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Chapter I: The rationale of a monetary union
and the determinants of inflation
1. Why monetary union?

The European Economic and Monetary Union (EMU) is
in deep crisis, and an increasing number of observers
question the ability of EMU to survive this crisis. What
has gone wrong? Are the diagnoses commonly offered
valid? Why do the medicines that have been prescribed
not work? Could it really be possible that European politics at the highest level fails to understand the cause of
the crisis and to address it with a consistent plan?
In order to find persuasive answers to these questions it is necessary to go back to the origins of monetary union and to identify the constructional defects
that have burdened its existence from the very beginning up to the point of make or break that it reached
after the big financial crisis and the great recession of
2008 and 2009.
Was monetary union a bad idea from the outset and
does its possible failure reflect a lack of good economic
reasoning behind the politically motivated decision to
accelerate European integration, as most of its critics
allege? On the other hand: could the launching of EMU
not be considered as the final step on the way towards
lasting exchange rate stability after many years during
which the members of the European Monetary System
(EMS) had practised systems of managed exchange
rates? And what about the vagaries of the financial
markets which motivated European authorities back in
the 1970s to reject a system of fully flexible exchange
rates for currency relations within the region? Moreover, after 30 years of free floating among the major currencies, is there convincing evidence that supports the
belief in the efficiency of markets in finding the fair value of a currency without friction?
Monetary cooperation in Europe – as described in
the history of European monetary cooperation in the
Annex of this paper – started in the early 1970s, when
the global monetary system of Bretton Woods broke
down. For most European countries, in particular the
smaller ones, there was no alternative to monetary
cooperation. These countries refused, much more
strongly than Germany, to opt for a system of floating
exchange rates because they did not believe that monetary independence would be to their advantage. They
understood that for small open economies tying one’s
hands can be the optimal solution in monetary affairs.
All the academic attempts since the 1960s to define
the criteria for optimum currency areas (OCA) have
been in vain. The case that the OCA theory makes is
valid only if there is a viable alternative for small open
economies in the form of free floating. But in reality
there is no such alternative. Monetary autonomy, the
promise of free floating, is a theoretical fiction and that
was well understood by many countries in Europe.
Market-determined exchange rates tend to over- and
undershoot the fair – or equilibrium – values, as deter-

mined by purchasing power parity (PPP) or uncovered
interest parity (UIP). Even worse, market-determined
exchange rates often move in the wrong direction for
extended periods of time (UNCTAD TDR, 2010) as a
result of currency speculation, the so-called “carry
trade”. Countries with relatively high rates of inflation
and, concomitantly, relatively high interest rates tend
to be swamped by inflows of short-term funds which
drive up the exchange rate of their currencies in real
terms. This destroys absolute and comparative advantages in international trade and distorts the production
structure between tradable and non-tradable goods. If
this happens, formal monetary autonomy becomes an
empty shell.
In the presence of extremely volatile exchange rates,
small and open economies do not have monetary autonomy, because their monetary authorities have to react to the vagaries of the currency market. Under a system of floating exchange rates, the formal freedom of
a central bank (no obligation to intervene) has no material basis.1 Obviously, countries unwilling to leave the
determination of the exchange rate to the market have
to cooperate with other countries to achieve greater
exchange rate stability. The valuation of currencies is
too important for international trade relations to be left
to the decisions of a single central bank to intervene in
the currency market or not. Moreover, without cooperation conflict is unavoidable as a change in one country’s exchange rate always affects another country. For
n countries in the world as a whole there are n-1 exchange rates. Consequently, the crucial question is not
so much whether there is a need for international monetary cooperation, which is obvious, but what form it
should take. As shown in the Annex, European monetary cooperation evolved in rather small steps over a
period of 30 years before culminating in full monetary
union in 1999. Some observers have argued that the
process of increasingly binding forms of monetary cooperation could have been stopped before reaching
the stage of monetary union, but this argument is unconvincing.
All traditional forms of international monetary cooperation – other than a full monetary union – require
that the currency of one of these countries serve as an
anchor for the system, so that the other countries become dependent on the country with the anchor currency. Monetary cooperation aimed at enlarging the
room for manoeuvre (the “policy space”) for economic
policy in the region as a whole has to include at least
one country that can act as lender of last resort in times
of crisis. This is because of the asymmetry in the relations between countries whose currencies are un-

1 Still, in one way or another most academic literature builds on the OCA theory.
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der threat of depreciation and those whose currencies
are under pressure to appreciate. Countries trying to
avoid currency depreciation (or to stop depreciation at
a certain point) have to intervene in the currency market. This means their central banks have to increase
demand for their own money by selling international
reserves. Since such reserves are always limited, countries are vulnerable to speculative attacks on their currency. The only way to fend off such an attack is cooperation with the other side, in other words the country
with the appreciating currency, which is able to intervene by selling its own currency that is available in infinite amounts.
In Europe, Germany was the obvious candidate to
become the anchor in regional monetary cooperation. Over several decades Germany was the champion of price stability, as witnessed, in particular, by the
smooth absorption of the inflationary consequences
of the two oil price shocks. As a result of lower inflation, the German currency never came under depreciation pressure but always tended to appreciate. Hence,
Germany assumed the role of the European monetary anchor for good reason. Some smaller countries
were able to copy German inflation performance and
to maintain exchange rate stability without a loss of
overall competitiveness. Austria was the most impressive case in this respect. Most of the larger European
economies, however, time and again had to accept depreciation against the German currency to compensate for their inflationary bouts. This is especially true
for France and Italy, at least up to the mid-1980s. Anchoring proved to be successful in terms of the effective pressure on domestic inflation as long as exchange
rate adjustments were an option to restore competitive
positions.
During the vagaries of the European Monetary
System that preceded the EMU another, political, argument gained ground that was more simple. It was
argued that in Europe fixed exchange rates and, ultimately, a unified currency were indispensable for the
creation of a single European market. There was yet
another powerful argument in the political debate,
which, however, was never adopted by the academic mainstream. Germany, with its good economic performance and strong dogmatic stance on inflation,
convinced its neighbouring countries over time that internal stability of the value of money, in other words
stability of the domestic price level, had been an integral, indeed central, part of Germany’s success. Indeed, after the shock of the big crisis of 1992 the German argument that stability of the price level in all
member countries of the common market was crucial
for this core element of European integration could no
longer be rejected. The political will to adhere to economic policies and a monetary model similar to those
pursued by Germany shaped the European debate to a
very large extent.
By contrast, the crucial economic argument for
crowning regional monetary cooperation by creating
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a monetary union did not permeate the political arena
and its decision-making process. In a multi-currency
system with one anchor currency, agreement in principle on the general policy approach is not tantamount to
an optimal solution for all member states. The anchor
country’s policy, even if it were perfect under the circumstances prevailing in that country itself, would not
necessarily be the perfect policy for the whole group,
even if consensus existed about the inflation target
among the countries participating in the cooperation
effort. This was the main problem with the Bretton
Woods system in the 1950s and 1960s, when the US
dollar served as the anchor currency of the global exchange rate system with fixed but adjustable rates. Decision-making in the US Federal Reserve System (then
the de facto global central bank) only took into account
the economic environment in the United States, rather
than the requirements of the system as a whole. Similarly, Germany accepted its role as the anchor of the
European Monetary System, but decision-making on
monetary policy, including the setting of interest rates,
was never conducted in view of the requirements of
the monetary system as a whole. Such a policy approach is inadequate.
Thus, the only stringent long-term policy option for
regional monetary stability is monetary union. Only in
a genuinely multilateral monetary system can all countries fully participate in the decision-making process on
a monetary policy that takes into account the economic conditions of the whole area. Nothing short of monetary union can help avoid systemic mismanagement
of monetary policy in any region where countries have
formed a consensus that the stability of both the internal and the external value of money is crucial for their
common prosperity. Hence, in Europe the step to create EMU was much more than just the result of an attempt by the French government to prevent German
political domination, as many have argued. This step
was fully justified from an economic point of view, given that Germany as the anchor of the EMS could not
create the conditions for a true European non-inflationary environment alone.
For very small, extremely open economies, the anchor approach can work for quite some time even if the
anchor country’s economic policy takes the existence
of the satellites in the system with benign neglect, as
long as it follows reasonable principles. For any larger group and for countries of similar size and economic power, the anchor approach should be considered
merely as a transitional stage on the way to full monetary union. The only way to ensure consistent conduct
in monetary policy for the group as a whole is through a
common central bank. However, the transitional phase
may last for a very long time: it took Europe 30 years
after its first steps toward monetary cooperation to accomplish this logical and consequential idea.
From a global perspective, the measures that followed towards monetary union supported by strong
political will gave Europe an enormous degree of in-
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dependence vis-à-vis the rest of the world, the international financial markets and international financial organisations. With an anchor strong and stable enough
to weather even big international storms the group was
able to prevent strong external shocks; no single country had to call upon the IMF to overcome problems of
exchange rate misalignment and/or lack of international liquidity.
2. What a monetary union needs

