investigated by Claudio Sardoni who stresses a
contradiction between the historical development of the single currency as a
process primarily driven by political forces and a model of institutions based
on theories that consider the political process as an unwelcome interference
with the economic sphere. Sardoni argues in Chapter 5 that the establish-
ment of a single currency area at the end of the 1990s can be seen as the final
step in a long process to ensure stable exchange rates in Europe following the
collapse of the post-war monetary system in the 1970s, and in view of
a modified optimum currency area theory that stresses the endogeneity of
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optimality conditions. The scene was set by theories that alleged the ine-
ffectiveness of discretionary fiscal policy and suggested that giving an inde-
pendent central bank with a single (‘conservative’) priority of price stability
control over monetary policy would provide a stability anchor. While too
‘cautious’ monetary policies have played a role in manoeuvring Euroland
into a vicious circle of stagnant domestic demand in 2001-05, in Sardoni’s
view the most serious flaw in regime design is identified as lying in the area
of fiscal policy. Sardoni suggests that decisive steps need to be taken towards
political and fiscal integration, which would require abandoning the obses-
sion with the inflationary impact of public spending.

The importance of policy coordination is further stressed by Alex Izurieta
and George Irvin, namely as a means to put Euroland securely back on a
demand reflation track, as well as to correct international financial imbal-
ances. Using a macroeconomic model of the world economy, their contribu-
tion (Chapter 6) examines the peculiar structural characteristics of global
current account imbalances, which reflect financial imbalances in the per-
sonal sector rather than the public sector (as used to be the case in the past).
After exploring alternative ways to adjust unsustainable global imbalances,
including dollar depreciation, a US recession, or US protectionism, these are
all found impracticable. Then, assessing the role of the institutional con-
straints on fiscal and monetary policies in Euroland, the United Kingdom
and the United States throughout 1990s, Izurieta and Irvin argue that
Europe’s emphasis on public sector financial discipline has contributed to a
new structure of global demand, which is found to be unsustainable. A num-
ber of strategic scenarios for the mid-term are then analysed, including one
of demand reflation in the Euro Area that features a new emphasis on policy
coordination and a more effective reallocation of global surpluses. The
authors conclude that new policy coordination, highly needed in the Euro
Area for its own good, is also needed globally.

Contributions in Part III then investigate how Euroland’s key institutions
and policies should be reformed so as to improve on current discipline rules
and allow for better economic performance in the future.

Emphasizing the Euro Area’s unique structure, namely its separation
between a federal monetary policy and national fiscal and social policies,
Charles Goodhart argues in Chapter 7 that this peculiar policy regime has
proved responsible for numerous problems that have arisen in recent years.
In Goodhart’s view, the SGP has added to these problems since it leaves
countries that are suffering from asymmetrically adverse economic condi-
tions with no significant instruments of demand management once they
have run up against their SGP deficit limit. Asking how monetary and fiscal
issues may be brought into better balance within the Euro Area, Goodhart
develops two main proposals for replacing the SGP and supporting the
federal monetary policy. First, he argues that some degree of fiscal central-
ization is required to perform effective stabilization policies and sustain
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EMU. In particular, drawing upon an earlier study undertaken in prepar-
ation of EMU in the early 1990s by an academic expert group of which he
was a member, Goodhart suggests that a relatively small shift of compe-
tences from the individual nation states to a, somewhat enlarged, federal
budget in Brussels could bring a significant improvement in stabilizing eco-
nomic activity. Second, Goodhart argues in favour of channelling market
forces in support of sound public finances through financial re-regulation.
Toward this end, he proposes a redesign of prudential capital requirements
of financial intermediary holders of debt of the constituent member states,
so as to marshal stronger market mechanisms to deter the emergence of
unsustainable fiscal policies.