A number of criteria is laid down in the Maastricht Treaty to allow countries to enter the EMU as a full member.
The Stability and Growth Pact complements the Treaty and further refines the conditions for membership
of the club. This Pact was shaped by the views about
inflation, and economic stability more generally, at
the time the Treaty was designed. For the purpose of a
critical review of the developments that led to the current crisis it would be unhelpful, however, to refer to
these views and conditions, which were shaped from
a political perspective. We have to look at the underlying economic mechanisms from a non-partisan point
of view. Indeed, the fact that at the beginning of the
1990s many policy makers considered harmonisation
and low public budget deficits to be crucial for the success of EMU is irrelevant for the events that threaten
the existence of EMU today.
A monetary union is first and foremost a union of
countries willing to give up their own national currency for the creation of a common currency. Giving up a
national currency means waiving the right of national
authorities to print and use national paper money (fiat
money) and to delegate any decision in this respect to
an independent supranational institution. In the decision-making organs of that institution no single country has a majority influence. National central banks still
exist within EMU, but the power to determine monetary
policy and all related decisions is exclusively with the
European Central Bank (ECB) and its executive board.
Entering a monetary union also means giving up national inflation targets and agreeing on a common inflation target for the union as a whole. This implies that
all the factors that influence the inflation rate are directly affected by the decision to join a monetary union. In
mainstream monetary theory (mainly monetarism, the
theory that is based on the so-called quantity theory of
money and that originated from the writings of Milton
Friedman and others), the capacity of the common central bank to steer monetary volumes is considered sufficient to determine the inflation rate. Applied to a monetary union, this theory means that the common central
bank can contain inflation in the entire union and that
there will be no inflation differentials among the member countries. This came to be the theoretical basis of
EMU as the Deutsche Bundesbank, the anchor of the
EMS (see Annex), had established monetarism as the
leading doctrine in the years prior to the start of EMU.
It is worth noting that even in this view, public budget
deficits, which turned out to be the most heeded topic

in the economic policy debate, do not influence the inflation performance of the union, as there is no systematic relationship between the size of these deficits and
the rate of inflation. According to monetarist theory, no
matter how large a budget deficit, monetary policy can
always attain its inflation target by strictly adhering to
the “objective” rules governing the expansion of the
money supply.
However, monetarist theory was based on weak empirical evidence from the very beginning. Since the
1930s the monetarist dogma mainly relied on a kind of
post-hoc ergo propter-hoc fallacy. Monetarists used to
insist that without more money inflationary acceleration would not be possible. While it is true that without
acceleration of money supply an inflationary acceleration is impossible, which means the first is a necessary
condition for the latter, it does not follow that any monetary acceleration would ignite an inflationary acceleration. In other words, while money is necessary to inflate an economy, it is by no means sufficient to expand
money supply or “to print more money” to inflate an
economy.
In the beginning of the 1990s there was a lot of debate on the criteria that countries had to fulfil to qualify
for EMU membership and on how to measure the performance of candidates, but the key issue, the capacity
of the common central bank to control inflation, was
not subject to critical analysis. Notwithstanding some
controversy about the necessary degree of independence of the common central bank, virtually everybody
was confident that its control over the monetary supply
would be sufficient to control inflation and to replicate
what was considered the splendid performance of the
Bundesbank in the twenty years before.
As time went by, however, the academic discussion,
in many ways influenced by the achievements of the
US Federal Reserve System, turned a cold shoulder to
monetarism and took a new approach to central banking. This was not without influence on the ECB, a much
more open and multicultural system than the Bundesbank. With failure to provide convincing evidence for
a strong relationship between the traditional measures of money supply – known as the second pillar –
the ECB gradually deviated from the doctrine inherited
from the Bundesbank and turned towards a monetary
model in which the central bank acts by setting the
short-term interest rate in light of macroeconomic developments. In that approach the central bank operating regime builds on several channels through which
the stimuli that it provides permeate through the system so that it can eventually reach its final objective.
In principle, such an approach is more open to evidence beyond the traditional money supply channel.
In practice, however, it was blocked by other doctrines
that proved to be too strong to be overcome quickly.
Both, the ECB and the European Commission were
dominated by neoliberal and neoclassical thinking up
to 2008. It is mainly for this reason that the ECB, as well
as the other institutions founded to govern and to pro-
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markets and entering the dead-end road in which they
are trapped today. The most important evidence is the
high and stable correlation between the growth of unit
labour costs (ULC) and the inflation rate.
Unit labour costs are crucial for overall price movements in a national economy. The cost of labour clearly
is the most important component of the total cost of
3. Unit labour costs determine
production in the economy as a whole, because in a
inflation
vertically integrated production process not only the fiIn the theory that dominated the years of preparation
nal consumer goods but also intermediate goods and
for EMU and the first ten years of EMU, neoclassical
capital goods are produced by employing labour. Unit
labour market theory was the second important pillar
labour costs can be regarded as a perfect instrument
of the doctrinal framework, which the European Comto forecast and control inflation (Figure 1). If nominal
mission and the ECB considered to be constitutive for
wage growth overshoots or undershoots national prothe functioning of the common market and the EU as
ductivity growth and the common inflation target, this
a whole. In the so-called Lisbon Process, as well as in
normally causes a deviation from that target rate.
many other decisions made by the European Council
The doctrinaire approach regarding the substance
the obvious adherence to neoliberal thinking (which is
of macroeconomic policies in EMU was due to an ideregularly based on neoclassical theory) guided most of
ological blindness that led too many people to ignore
the political decisions. “Flexibility of the labour market”
the importance of wages, and respectively ULC, as the
and “improved competitiveness” were (and still are)
determining factor of inflation in EMU as a whole and
the mantras of the European institutions, in particular
in the most important national entities, despite the unthe Commission, in their attempt to create a common
deniable evidence for this relationship. Once the key
market that is more efficient than the rest of the world
importance of wages for inflation is acknowledged, the
and to speed up internal growth and job creation.
decision to give the central bank an enormous degree
However, there is no empirical evidence to justify the
of independence and to limit public deficits and pubbelief in the importance of money and an independlic debt has very little influence on the convergence of
ent central bank for price stability. Nor is there a basis
inflation among the member states, the main requirefor the belief that a flexible labour market would automent for a monetary union to function.
matically provide enough jobs for all who are willing
A huge body of evidence and literature has shown
to work. These beliefs arise from the liberal doctrine
in the past that a system of fixed exchange rates can
that conquered Brussels and Frankfurt just “as the Hoonly work properly if unit labour costs converge and
ly Inquisition conquered Spain”, to use the words of
eliminate the need to have exchange rate flexibility. In
J. M. Keynes. If a few of pieces of striking evidence had
a system of fixed exchange rates and currency union,
been acknowledged, it would have been easy to predifferences between the domestic cost level (which esvent EMU and the EU becoming victims of the financial
sentially means the wage level) and the international cost
Figure 1: ULC1 growth rates and inflation for EMU2
level cannot be corrected by a
change in the value of the do16%
mestic currency compared to
14%
foreign currencies. In a curren12%
cy union the proper adjustment
10%
of wages and prices in each
8%
member country is even more
important because there is no
6%
easy exit or emergency option
4%
as there is in a system of fixed
2%
but adjustable rates, such as
0%
the Bretton Woods system and
-2%
the EMS. In these systems, national currencies were devalued
time and again without major
disruptions to national econoULC growth
Inflation
mies and international trade.
The ECB defined the common
Notes:
1	ULC defined as gross income per capita in ECU/euro of dependent employees divided by real GDP
inflation target for the EMU at a
per total number of people in employment.
rate close to 2 %. Therefore, the
2	12 countries: Belgium, Germany, Finland, France, Greece, Ireland, Italy, Luxembourg, the Netherrule for wage growth in each
lands, Austria, Portugal and Spain.
Source: AMECO database (Accessed: November 2012); own calculations.
economy appears straightfor1961
1963
1965
1967
1969
1971
1973
1975
1977
1979
1981
1983
1985
1987
1989
1991
1993
1995
1997
1999
2001
2003
2005
2007
2009
2011

tect EMU, failed when the global financial crisis gave
international investors a wake-up call concerning the
ability of EMU members on the periphery to pay back
the debt that they had accumulated over the first ten
years of EMU.
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ward: nominal wages should not rise more than the
national growth rate of productivity in each member
country plus this common inflation target. Over the
medium-term and the long-term, this rule implies that
ULC and national inflation rates converge towards the
inflation target and large discrepancies across member
countries with regard to increases in ULC cannot occur. This would also exclude significant divergences in
terms of national competitiveness. Real wages, according to this rule, would expand along the line of national productivity, denying member economies the use of
the most important neoclassical instrument to fight unemployment, namely cutting real wages or forcing real
wages to lag behind progress in productivity.
4. Wage growth determines the
growth path of domestic demand

A wage path as described above as a requirement for
stabilizing price levels and achieving convergence of
inflation rates also has the merit of stabilizing domestic demand in all EMU member states. Since real wage
growth is the most important determinant of domestic consumption growth, systematic adjustments of
nominal wages at a rate equivalent to national productivity growth and the inflation target are crucial if domestic demand is to expand sufficiently in each country and the union as a whole and compensate for the
negative effect of new technology on the number of
jobs. Thus, in a theoretical setting based on modern
(Keynesian) monetary theory the currency union can
function perfectly well – in a theoretical setting based
on monetarism cum neoclassical employment theory
it cannot.
In order to smooth the impact of unexpected and
unforeseeable cyclical movements of productivity it
is preferable to adjust nominal wages (for one year or
two) to the trend growth of productivity. Taking into account the inflation target (rather than the actual rate of
inflation) also contributes to stabilizing wage and demand growth as it helps prevent short-term and oneoff price shocks (like sharp increases in the price of oil
or other essential primary commodities) from having
a lasting inflationary impact. If such shocks were reflected in the wage adjustment, as in the case of backward-looking indexation mechanisms (like the scala mobile practised in Italy in the 1970s), the nominal
wage increase would cause a rise in both ULC and the
inflation rate, and eventually command monetary tightening, in other words higher interest rates, which discourage real investment.
With systematic wage adjustments following the described rule, both national economies within the EMU
and the economy of the union as a whole can move
along a stable path, led by a rather stable growth in private consumption based on stable and positive income
expectations of households (at least as long as productivity growth can be expected to be on a growth trajectory). Under these circumstances external trade will
also be balanced, because ULC moving in tandem with

the inflation target in all countries irrespective of their
national productivity paths also implies stability of the
real exchange rate and of competitiveness.
Again it is important to note that stability of real wage growth in line with productivity growth is in
sharp contrast to the proposition of super-flexible and
readily adjustable wages as envisaged in the neoclassical doctrine. According to that doctrine, high and rising unemployment (idiosyncratic shocks) cannot be
cured if wages are not flexible enough to lag behind
productivity for an extended period of time. By contrast, there is conclusive evidence that stable growth
in domestic income (ensured by the adjustment of real
wage growth to productivity growth), combined with
the absence of external shocks due to a fall in competitiveness, means that there is no need at all to cut real
wages.
5. Is there a problem
with wage levels?

Many people argue that countries with very different levels of wealth should not form a monetary union. Poorer countries are considered by many observers to be unable to compete with richer nations and
should abstain from entering into a race for competitiveness with them. Apart from the fact that nowadays the argument is very often turned around (richer
nations are threatened by poorer and more competitive nations where labour costs are much lower), the
argument is unconvincing. In all countries, all groups
of agents have to respect budget restriction in their
claims against the overall income that is produced in
that country. No country can consume more than it
produces in the long-term. That is why, in a normally
functioning economy, the claims of different groups,
including workers, are balanced against the claims of
other groups at a given level of total income.
In an economy in which this balancing exercise no
longer functions, conflict over income distribution
would end in inflationary bouts and spirals. If this is
avoided, the levels of wages and profits exactly reflect
the level of wealth or welfare in that economy, and the
wage level reflects national productivity: low wages in
the poorer countries reflect low productivity and vice
versa in rich countries. The level of unit labour costs
would be the same in a poor and in a rich country, provided that in both countries a major conflict about income distribution and inflation can be avoided. Hence,
there is no risk of large trade imbalances occurring as
a result of different levels of wealth as long as minimum requirements regarding the structure of trade
and the structure of products available to both countries are met, which means an overlapping structure
of the goods produced in both countries. This is clearly the case for trade among the European countries,
which had long and open trade relations before entering monetary union. Overall, there is no reason why
it should not be possible – for poor as well as for rich
countries – to manage ULC growth in the economy as
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a whole in a way that is in line with the relevant inflation
target. While the data for such a comparison are not
available for many countries, the case of France and
Germany reveals the underlying logic (Figure 2). Both
countries entered into EMU with more or less the same
levels of wages and productivity (for the sake of making
productivity in absolute terms comparable to absolute
nominal wages it is calculated here as a productivity
based on nominal GDP). Furthermore, the movement
of wages in relation to productivity did not constitute
a problem in either country. However, as both nominal

wages and nominal productivity expanded more rapidly in France than in Germany, a gap in competitiveness
emerged.
There can be no doubt that the logic of a monetary
union asks member countries strictly to respect the
common target for inflation in nominal terms to preserve external equilibrium at any time. In real terms,
this implies that each country has to adjust its own productivity path and its economic potential; this excludes
both a country that “lives above its means” as well as a
country that “lives below its means”.

Figure 2: Nominal wages1 and nominal productivity2
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1. Inflation as a monetary
phenomenon and obsession
with fiscal targets

To be sure, Germany’s vigorous attempt to tackle its
persistent high unemployment rate was not to target
EMU but was grounded in the neoclassical conviction
that lower wages would result in a more labour-intensive mode of production. After work-time reduction
schemes had failed to deliver the expected result, labour union leaders agreed in a tripartite agreement in
1999 to abandon the formula that had been used hitherto to determine wage growth. This formula had ensured equal participation of workers in productivity
growth; but now, the unions agreed instead to “reserve
productivity growth for employment” (Flassbeck,
1997; Flassbeck and Spiecker, 2005).
Implicitly, this agreement also meant a fundamental
break with the German tradition of targeting a low and
stable inflation rate. Historically, Germany has been
characterized by moderate wage increases. But these
increases normally ensured that real wages (nominal
wages adjusted for inflation) would rise in line with
productivity (GDP divided by the number of hours
worked). In other words unit labour costs (nominal
wages divided by GDP), as a rule, rose in line with an inflation target of roughly 2 %. However, as monetarism
had become the widely accepted doctrine to explain
inflation, the deflationary aspect of the new arrangement went unquestioned.
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Instead of discussing the implications of monetary union in detail and creating the institutions necessary to
run such a union successfully, the political process before 1997, the year in which the criteria had to be fulfilled, focused on fiscal policy. Particular emphasis was
put on the limitation of public sector deficits at 3 % of
GDP, whereas the need to avoid inflation differentials
and the ability of member states to stick to the common inflation target over a long time were regarded
as much less important for the smooth functioning of
EMU. Clearly, the obsession with fiscal targets was the
direct result of the big struggle between governments
and markets that had dominated much of the ideological debate in the 30 years following the end of the Bretton Woods regime.
However, there is no direct relationship between
fiscal targets and the inflation target, and the indirect
links one may imagine are very weak. Neither the current budget deficit nor the size of public debt has an
impact on the inflationary performance of an economy. If any link can be thought of, it is – in line with an
old prejudice – the way a highly indebted government
may use inflation as a tool to reduce the real value of its
debt. Japan in the last twenty
years is a case in point. With a Figure 3: Adjustment of ULC1 growth rates over thirty years
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the highest level of public debt
of all industrialized countries.
20%
Yet, the country has not been
15%
able to get out of its deflationary
trap. Japanese policy makers
10%
dream of reaching a sustaina5%
ble level of inflation; their nightmare is deflation.
0%
In the heated debate in Ger-5%
many about the dangers of inflationary acceleration in the
run-up to EMU, wages or unit
Germany
Italy
France
Inflation target of 1.9%
labour costs were not even
mentioned. Labour costs were
considered as reflecting the Note: ULC defined as the gross income per capita in ECU/euro of dependent employees divided by
market price for labour. The the real GDP per total workforce.
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of prices and competitiveness, Figure 4: ULC1 in Germany, France and southern Europe2 (1999 = 100)
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its exports flourished and its imports slowed down.
Countries in southern Europe and France registered
widening trade and current-account deficits (Figure 5).
While trade had been rather balanced at the beginning
of currency union and during the many years before it,
the start of EMU marked the beginning of a period of
rising imbalances. Even after the shock of the financial
crisis and its devastating effects on global trade, which
are clearly visible on the German balance, the trend
has continued unchanged. Germany’s current account
continued to rise after 2010 again and reached a record
high in 2012.
On the other hand, deep recession and fiscal austerity in the deficit countries tends to reduce the visible
deficits. However, without a fundamental improvement in their competitiveness a quick recovery is quite
unlikely and an eventual revival of domestic demand
would bring deficits in the current account quickly
back to the fore.
Absolute and accumulating advantages of one country or a group of countries against a similar country or
group of countries are clearly unsustainable. A huge
gap in competitiveness and the resulting current-account deficit have to be removed at some point, because otherwise the country or region will face a situation where it cannot credibly convince its lenders that
it will be able to pay back its debt at some point in the
future. As the final repayment of any international debt
has to be a payment in kind, it requires a current-account surplus in the debtor country and a deficit on the
creditor’s side (Keynes, 1929). An indebted country can
only service and repay its debt if the surplus country allows the deficit country to become a surplus country
sooner or later by means of changes in competitiveness through price adjustments resulting from wage
adjustments and/or changes in the exchange rate.
Unlike companies, countries do not go bankrupt or
disappear. They have to find ways to cope with a situation in which nearly all of their companies have absolute disadvantages compared to their competitors
abroad. The simplest way to deal with excessively high
unit labour costs (in international currency) is to reduce wages. If it is possible to reduce nominal wages exclusively in those parts of the economy that are
exposed to international competition, many negative
side effects can be avoided. Currency depreciation
does exactly that: it reduces nominal wages expressed
in international currency, but not across the board in
all sectors of the economy. In this way real wages fall,
but imports become more expensive and tend to be
replaced by domestically produced products, while
exports become cheaper for international clients and
tend to grow.
3. Competition between nations?

One of the most intriguing discussions over the last
few decades has been the debate about competition
between nations or the battle of nations on the field of
trade. The age of globalization, more than any other

before, has been interpreted as compelling nations to
compete in similar ways to companies. The wealth of
nations was considered to be dependent on the ability
of nations to effectively adjust to the challenges that
are created by open markets for goods and for capital. Nations with high standards in their capital endowment were expected to come under competitive pressure from trading partners with low wages and labour
standards. In particular it was presumed that the emergence of a huge pool of idle labour in large developing
economies such as China and India would fundamentally change the global capital/labour ratio as a whole
in favour of capital and lead to a new global wage equilibrium.
Reality seems to have confirmed this expectation:
wages in many high-wage countries in the North have
come under pressure and labour is no longer able to
appropriate the same share of productivity growth
as capital – although it had been able to do so during
many decades before. Wage shares have fallen and
trust in the ability of market economies to ensure full
participation of all people in the progress of society
has begun to fade. However, the fact that wage shares
have been on the decline need not imply that the forces
driving this move are those referred to in the neoclassical model of the labour market – the basis for the idea
that pressure from emerging markets inevitably leads
to lower wages in many industrialized economies.
A closer look reveals the limits and weaknesses of
this model. It assumes that competition among entire economies functions in the same way as competition between companies. But this analogy is out of
place: the model describing competition among companies does not apply to countries, and especially not
to countries with independent currencies. In the dynamic setting of a market economy companies compete through the differentiation of productivity. Supply
side conditions, in particular the prices for intermediate
goods, labour and capital, are normally alike and given
for all companies within a country. Consequently, an
individual company’s success or failure is determined
by the specific value that is added at the company level to the generally traded goods and services. Companies as price takers have to honour the going prices of
labour for different qualifications, in the same way as
they have to honour the price of capital. Companies
able to generate higher productivity through innovation and new products operate with lower unit labour
costs than their competitors; this enables them to offer their goods at lower prices or make higher profits at
given prices. The former means gaining market share,
the latter may mean strategic long-term advantages
through higher investment ratios. As long as the prices of labour and intermediary products are given, competitors adjust by implementing the same or a similar
technology or by leaving the market because their production is no longer economically viable.
This mechanism does not apply at the level of countries because wage rates are normally set at the nation-
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al level. Be it through labour mobility within the country or through wage negotiations in a national context,
countries, unlike companies, are wage setters not wage
takers. If wages are centrally negotiated at the national
level or if labour is geographically mobile, the so-called
law of one price, equal pay for equal work, has to be applied, which means that all firms, no matter their profitability or efficiency, have to pay the same wage. Consequently, stronger growth of productivity at the level of
an entire national economy does not increase the competitiveness of all companies compared to the rest of
the world. Economy-wide productivity progress is normally reflected in higher nominal wages (and real wages) and unchanged unit labour cost growth.
But even if this mechanism, for whatever reason, did
not work at all, a country with rather high productivity but extremely low wages and very low unit labour
costs would not automatically increase its international competitiveness, and consequently the competitiveness of all its enterprises. Expressed in international currency, the prices in a country consistently using
wage-dumping policies to improve its international
competitiveness would not necessarily be lower than
in the rest of the world. In a world of national currencies
and national monetary policy, a country supplying its
goods at much lower prices would gain market shares
and accumulate huge trade and current-account surpluses. But at the same time political pressure to adjust wages and prices in international currency would
mount and sooner or later the country would be forced
to adjust its wages, measured in international currency,
through a revaluation of its currency.
Nations can open their borders for trade and capital flows if their companies have a fair chance in the
global division of labour and they are not in danger of
permanently losing out against the rest of the world.
This is the simple proposition underlying all international trade arrangements at the WTO and elsewhere. If, at
the level of the national economy, the nominal remuneration of the immobile factor, labour, exceeds the effectiveness of its use (labour productivity) consistently
by a wider margin than in competing countries, a country will get into trouble because most of its companies
are in trouble. They have to ask for higher prices and
accept the permanent loss of market shares or accept
lower profits to avoid the loss of market shares.
A situation like this, which is the result of an appreciation and overvaluation of the real exchange rate, is unsustainable and once the accumulated overvaluation
reaches 20 % or so a crisis is unavoidable. A deficit in
the current-account balance is the most visible indicator of this pathological constellation but not its core.
In Europe, Italy and the United Kingdom faced such a
problem as members of the EMS in 1992; Italy opted
to remain within the system, the United Kingdom opted out, but both devalued their currency. In systems
of adjustable exchange rates, the way out of a balance-of-payments crisis is rather simple: the currency
of the country in trouble has to devalue, thereby restor-
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ing a competitive level of nominal wages and nominal
unit labour costs measured in international currency.
Indeed, devaluation leads to a relative fall in real wages
but that is not an important aspect of the analysis.
4. Didn’t Germany succeed?