Starting from the SGP’s proven failure to deliver on both fronts, namely
fiscal sustainability and economic growth, in Chapter 8 Eckhard Hein and
Achim Truger analyse fiscal policy and its macroeconomic impact both for
the Euro Area as a whole and for selected countries in comparison to US fis-
cal policy, with a special emphasis on the period 2001-05. The authors pro-
vide ample evidence of the largely superior macroeconomic performance in
the United States, which they explain as owing to its different macro policy
regime. They find that whereas US fiscal policy has acted in a strongly
counter-cyclical way, stabilizing the economy, in the Euro Area fiscal policy
has been both much more restrictive as well as pro-cyclical, with destabiliz-
ing effects in numerous countries. The authors provide evidence of a nega-
tive impact of fiscal contraction dictated by the SGP on economic growth,
evidence corroborated by the finding that countries that undertook fiscal
expansion grew more rapidly. As a possible solution for the future, Hein and
Truger discuss replacing the SGP by expenditure path rules as a coordination
tool that, in their view, can actually deliver stability and growth, along simi-
lar lines to those followed in the United States. Such fiscal reform would also
require a parallel adaptation of the ECB reaction function and less decentral-
ized wage policies.

Richard Werner tackles head on the conventional wisdom (or, ECB view)
that weak economic performance in a number of Euro Area countries, such as
Germany, has been due to structural problems that would require supply-side
structural reforms. With reference to the macroeconomic experience of
Japan, another large economy where this argument held sway during the
1990s, it is found that the supply-side argument is without merit and that
demand-side policy is more likely to improve Euroland’s economic perform-
ance. Werner emphasizes the supply of credit as the overarching budget con-
straint on economic activity and discusses policy options to stimulate credit
supply. Given important links between monetary and fiscal policies and the
crucial need to coordinate them, Werner argues in Chapter 9 that the key to
higher economic performance and fiscal prudence in Euroland presently lies
with monetary policy. In case of non-cooperative central bank behaviour, the
author identifies ways for governments to stimulate credit supply.
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The dichotomy between formal institutional integration through the cre-
ation of common EU bodies and a declining economic coordination is noted
and considered by Riccardo Bellofiore and Joseph Halevi, who argue in
Chapter 10 that the only true Keynesian phase in European economic policy
was the 1950s when the European Payments Union scheme relieved the bal-
ance of payments constraint. Since then, major European economies have
essentially shifted back to neo-mercantilism. Bellofiore and Halevi argue that
the large-sized surpluses of Germany, Sweden, and Switzerland, which have
no means to be recycled through the rest of Europe, prove the impossibility
of European-wide Keynesianism. In contrast, the United States has adopted
a financial form of Keynesianism that includes demand management, com-
bined with de-localization, low wages, and job insecurity. Bellofiore and
Halevi consider it an idealistic belief that Keynesian policies can be adopted
in Euroland given the economic and political relations in which institutions
are embedded. Europe and Euroland are, in this sense, non-Keynesiable. True
change would only be possible if reforms of macroeconomic policies in a
Keynesian style were combined with profound structural reforms including
demand-side and supply-side industrial policy, a full employment goal,
greater job security, better public services and a public social security system,
all characteristics of what Bellofiore and Halevi consider ‘structural
Keynesianism’, which in their view is currently far from sight.

Finally, contributions in Part IV turn more directly toward investigating
the prospects and limits of Furoland as a global player, particularly from the
viewpoint of the external value and the international role of the euro.

The difference between exchange rate policies in the United States and
Euroland is critically assessed in Chapter 11 by Jerome Creel and Fabrice
Capoen. Denying the self-defiant view that Euroland’s problems may be
due to external factors rather than being essentially homemade, the authors
argue that the institutions that have been associated with the euro -
namely limits on public deficits and a relatively conservative central bank —
have actually jeopardized the efficiency of this new exchange-rate regime.
They appraise the pros and cons of the European institutions in terms of
macroeconomic stabilization and exchange-rate swings, drawing on dif-
ferent scenarios. After introducing a theoretical and empirical framework
for their discussion, Creel and Capoen present a dynamic four-country
model to study the effects of different policy styles on the dollar—euro
exchange rate. They find that institutional differences explain why the
euro has largely moved pro-cyclically, thus amplifying rather than moder-
ating Euroland’s cycle. Under current arrangements, the United States
gains and Euroland loses from its supposedly ‘stability-oriented’ institu-
tions. Creel and Capoen then simulate the consequences of the United
States adopting European-style policymaking, namely by assigning a higher
weight to the inflation target as opposed to the output growth target.
Simulating a variety of shocks that hit European countries, the authors
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study how European performance would differ if the United States adopted
Maastricht-style macro policy institutions. Their results are remarkable:
while the United States was generally made better off by Europeans adopt-
ing their more conservative polices, should US policy become more similar
to current Euroland policy too, European countries would actually be even
worse off. In sum, Euroland institutions seem to have more favourable
effects on countries that do not adopt them than on countries that do.
Their results thus underline the general tenor of this volume that Euroland’s
macro policy institutions should be adapted.

In Chapter 12 a different perspective is undertaken by Sergio Rossi, who
lays down a proposal for an international role of the euro, building on its
expanding regional role. The author first draws a distinction between a sin-
gle supranational currency that replaces domestic currencies and a common
currency that serves as an international means of payment between nations.
Rossi views the aspired use of the euro in this latter sense. This would not
actually require any new institutions, but simply a new function to be per-
formed by the ECB: that of an international settlement bank. Neighbouring
countries in the wider ‘euro bloc’ could continue to use their domestic cur-
rencies and also adopt the euro as an international means of payment, with-
out either having to abide by the (deflationary) EMU convergence criteria or
enter into an exchange-rate arrangement (the ERM II). Emerging countries
in the Barcelona process could especially benefit from an international set-
tlement institution while keeping their own independent monetary and fis-
cal policies. Rossi does not propose or even address the question whether the
euro should rival the dollar as the world key currency. Rather, he designs a
monetary architecture that would provide a system for settlement of inter-
national transactions that he finds in the spirit of Keynes’s proposal for an
international currency unit used to settle international transactions only.

Addressing the question whether the euro meets the conditions to count as
a challenger to the dollar as the world key currency, Andrea Terzi responds in
the negative. Moreover, Terzi argues in Chapter 13 that a dollar crisis driven
by global imbalances would be more likely to result in a global rescue of the
dollar than in the euro acquiring more global prominence. A fragmented cap-
ital market where sovereign bonds are not backed by either governments or
the ECB, and the lack of a single decision-making body that implements
effective macroeconomic governance are among the reasons that the author
lists as major limits to a global role of the euro. At the same time, Terzi argues
that Euroland’s powerful economic and financial position as well as the qual-
ity of the euro as a stable currency that competes with the dollar in interna-
tional portfolios mean that Euroland faces a much softer balance of payments
constraint than the one faced by any individual pre-euro countries. This
changed global position should be the premise for a coordinated action
aiming at a profound change in its macro governance institutions, namely to
establish a proper growth policy in Euroland without fear of running current
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account deficits. Accepting its new responsibility as an important global
player, Euroland would thereby also act as an engine of growth and play a bal-
ancing and stabilizing role in the world economy.

Notes

1. Needless to say, since conventional measures of potential growth are essentially
averages of actual growth, such measures do not provide any evidence in support
of the structural theme.

2. There is of course the view that deliberately creating or tolerating such conditions
would add force to pushing through with structural reforms. This approach is not
only questionable for political reasons (shedding some dubious light on the role of
independent central banks in particular) but also lacking sound economic theory
and evidence. See Mabbett and Schelkle (2007).

3. Cf. Stark (2006).

Cf. Commission of the European Communities (2006).

5. Cf. Mundell and Clesse (2000).

-
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