Despite the evidence presented above, many observers of the European scenario tend to conclude that the
only country inside EMU that has got everything right
is Germany. It is politically strong, its economic performance is impressive and, as the main creditor country,
it dictates the terms at which the debtor countries receive financial assistance. From the point of view taken
in this study, however, the judgement about wrongdoers and violators of the Maastricht Treaty is different.
We have shown already that German wage moderation violated the commonly agreed inflation target. This
conclusion is inevitable once the undeniable fact is acknowledged that unit labour costs, rather than monetary aggregates, are the main determinant of inflation
inside countries and for monetary union as a whole.
But beyond this, when making a judgment about
whether the German approach was really successful,
it is also necessary to consider that Germany was able
to take advantage of a historically unique situation and
the naïveté of its partner countries for the first ten years
of EMU. Why was it that wage moderation, with real
wages lagging far behind productivity, could become
such a powerful instrument? Is it the final proof of the
validity of neoclassical labour market theory?
To answer these questions it is necessary to differentiate between the effect of wage moderation on export performance, on the one hand, and its effect on the
domestic economy, on the other. This differentiation
is necessary, because there can be no doubt that a big
country with intense trade relations with its neighbours
can gain extraordinarily if it “beggars” these neighbours
for a long time by robbing them of significant market
shares in regional and global trade. Indeed, Germany’s
share of exports in GDP, which had been rather stable at
30 % of GDP for several decades before the creation of
EMU, exploded in the rather short time span from 1999
to 2012 and culminated at more than 50 %.
It is an integral part of Keynesian theory (referred to
especially in the famous Chapter 19 of Keynes, 1936)
that beggaring one’s neighbours may be a successful strategy as long as the trading partners accept this
economic imperialism and do not undertake retaliatory action. EMU, as an implicit part of the free trade
arrangement in the EU, was unable to deal with this
problem for two reasons. First, because its macroeconomic implications were ignored for the above mentioned doctrinal reasons, and second, because the other countries of the union could not retaliate against the
aggressive German approach with trade policies due
to the strict common market free trade agreements. It
was only under these unique circumstances that the
German strategy could be – temporarily – immensely
successful on the external front.
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On the domestic side, however, it was a complete failure. The wage moderation strategy aimed to stimulate
the creation of a large number of new jobs through a
change in relative factor prices and restructuring the
production apparatus towards a more labour intensive
method of production. This strategy, based on the neoclassical theory of the labour market, never worked
because this theory has an Achilles heel: it excludes
the time dimension and the fact that a wage cut, or a
slowdown in wage growth, is followed in reality by a
sequence of effects and not a return to equilibrium as
in the neoclassical model (UNCTAD TDR, 2012; and
Flassbeck et al., 2013).
The flaws of the neoclassical nexus become obvious
when real time and the sequence of events in the process are considered. Cutting wages immediately reduces demand among workers’ households. This reduction may occur even before the exact date of the
wage cut when the latter can be anticipated. With a
synchronized fall in wages and demand among wage
earners, firms are unwilling to invest. New investment, however, would be required to restructure the
production apparatus in light of the new relative prices
of labour and capital. With falling demand and falling
capacity utilization of the existing capital, stock investment in fixed capital will also fall and weaken domestic
demand further.
The neoclassical wage-employment nexus, according to which a wage reduction will induce a change in
the production process, assumes that overall demand
does not change after the wage reduction. In other

words, neoclassical theory assumes what cannot be
assumed in the real world: independence of supply
and demand on the labour market (Schumpeter, 1954,
p. 991). In a closed economy or in an economy with a
small external sector, a drop in the overall wage sum
and, thus, a reduction in overall demand among workers’ households, could only be avoided if employment
were to increase exactly at the same rate as wages
were to fall. Moreover, this would have to be accomplished instantaneously, in a “theoretical second”. If
there is any friction in the restructuring of the production process or any lag in the adjustment of employment, the wage–employment nexus suggested by neoclassical theory collapses.
In the German case this chain of events can be clearly observed. Wage moderation resulted in more or less
constant real wages per worker over 10 to 15 years,
while productivity increased steadily. Consequently,
had the government not induced the labour unions to
accept wage moderation, the normal growth of real
wages would have been around 1.2 %, ending in 2012
(with 1999 equal to 100) at a level of 117 instead of
113 (Figure 6). Assuming the inflation rate would have
followed the inflation target throughout the period of
EMU in all countries reveals the huge discrepancy between developments in Germany on the one hand and
in France on the other, as shown in the fictitious curves
in Figure 6.
Under the assumption of an unchanged savings ratio of workers’ households the increase in real wages
would have resulted in an increase of these house-
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Figure 6: Real wages per hour1 and productivity2 (1999 = 100)
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Notes:
1	Defined as the total real compensation of dependent employees divided by the working hours of dependent employees times the number of dependent employees.
2	Defined as real GDP divided by the working hours of the total number of people in employment times the number of people in employment.
3	2012 values are for the working hours of the total number of employees and dependent employees projected and are based on data from Destatis and AMECO.
4	Total nominal compensation of dependent employees is price adjusted by a constant inflation rate of 1.9 % and divided by the working hours of
dependent employees times the number of dependent employees.
Source: AMECO database (Accessed: November 2012); OECD database (Accessed: April 2013); own calculations.
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holds’ demand of around 1.7 % annually and would
have led to an expansion of German consumer demand at rates similar to those in comparable countries
such as France. In reality, however, the increase was
much less. Even if we include the households of the
rest of society (whose incomes rose due to the induced
export demand), the average annual increase of real
private consumption in Germany since the mid-1990s
grew much less than in France. Taking together slow
growth of domestic demand and strong export growth,
the question arises whether a balanced strategy would
not have been superior for Germany, given the high
weight of consumption in GDP at the outset. Considering the jitters of the euro-crisis, the political damage
caused to Germany and the danger of a break-up of the
euro-zone, the judgement can only be a negative one.
Many people are, nevertheless, impressed by the
German experiment because the country benefitted
tremendously from its beggar-thy-neighbour strategy during the years immediately before the financial
crisis. Indeed, absolute advantages in competitiveness like those achieved by the German economy accumulate over time. The bigger the absolute advantage, the greater the gains in market shares in a fast
growing global economy. The stupendous increase in
Germany’s export share and export surplus reflects
an unprecedented and unrepeatable explosion of exports. For many observers, Germany’s gain in political
strength after the crisis is even more impressive than
the economic performance itself. But this is due to the
simple fact that during financial crises (when everybody is risk averse and flees risk) a debtor country, because of its dependence on foreign capital, is usually
on the defensive and the creditor gains the upper hand.
There can be no doubt, however, that Germany’s extraordinary success on the external front is due to the
numbness of Germany’s neighbours and the blindness
of the institutions created to guide and to oversee the
euro-zone’s proper functioning, in particular the ECB
and the European Commission. A more vigilant central
bank or a more attentive Commission would have intervened early on, warning Germany about the risks of
its strategy and alerting its neighbours. The failure to do
so is the direct result of the ideological pillars on which
EMU has been built. In the early 1980s the Commission adopted neoliberalism as its religion, which since
then has guided most of its decisions and actions. Improving competitiveness was the declared target of the
EU as a whole. How could, under these circumstances, the Commission hinder Germany from doing what
everybody was expected to do?
The institutional failure is even more severe in the
case of the ECB. With open eyes and without ideological barriers the ECB would have found early on that unit
labour costs, not the money supply, are the main determinant of inflation for the union as a whole, as well
as for its national entities. The ECB failed to address
overall macroeconomic developments and the emergence of major disequilibria. It also failed to anticipate
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the outcome – in terms of deflationary pressure – of a
possible crisis. The ECB, as an independent institution,
could have avoided much of the disaster by using its
political influence or by issuing public warnings stating
that the union was on a dangerous path.
5. Asymmetric adjustment
is a must

Even many of those observers who are sympathetic to
the views expressed here would argue that for Germany the strategy to contain domestic wage growth was
not motivated primarily by competition inside EMU
but mainly by increasing industrial competition from
emerging economies, in particular China. They would
add that, as already mentioned, this strategy was fully
in line with the general orientation the European Union
had taken some years before, when it urged its members to improve their competitiveness.
Although these arguments are intuitively attractive
for many, they are completely wrong, because they
once again overlook the crucial importance of the
strong and stable relationship between the growth rate
of unit labour costs and the inflation rate. A monetary
union trying to achieve an inflation rate of 2 % must not
allow one of its member countries (the biggest one in
particular) to go its own way in terms of ULC development and inflation. Had Europe been convinced that
there was a challenge from emerging markets which
had to be addressed at the macroeconomic level, it
could have chosen a lower inflation rate (or even deflation) as the target of common monetary policy. In
this case, however, sooner or later the exchange rate
of the euro against the Chinese yuan or the US dollar
would have reflected the lower inflation in Europe and
destroyed the advantage Europe had tried to obtain by
pursuing a lower inflation target.
The message is simple: in a world of floating or adjustable exchange rates no country can gain a permanent advantage against another country that has the
possibility to adjust its exchange rate in accordance
with inflation differentials. This means that all attempts
to improve competitiveness by cutting or moderating wages in the EMU as a whole is useless. But this
is exactly the approach that has been chosen as the
way forward since the crisis. This approach is misguided also because in most of the European debtor countries wage cuts will backfire badly as their domestic
demand is more important than external demand. In
economies with an export share in GDP far below 50 %,
wage moderation strategies are counterproductive if
there is no perspective of achieving a huge current-account surplus over an extended period of time and of
raising export share beyond the 50 % mark without retaliation from trading partners. Under normal circumstances, it would therefore be impossible to successfully emulate the strategy followed by Germany during
the first ten years of EMU.
In a monetary union, a country with a low export
share but a huge current-account deficit and financing
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problems due to an implicitly Figure 7: ULC1 from 1999 to 2012 for selected EMU countries
overvalued currency becomes (1999 = 100)
trapped. Downward adjustment of wages, sometimes erroneously called “internal devaluation”, is no way out as it
destroys domestic demand and
overall production before it can
bring relief through rising exports. In particular, countries
with a huge gap in competitiveness compared to Germany have to go through a period
of catching-up in terms of price
competitiveness. This process
does not lead to rapid gains of
international market shares or
lasting improvements in the
current-account position, because Germany’s absolute advantage will remain intact as Note: ULC defined as gross income per capita in ECU/euro of dependent employees divided by real
long as the competitiveness GDP per total number of people in employment.
Source: AMECO database (Accessed: November 2012); own calculations.
gap is not overturned, in other
words, turned into an absolute
advantage for the deficit countries. Figure 7 shows that
the country that is implicitly undervalued has to uncountries will have to dive below the German UCL path
dertake as strong an effort towards upward adjustfor a long time to regain some of the losses they experiment, and that means faster wage increases, as the
enced in the first ten years of EMU.
other countries undertake in terms of downward adThe Achilles heel of the adjustment process is its
justment. The most reliable yardstick of the success
length. A democratic country cannot possibly sustain
of the adjustment efforts on both sides is the inflafive to ten years of falling living standards and rising
tion target. If the common inflation target is not quesunemployment, neither economically nor politically.
tioned as such, restoring the deficit countries’ interThe process would inevitably result in social upheavnational competitiveness requires a rise in ULC and
inflation in the surplus country up to the point where
al and desperate attempts by people to use elections
an external balance on both sides over the whole life
to prevent what in their eyes would be a frivolous atof monetary union (the first ten years included) is
tack on their well-being. This is why the adjustment
achieved.
process has to be symmetric at least. This means that
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Chapter III: The role of banking
and the central bank
1. The problematic financial
structure of EMU

A monetary union such as EMU, which aims to create both a common international currency, and a common domestic currency for its member states, places
particular requirements on the institutions governing
the financial system. Insofar as the common currency
is to operate in international markets, the union must
have a monetary authority that manages international
reserves (including gold) and intervenes in the foreign
exchange market if necessary. Insofar as the common
currency is to operate domestically, the union must
have a monetary authority that makes member states’
inflation rates converge and that oversees the issue
and circulation of legal tender. Both tasks require an effective and powerful central bank.
In national financial systems the regular operations
of a central bank occur daily in the interbank market,
providing liquidity and ensuring stable conditions
for the short-term operations of commercial banks.
Therefore, the most fundamental means of providing institutional support in terms of the functioning
of EMU has been the construction of the European
Central Bank, which operates in a homogeneous interbank market in which the commercial banks of
member states can obtain liquidity on equal terms.
The operation of both the ECB and the interbank market, however, reveal the contradictory nature of EMU
and its inherent instability.
The ECB was set up as the most ”private” of all major central banks, in the sense that it was not allowed to
acquire the debt of member states in the primary and
secondary markets. Preventing public debt from entering the balance sheet of the ECB is consistent with
the guiding principle of EMU, namely that one member
state should not take upon itself the liabilities of another. States should not be able to finance their deficits by
selling debt to the ECB, nor should they be able to shift
the credit risk attached to their debt onto the ECB, and
thus ultimately onto other member states.
Thus, the ECB was originally designed to issue its liabilities with the aim of only acquiring private debt of the
highest quality and under strict conditions of eligibility.
It was also equipped with a huge gold reserve, the largest among the leading central banks. Its mandate was
to ensure convergence of inflation rates toward the target rate of 2 %. Unlike the US Federal Reserve System,
the ECB never had an obligation to take into account
the performance of the real sector, including growth
and unemployment. The way in which the ECB operated played an important role in the unfolding of the
crisis, which revealed the unstable nature of the union
and to some extent led the ECB to change its practices.
The ECB was originally successful in establishing a
homogeneous interbank market for EMU. The strin-
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gent terms of collateral (private financial assets) required by the ECB created a common space for the
commercial banks of member states both to obtain
liquidity from the central bank and to trade liquidity
among themselves. On this basis a common interest
rate could emerge among member states and the functioning of the euro was to be supported both domestically and internationally.
Nonetheless, the homogeneous interbank market
has been established on top of banking systems that
have remained national. Thus, the behaviour of commercial banks trading liquidity is strongly shaped by
national institutional characteristics. Furthermore, the
institutional structure of the ECB itself reflects the persistence of national financial systems. National central banks continue to operate within the framework of
the Eurosystem of central banks, and their role has become more important in the course of the crisis.
In short, while EMU is endowed with a central bank
that operates in a homogeneous interbank market, it
does not have a similarly homogeneous commercial
banking system. This is a contradiction that lies at the
heart of EMU and undermines the functioning of the
union. Consider the following points.
In a national monetary system the provision of liquidity by the central bank is facilitated by the powers of
oversight or supervision exercised over commercial
banks. In EMU, however, the supervision of commercial banks has remained fundamentally national. Even
more important, however, is the impact of national institutions on the solvency of commercial banks.
The ability of commercial banks to obtain and trade liquidity in the interbank market ultimately depends on
their creditworthiness, which depends on the quality
of bank balance sheets, in particular of bank assets. In
a national monetary system institutional benchmarks
back up the creditworthiness of commercial banks,
and thus support the normal functioning of interbank
markets. EMU, by contrast, lacks corresponding institutional benchmarks, as has become apparent in the
course of the crisis. Consequently, the provision of liquidity and with it the functioning of the euro as a currency union have been impaired.
More specifically, in a national monetary system
commercial banks are typically supported by a system of insurance that protects deposits, which are
the most important component of the bank liabilities.
Equally, commercial banks have access to the spoken
or unspoken guarantee of the state against the risk of
bankruptcy. Public “resolution” mechanisms ultimately handle the credit risk taken by commercial banks on
their balance sheets. In essence, these are different
(implicit or explicit) ways of apportioning the burden of
bank losses among taxpayers, shareholders and bondholders. These mechanisms comprise different meth-
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Commercial banking in EMU was affected by the rapid growth of credit after 2000. The proximate cause of
credit growth was the very factor that secured the homogeneity of the interbank market, namely the common interest rate managed by the ECB. Interest rates
declined across EMU and the fall was particularly notable in peripheral countries. Inflation rates also converged, though not as decisively as interest rates. The
result was that real interest rates in several peripheral
countries collapsed, and even became negative. Consequently, domestic credit growth expanded rapidly.
Growth of domestic credit was an effective way of
masking the negative results of the loss of competitiveness in peripheral economies. Credit helped to maintain consumption and supported investment in certain
areas, particularly in real estate. Depending on the institutional background and the housing practices in
each country, the result was to raise real estate prices
in several countries, creating vast bubbles in the case
of Ireland and Spain. Domestic banks were heavily involved and thus took the corresponding credit risk on
their balance sheets.
Furthermore, low interest rates across EMU allowed
countries to finance cheaply the current-account deficits that resulted from the loss of
competitiveness. The rising inter- Figure 8: Core country bank lending to the periphery –
national debt was provided by the gross claims core1-periphery2 ($m)
banks of surplus countries, typically Germany and France.
3.500.000
For several years in the 2000s
3.000.000
core country banks were happy to
2.500.000
take credit risk onto their balance
2.000.000
sheets by lending to both the sovereign and private enterprises on
1.500.000
the periphery (Figure 8). The funda1.000.000
mental reason was that such debt
500.000
was denominated in euro, giving
rise to the false perception that it
0
was similar to domestic debt. In the
course of the crisis it has become
clear that this debt is actually foreign as far as peripheral countries Notes: Germany, the Netherlands and France. Spain, Portugal, Greece and Ireland.
are concerned, even if denominat- Source: BIS; own calculations.

2012-Q3

2. Bank insolvency
and liquidity shortages

2012-Q1

ed in euro. Thus, lenders found themselves exposed to
sovereign and private debt in the periphery, which they
probably would not have acquired had the monetary
systems of peripheral countries remained national.
The euro-zone crisis is, in the first instance, a crisis
relating to both sovereign and private debt. This is quite
natural in view of the underlying loss of competitiveness in the peripheral countries, which inevitably meant
accumulating foreign and domestic debt. As debt accumulated, sovereign borrowers found it difficult to obtain credit in international markets after 2009. The fundamental reason is that it became clear to lenders that
not all euro-denominated debt was of the same quality:
a euro of German public debt, for instance, had a much
higher value than a euro of Greek public debt. Gradually
market participants understood that the German state
would not honour the debt of the debtor countries.
Thus, more and more debtor countries and their governments were excluded from international markets.
The threat to sovereigns immediately translated into
a threat to the banks that were exposed to those sovereigns. These were primarily banks of core countries that
had financed peripheral public debt. Moreover, there
was also a threat to banks that had supported the overexpansion of domestic private credit, often associated
with real estate. These were domestic banks in the first
instance, but also foreign banks that had either lent to
domestic banks, or directly the over-expanded private
sector. As the crisis deepened and fiscal austerity worsened the contraction of peripheral economies, banks began to face additional problems related to non-performing loans, mostly in the periphery but also at the core.
Thus, the euro-zone crisis from the beginning was a
banking crisis: it was a crisis of bank solvency because
it coincided with the global financial crisis. Nascent crises of bank solvency typically lead to loss of trust among
banks and therefore first show up as shortages of liquidity in the interbank market. In such circumstances, the
standard response by the central bank is to provide liquidity to commercial banks. The operations of the ECB

ods with specific institutional features that typically
vary from country to country.
The contrast with EMU is sharp. Banking in EMU
lacks both a uniform deposit insurance system and
a uniform resolution mechanism, since commercial
banks remain resolutely national in both these respects. Thus, EMU banks obtain liquidity in a homogeneous interbank market that is inherently transnational,
but support their creditworthiness through institutional mechanisms that are national and country-specific.
This contradiction has shaped the course of the crisis,
disrupting the functioning of the interbank market and
thus of the EMU itself.
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in the periphery, typically accompanied by a significant
have consequently been fundamental to confronting
loosening of the terms of collateral.
the euro-zone crisis from the beginning. Provision of liquidity by the ECB, to both commercial banks and naThe second has been the change in the practices of
the ECB with regard to public debt. The difficulty, or
tional central banks, has increased enormously, and the
complete inability, of sovereigns to access funds in interms of collateral have been systematically loosened.
ternational financial markets and the corresponding
ECB policy amounts to a large public subsidy to comdecline in the quality of sovereign paper has been funmercial banks since liquidity has been provided at very
damental to the shortage of liquidity in the interbank
low interest rates for fixed periods of time.
market. Consequently, the ECB has been obliged to
Unlike the Federal Reserve and the Bank of England,
loosen its absolute refusal to buy sovereign paper. It
since 2007 the ECB has not engaged in direct quantiactually started to make acquisitions of such paper in
tative easing, that is, the practice of acquiring public
the secondary market in 2011. Even more important,
bonds to boost bank reserves in the hope of expandhowever, was the declaration by the ECB in 2012 that
ing the supply of credit money. Nonetheless, the reit stood ready to buy the debt of countries in difficulty,
sponse of private banks to the ECB’s provision of liprovided that they implement austerity programmes.
quidity has been to increase substantially holdings of
This announcement has not been tested in practice
reserves with the Eurosystem (Figure 9). Commercial
but it signified a sea change, nonetheless. It pacified
banks have been deeply concerned about the quality of
financial markets because it signalled that the ECB was
their balance sheets for reasons discussed above, and
willing to take upon itself the credit risk of sovereign
have thus preferred to hoard liquidity provided by the
borrowing. For core countries, especially Germany, this
ECB rather than engage in credit expansion (Figure 10).
was and is a potentially problematic move since it conProvision of liquidity has also increased enormously
tradicts the logic on which the EMU was constructed.
among central banks resulting in the expansion of socalled TARGET2 accounts. These
flows of liquidity have replaced a Figure 9: ECB liquidity provision1 by instrument (€m)
large part of the flows of private
capital among EMU countries; they
1.600.000
particularly replaced flows from
1.400.000
core to peripheral countries as the
1.200.000
crisis deepened. Liquidity provision
1.000.000
by core central banks to peripheral
800.000
central banks has enabled the latter
600.000
to support their own banking sys400.000
tems and the private sector. Given
200.000
the depth of insolvency problems
0
of commercial banks, however,
even the abundant provision of liquidity has been insufficient to lift
the interbank markets out of criMain refinancing operations
Longer-term refinancing operations
sis. As a consequence, the moneMarginal lending facility
Other liquidity providing operations
tary authorities of the EMU had recourse to two further actions, both Note: Refers only to liquidity provision by the ECB (no absorption).
of which indicate the growing un- Source: ECB; own calculations.
ravelling of the union.
The first has been the provision of Figure 10: Reserve Maintenance for EMU banks (€m)
liquidity by national central banks
500.000
within the Eurosystem under the
450.000
guise of Emergency Liquidity As400.000
sistance (ELA). Creating this form
350.000
of liquidity requires the approval of
300.000
250.000
the governing council of the ECB,
200.000
but the liability is the responsibility
150.000
of each national central bank. In ef100.000
50.000
fect, ELA amounts to the creation
0
of euro under local conditions and
-50.000
partly has the character of national
money, particularly since the terms
of collateral are determined by the
Required reserves
Excess reserves
Deficiencies
national central bank. ELA has been
a vital feature of liquidity provision Source: ECB; own calculations.
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but it cannot eliminate them entirely since they arise
from insolvency problems attached to both banks and
states.
Even worse for the euro-zone is the fact that as the
crisis has deepened, each member state has become
more tightly bound up with its own banking system.
This means that euro-zone banking has become even
more strongly national. To put it differently, the crisis
has loosened the links between member states and the

3. Centrifugal tendencies
among EMU banks
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Provision of liquidity directly by the ECB, or via ELA,
has been an important lever in attenuating conditions
in financial markets. However, as has already been suggested, liquidity provision cannot resolve the fundamental issue facing banks in the euro-zone, namely potential insolvency due to problematic asset quality. It is
in this regard that the absence of functional institutional mechanisms of deposit insurance, as well as resolution mech- Figure 11: Government securities held by banks compared
anisms and bank monitoring have to total assets
exacerbated the disruption of the
euro-zone. Dealing with insolven9,0%
cy problems typically requires im8,5%
posing losses on shareholders and
8,0%
7,5%
bondholders as well as providing
7,0%
banks with fresh capital, often from
6,5%
public resources. These mecha6,0%
nisms imply that one euro-zone
5,5%
country would have to commit
5,0%
public funds to rescuing the banks
of another member country.
In effect the problem has
emerged because the euro-zone Source: ECB; own calculations.
has one central bank operating in
a homogeneous money market, Figure 12: Holdings of sovereign bonds by domestic banks
which has to deal with a constella- and non-residents as a percentage of total MFI assets – Greece
tion of banks that belong to seven80%
teen different states. The health of
70%
each bank is affected by national fi60%
nancial practices, including the fis50%
40%
cal outlook of the state; moreover,
30%
the terms on which insolvency is
20%
managed have a national outlook.
10%
0%
Given the precarious situation of
public finances in several peripheral states, a number of commercial banks in the euro-zone are now
Resident banks
Non-residents
confronted with the risk of insolvency; although this is due to na- Source: Brueghel database of sovereign bond holdings developed by Merler and Pisani-Ferry
tional public finances, it cannot be (2012).
effectively dealt with by their own
national authorities.
Figure 13: Holdings of sovereign bonds by domestic banks and
The result has been higher bor- non-residents as a percentage of total MFI assets – Portugal
rowing costs for banks and, thus,
90%
higher lending rates in some mem80%
ber states compared to others. En70%
terprises with the same credit risk
60%
50%
but located in different member
40%
states of the euro-zone are forced
30%
to operate with different interest
20%
10%
rates. This is inherently disruptive
0%
of both the euro-zone and the EU
itself, and yet another indication
of the unravelling of the monetary
Resident Banks
Non-Residents
union. Provision of liquidity by the
ECB, including through ELA, may Source: Brueghel database of sovereign bond holdings developed by Merler and Pisani-Ferry
ameliorate these discrepancies (2012).
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vour the debt of their own sovereign, since the latter
is perceived as the collector of taxes and the ultimate
guarantor of means of payment within the bank’s original territory. Second, domestic banks have been subjected to a variety of pressures from the government to
acquire bonds. Third, member states of the euro-zone
have been forced to rely more heavily on their domestic banking systems as core banks have divested from
the government bonds of weaker
Figure 14: Holdings of sovereign bonds by domestic banks
member states.
and non-residents as a percentage of total MFI assets – Spain
In addition, governments and
national central banks have supported their national banking sys60%
tems in various ways. Govern50%
40%
ments have extended guarantees
30%
to national banks to enable them to
20%
post collateral for ECB liquidity. Na10%
tional central banks have supplied
0%
ELA against low-quality collateral.
Governments have also guaranteed parts of the banks’ asset and
liability structures. These national
Resident banks
Non-residents
mechanisms of support effectively
amount to a subsidy for domestic
Source: Brueghel database of sovereign bond holdings developed by Merler and Pisani-Ferry
(2012).
banks reducing the cost of funds
and allowing them to confront the
risk of insolvency.
Figure 15: Holdings of sovereign bonds by domestic banks
In sum, commercial banking
and non-residents as a percentage of total MFI assets – Ireland
within the euro-zone remains in a
deeply troubled state due to the un100%
derlying problems of asset quality
80%
and therefore solvency. Liquidity
60%
provision by the euro-zone author40%
ities has ameliorated these diffi20%
culties but cannot resolve them.
0%
The fundamental reason is the absence of effective mechanisms
to confront bank crises across the
euro-zone, which reflects the naResident banks
Non-residents
tional composition of commercial
banks, and the inability to avoid a
Source: Brueghel database of sovereign bond holdings developed by Merler and Pisani-Ferry
(2012).
deepening of the crisis. The tension
between transnational provision of
liquidity and the national resolution
Figure 16: Holdings of sovereign bonds by domestic banks
of banking solvency problems has
and non-residents as a percentage of total MFI assets – Italy
become stronger in the course of
the crisis as the national character
60%
of commercial banking has been
50%
40%
strengthened. The tension further
30%
increased in 2013 in the course
20%
of dealing with the problems of
10%
the Cypriot banking system, since
0%
the euro-zone has imposed losses
even on depositors. Trust in banking in the euro-zone will undoubtedly be affected badly, leading to
Resident banks
Non-residents
further solvency problems. None
of these developments augurs well
Source: Brueghel database of sovereign bond holdings developed by Merler and Pisani-Ferry
(2012).
for the future of the euro-zone.
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supranational financial mechanisms of the euro-zone.
This trend has become evident as banks have increased
their holdings of government bonds and simultaneously switched toward holding domestic bonds, even in
the periphery (Figures 11–16).
There are three reasons for this trend, all of which
are related to the contradictory nature of the financial
institutions in the euro-zone. First, banks typically fa-
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Chapter IV: Misguided economic policies –
the stock-flow dilemma and the crucial role
of fiscal policy
1. Flows are more important
than stocks

A lot of political energy has been devoted in the euro-zone over the last few years to the problem of
stocks, be it bad loans, apparently unsustainable government debt or savings deposits. Much less political
enthusiasm has been invested in turning around flows,
namely income (growth), investment and consumption. This is exactly the wrong tactic. Because future
stocks are the result of today’s flows, priority has to be
given to restoring flows, even if this inflicts some pain
on the holders of today’s stocks.
In an economy characterized by unsustainable foreign debt that has been accumulated over many years
due to a loss of competitiveness and falling market
shares, the debt problem seems to be the most urgent
one. If, for example, financing imports through the capital market is at risk, or becomes extremely costly, and
international reserves are approaching depletion, a
country needs emergency assistance because flows
of exports and imports cannot be adjusted overnight.
However, even the immediate financing of imports is
an element in the restoration of flows rather than one
of dealing with stocks. In former currency crises, such
as those in Asia and Latin America, the IMF had to step
in because countries were unable to stop the outflow
of funds and the devaluation of their currencies. When
the IMF stepped in – albeit with unnecessary and even
useless conditionality – its actions mainly affected the
short-term financing of imports. As competitiveness
improved over time because of the devaluation of national currencies, a turnaround in the economy was
brought about by increased exports and reduced imports. The latter was feasible as higher prices for imports induced the substitution of many imports by domestic goods, so that the need to finance imports was
reduced. As the current account turned into surplus after some time, the financing needs disappeared and so
did the need to rely on IMF assistance.
In EMU, financing for countries with current-account deficits should be much easier, whereas the
switch from imports to domestic products and the
stimulation of exports is much more difficult. In a fully
functioning currency union there should be no difficulties for a country to finance its imports; as a matter of
fact, such difficulties do not exist in the same form as
in a system with floating currencies. In a currency union, markets sanction current-account deficits that appear to have become unsustainable mainly by requiring much higher interest rates on government bonds.
This is the case even in situations where government
debt itself is not the main problem, simply because the
government is the only entity that can be clearly identified as being “national” and is therefore taken as re-

sponsible for the trouble the respective economy as a
whole may face.
Moreover, although governments do not default like
companies, in a world with national currencies the traditional sanction of the markets in a crisis situation is
to “ask” for higher interest rates to compensate for the
increasing risk of currency devaluation, the main risk
of government bond holdings by foreigners. As interest rates on government debt also rose after the beginning of the crisis in the euro-zone, although in this
case there was no risk of currency devaluation, many
observers tended to confuse the situation of a country
with the situation of its government. The consequent
policy response was to tackle the problem of the public
debt stock first and to ignore for a long time the country’s flow problems.
Even under floating exchange rates there is often
harsh conflict between stock and flow adjustments.
Whenever people or institutions in a country under
threat of devaluation hold positions or are indebted in
foreign currency, the severity of the conflict can hardly be overestimated. In the run-up to the Argentinian
crisis in 2001, for example, many ordinary people and
the government were indebted in US dollars and the
threat of a sharp devaluation of the peso (which had
been fixed to the dollar at a rate of 1:1 for nearly ten
years) led to an explosion of private and government
debt expressed in national currency. Consequently, the
government tried to defend the parity to the dollar by
all means. But a country in deep recession and with
an overvalued currency needs a demand stimulus and
currency devaluation, whatever happens to stocks. In
the event, the total breakdown of Argentina’s “currency board” system (with a fixed exchange rate vis-à-vis
the dollar) could not be avoided.
In EMU things are a bit more complicated, but the
underlying logic is similar. When a country is forced
into “internal devaluation”, in other words wage cuts
to improve its international competitiveness, the deflationary effect of these wage cuts increases the real value of both domestic and foreign debt because
the nominal value of that debt remains unchanged
while all income flows are reduced. If a country were
forced to leave the monetary union and to depreciate
its new currency, the same logic as in the case of floating would apply. Surplus countries, on the other hand,
have the benefit of lower interest rates on government
debt, and in these countries the real value of all debts
will fall, including those of the government if adjustment takes the form of “internal revaluation”, which
means higher wages and unit labour costs, and higher
inflation over time.
The need to deal with flows as a matter of priority becomes even more obvious from another perspective.
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In both cases, a slow but steady solution to the comThe problem of unsustainable debt cannot be solved
petitiveness gap problem could be achieved, while risby adjusting stocks without strengthening flows. In
ing German demand would fuel the other economies.
Greece, for example, the haircut applied to government
No doubt, it would take such a solution considerable
debt in 2011 did not improve the overall economic sittime to heal the split that has emerged over the first
uation at all. Nor did it significantly reduce government
ten years of EMU. A period of between 10 and 20 years
debt, because the economic situation actually deterishould be seen as the minimum to return to a pattern
orated further. But even if it were possible to reduce
in which all countries are able to achieve an income
government debt significantly by defaulting on governgrowth that is based on their own strength and unimment debt, it is essential to consider that the holders of
peded by constraints to finance imports.
government debt suffer wealth losses that exactly mirThe crucial point is to be found in the very nature of
ror the gains of the government, so that domestic dea currency union. The unification of money in a system
mand is likely to suffer. In this situation, private spendof fiat money rests on the pillar of trust in those instituing cuts can only be contained (or an increase in private
tions that introduced the paper money and promised to
spending achieved) when the propensity to consume
guarantee its value. However, trust cannot be split into
or to invest rises significantly. But even if the holders
regional entities with different levels of trust in a moneof government debt are mainly located in other countary union. Trust is everywhere or nowhere. The case of
tries it is hard to imagine that a government, after such
Cyprus has created a bad precedent for the future mana harsh measure, would be able to stimulate its own
agement of country-specific crises. In a monetary uneconomy immediately and significantly by taking on
ion, faith in the authorities of a monetary union should
higher deficits without being sanctioned by the finanbe grounded not only in their promise to stabilize the
cial markets again. In the Greek case the haircut mainly
value of money. It also depends on their ability to preand badly affected Cypriote banks and triggered a new
vent disequilibria among member countries that may
crisis there.
result from losses or gains in competitiveness, as well
Most of the effects mentioned here are symmetric
as on the willingness and ability of these authorities to
between the deficit and the surplus country, as well
ensure stable growth and high employment, with each
as between the depreciating and appreciating counmember economy “standing on its own feet”.
try. On the appreciation side stocks are valued higher,
but flows suffer as exports become more expensive in
international currency and imports become cheaper
2. Overall deflation has become
in national currency. A currency revaluation normally
a major threat for EMU
happens over a very short time span as the result of
The process now underway in EMU as it is proposed
a forced and chaotic adjustment. In a monetary union
and enforced by the “troika” (ECB, European Commisthe removal of a competitiveness gap, through highsion and IMF) goes exactly in the opposite direction.
er wage increases in the surplus countries and smallThe troika starts from the assumption that Germany,
er wage increases (or no wage increases at all) in the
the main creditor country, has pursued the right polideficit countries, can be stretched over a longer period
cies while the debtor countries have done everything
and would be much less harmful. If Germany were willwrong. But, as shown above, blaming the debtors and
ing to adopt such a plan of coordinated wage policies,
going easy on the creditor is clearly unjustified in the
the structural change involved would not overstretch
case of EMU. Asymmetric adjustment – wage cuts and
the ability of people and enterprises to adjust. Wage
deflation in deficit countries but unchanged policies in
growth in Germany should be accelerated up to the
Germany – are bound to lead to disaster. Competitivepoint where real wages are moving in tandem with proness is a relative concept, and if all countries were to
ductivity and inflation is aligned
with the common target. This Figure 17: A scenario for convergence of ULC (1999 = 100)
would have a positive effect
on real wages and improve
150
+1.3% (= nominal wages of
about +2.3%)
the purchasing power of con140
sumers, including for imports.
130
Even stronger nominal wages
+1% (= nominal wages
between 1% and 2%)
increases (in other words high120
+3% (= nominal wages
er than productive growth plus
of about +4.7%)
110
the common inflation target)
Fictitious development
would reduce the time needed
100
for the European adjustment
90
process. Prices in Germany
would then rise faster than in
the deficit countries, something
Germany
France
Southern Europe (Greece, Portugal, Spain and Italy)
that implies a real appreciation
of Germany’s economy.
Source: AMECO database (Accessed: November 2012); own calculations.
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try to improve their competitiveness by cutting wages,
the result would be a race to the bottom. In this race
no country would improve its situation: all would lose
out because domestic demand in the union as a whole
would fall.
As stated above, the criterion for judging policies in
the different member countries must be the common
inflation target. If the authorities are determined to
stick to the agreed inflation target of 2 % for the union
as whole, Germany will have to deviate from the target
upwards, with wage increases exceeding its productivity path and a rise in unit labour costs exceeding the
common inflation target, while the other countries will
have to undercut the rate of ULC growth they have experienced in the past (Figure 17).
However, even in such a scenario EMU risks falling into a deflationary trap. If Germany, under the impression of recession and economic weakness does
not manage to achieve wage increases clearly beyond
4 % (and wage agreements concluded in the first half
of 2013 are far below this mark), wages in the other
countries, especially in France and Italy, will have to fall
in absolute terms. This would, as shown above, badly
hurt their economies, and it would be very difficult for
governments to convince their electorate of the need
for such wage cuts.

In a seminal book, Richard Koo (2008) has shown that
financial crises tend to end up in “balance sheet recessions”. In these situations it is indispensable for the
government to intervene. If companies, and for that
matter, private households, are keen to repair their balance sheets after a financial crisis, they will eagerly cut
expenditure and will not respond to monetary stimuli
in the normal and widely expected way with increased
credit-financed expenditure. As private households are
typically net savers, only countries that can rely on other countries as their main debtors (the German case,
as shown above) are able to escape balance sheet recessions without sharply rising fiscal deficits. The government has to step in because savings deposited on
bank accounts do not automatically transform into investment but tend to depress the whole economy and
thereby to increase government deficits. The government then has to actively replace the missing borrowers and investors in the private sector.
The same is true for economies under the pressure
of high unemployment and very unequal income distribution with stagnating wages and very high and rising
profits. But before we can explain the crucial role of the
government in more detail we have to remove some of
the many theoretical misunderstandings that stand in
the way of a reasonable treatment of the matter.

3. In a crisis, countercyclical
fiscal policies are indispensable

4. The savings conundrum 2

Since the start of EMU, fiscal retrenchment (efforts to
reduce public deficits and public debt), under the label of “sound macroeconomic policies”, has been the
mantra for a certain school of economics. This policy
stance has been considered of primary importance in
order to free the spirit of the market and entrepreneurship. In reality, it never had this importance. The market
and the state can co-exist well. Even more, they have to
complement each other for their mutual benefit. Moreover, fiscal targets are of secondary or tertiary importance for a monetary union. As elaborated above, inflation is mainly determined by the scale of nominal wage
increases and the rise in unit labour costs, and by monetary policy dealing with the technical aspects of money markets and intermediary financial institutions. In
normal times the role of public finances is, thus, mainly
to allocate enough resources for the provision of public goods, to ensure fair and efficient taxation, and to
productively employ the part of disposable capital that
is not absorbed by the private sector. Public finances
have no direct impact on inflation or on the external
balance.
But times are rarely normal. With an unsettled economic outlook, high and rising unemployment, and
economic policy doctrines focused on minimizing
the role of government and the state in general, public budgets have increasingly become the hinge between the state and the market. They have an impact,
for good or for bad, on the integration of national economies into the international concert.

Despite decades of intensive research, the forces driving growth and structural change are still relatively
mysterious (McKinnon, 2012). Only a few facts can be
taken for granted. One is the central role of the accumulation of capital and improvements in technology.
The close correlation between overall growth and investment growth is evident, along with the simple fact
that no country has ever jumped from agriculture-driven growth to industry-driven growth without largely
expanding innovation and investment. The jury is still
out on the main determinants of investment, and the
academic battlefronts are still far apart.
Much has been said on the preconditions that must
be fulfilled to enable a significant increase in investment in manufacturing capacity. It is certainly true that
in primitive societies nobody could invest (mainly in
the form of raising cattle and storing current agricultural produce in order to ensure a supply of food and
animal feed in the future) without reducing consumption of food and water beforehand. But does that mean
that in more highly developed societies (where investment takes the form of increasing capacity in manufacturing and services) people have to become thrifty
first to reduce expenditure for current consumption in
order to allow for investment? And if so, why are some
relatively thriftless societies prospering whereas others with a much lower propensity to save are lagging
behind?
2 This section draws on Appendix 1 of Chapter I of UNCTAD’s Trade and Development Report 2006, which was written by Heiner Flassbeck.
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Obviously, the gross domestic product of a closed
economy (or the world) can be split into a part that is
consumed immediately (in the same period in which
it is produced) and a part that is saved to be consumed
later. Hence, for a closed economy what is assumed
is found, namely, that saving equals investment. For a
single open economy with both domestic saving and
foreign saving (with positive foreign savings being the
logical correlate of a current-account deficit), the identity of saving and investment is fulfilled, with “national saving” defined as comprising domestic and foreign
saving.
In more formal terms, the investment-saving theory
is extremely simple. Let Y be the gross domestic product of a closed economy (or the world), then the whole
product obviously can be split into a part (C) that is consumed immediately (in the period of production) and
a part (S) which is saved to be consumed later or to be
invested (I) in order to increase the product Y in a later
period. The product can be written as:
Y = C + I or Y = C + S,
which means to “find” for the closed economy what
was assumed, namely, that:
S=I
For a single open economy, savings ex post consist of
domestic savings (Sd) and foreign savings (Sf ), where
the latter is the correlate of the current-account deficit
if its value is positive with:
Sd + Sf = I
The most recent academic debate did not try to improve our understanding of the dynamics and the
causalities behind the identity, and as such the different determinants, of S and I. It has uncritically taken
this identity as the axiomatic basis for macroeconomic analyses, repeating the error of the economic discussion in the twenties of the last century. The recent
and current debate have ignored the fact that some 70
years ago, in his “fundamental equations” in the Pure
Theory of Money, which forms the first volume of his
Treatise on Money, Keynes clarified the inherent logic
of this classical approach. The famous equality of saving and investment is valid from an ex-post point of
view, or if the economy under consideration is in a state
of perfect equilibrium. The latter describes a stationary
economy, an economy where real income is constant
and where there are no incentives for entrepreneurs to
change the existing level of activity as the level of profits is exactly zero. In all other cases, it is not S = I that
rules the course of events but an equation like:
Q=I–S
where Q denotes the profits or losses of entrepreneurs
(Keynes, 1930, p. 136). In this world, any act of individual saving, be it by governments, private households or
the rest of the world, reduces profits and the saving of
companies, because it decreases effective demand in
the corporate sector as a whole.
The difference between the two models is remarkable and, unfortunately, very often inadequately reflected even in economic theory and economic policy. With
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profits (Q) being the equilibrating force between saving
and investment, the picture of the world changes fundamentally and in such a way that the traditional model
of a perfect capital market can no longer describe it. To
paraphrase Keynes: Euclidian geometry does not apply
to a non-Euclidian world (Keynes, 1936, p. 16). Indeed,
the problem with mainstream economic theory as applied in EMU today is quite similar to the one Keynes
fought against in his time. In his General Theory, he
concluded that classical theory is “faulty because it has
failed to isolate correctly the independent variables of
the system. Saving and investment are the determinates of the system, not the determinants” (p. 183).
The weakness of the orthodox approach becomes
evident when it has to deal with concrete changes in
the behaviour of economic agents in an economy that
is subject to objective uncertainty. For example, if public sector savings suddenly rise under conditionality
from the troika, companies faced with falling demand
and falling profits, will react by reducing their investment. For companies, information is available only
about the drop in demand but not about the systemic
reasons behind this change.
In the situation described, the “rational expectations” branch of neoclassical theory assumes that
companies can expect growth to accelerate as a result
of the rise in savings. However, this reasoning involves
circular logic. In a world where companies increased
their investment expenditure because demand was
falling, they would just switch the financing of the higher amount of investment from equity (cash flow, profits) to interest-bearing loans. The mechanism behind
this remarkable transition in this theory is a fall in interest rates as a result of higher savings or lower government debt.
The implication of this approach is perplexing and
absurd: after the increase of the government’s savings rate (or the reduction of debt through lower expenditure or higher taxes), companies are expected
to acquire the same level of profit as in a situation of
unchanged demand from the government. But companies have to raise their investment exactly by the
amount that is now saved instead of being used for
consumption expenditure. Companies are expected to do this although demand for their products has
dropped. The implication is that they demand interest-bearing credit to exactly fill the profit gap opened
by the decrease in consumption. In other words, the
investing companies increase their borrowing from the
capital market by exactly the same amount that they
would have acquired “for nothing” if households were
spending as much as before. Even if interest rates approach zero it is evident that the funds that companies
need to protect their profit rate are now more expensive than before. Thus, the traditional theory assumes
that companies invest more than before although they
have to pile up unsold inventory or reduce their capacity utilization, and although financing of such investment has become more costly.
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If the assumption of constant or zero profits would be
accepted a priori, the system’s dynamics could be explained in terms of private consumption smoothing
over time. This means that companies passively adjust to any decision by households, without endangering the equilibrium values of the model or its inherent
stability. Such an economy would be exclusively driven by autonomous consumer decisions as the model
assumes totally reactive entrepreneurs who never take
into account actual business conditions when deciding on investment. Instead, as a rule, the deterioration
of their business in the present is taken as proof of a
warranted (expected) improvement in the future. The
whole idea is close to absurdity but it reflects exactly what the creditor countries in the euro-zone, led by
Germany, are preaching (Schäuble, 2011).
Policy makers relying on this model fail to understand
that it cannot capture the key factors shaping economic life in realty: the time factor and, closely related, the
availability of information that affects the sequence of
decisions taken by economic agents under objective
uncertainty about the future. In a world of money and
uncertainty, the decision to save more and consume
less has grave repercussions on the goods market before it can impact on the capital market. But even considering the possible reaction of the capital market, the
decision “not to have dinner today depresses the business of preparing dinner today without immediately
stimulating any other business” (Keynes 1936, p. 210;
Davidson 2013).
In a world of uncertainty and flexible profits, the intention of individuals or the government to save an absolutely higher sum than before may completely fail
because the future income they realize at the end of
the period may be lower than the income they expected at the beginning of the period. Even if households
succeed in raising the share of savings in their actual
income (the savings rate) or the government reduces
the debt level, the absolute amount of income saved
(and invested) may be lower, as the denominator of the
savings rate, real income, may have fallen due to the
decline in demand and profits, with an induced fall in
investment.
The implications for economic policy of the difference
between Keynesian and neoclassical theory are tremendous. If the level or the growth rate of real income is not
given and constant, then the implications of globalization, the opening of markets and of policy interventions
are of great importance. The neoclassical fixed-profits model does not require much room for manoeuvre
for economic policy, and where it considers economic policy options they are the direct opposite of those
put forward under the Keynesian flexible-profits model.
For policy makers it is of vital interest to know on which
model the policy recommendations that they receive are
based. Frequently, the Washington-based international
financial institutions that formed the so-called Washington Consensus argued that there is a rational choice between the two models and that economic policy can opt

for interest rate flexibility instead of flexibility of profits
and real income: “In one view, saving is seen as resulting from a choice between present and future consumption. Individuals compare their rate of time preference
to the interest rate, and smooth their consumption over
time to maximize their utility. The interest rate is the key
mechanism by which saving and investment are equilibrated. The other view sees a close link between current
income and consumption, with the residual being saving. In this view, saving and investment are equilibrated
mainly by movements in income, with the interest rate
having a smaller effect” (IMF, 1995, p. 73).
It is important to bear in mind that “utility maximization” in the fixed-profits model describes an entirely
different objective for the society under consideration
than “income generation” in the flexible-profit model.
Smoothing consumption may maximize utility in a very
narrow and static sense in a world without entrepreneurial behaviour, that is, in an economy just moving
along the consumption frontier or along a pre-defined
growth path. Maximizing income in a dynamic setting
is a totally different target. Allowing for temporary monopolies, new technological solutions and investment
will shift the production frontier (and thereby the consumption frontier) outwards by increasing potential
output, and in a monetary economy even beyond the
financial resources provided by the planned saving of
households.
The IMF approach suggests that movements of income are as good as movements in the interest rate to
equilibrate saving and investment. This is only true in a
world where economic policy has no means whatsoever of influencing the overall economic outcome. In
reality, however, higher real income (or faster income
growth) is the main objective of economic policy in all
countries of the world, especially in poorer countries.
The “instruments” of a change in real income and a
change in the interest rate can be seen as alternatives
only if it is assumed that the growth rate of real income
is given (exogenous) and cannot be influenced by entrepreneurial activity or economic policy. But then the
whole discussion becomes useless from the beginning.
Consequently, governments have to choose whether
their economic policy approach shall rest on the idea of
investment induced by “thrift-savings” or on the idea
of investment induced by profit-savings. Obviously, depending on the model used by policy makers, the economic policy strategies will be totally different. In the
orthodox fixed-profits model the adjustment of investment to savings is an automatic process that brings
about the optimal result in terms of growth and jobs
without government or central bank intervention. In
the other model, in which profits are flexible, the economy is inherently unstable. In this case, government
and/or central bank intervention is needed to stimulate
investment, as interest rate flexibility may not be sufficient to stabilize the economy.
If income growth is the main goal of economic policy,
then economic policy should clearly focus on a process
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where investment plans regularly exceed saving plans
due to the flexibility of profits. In such a world, even with
the private incentive for “thrift” left unchanged, the
economy as a whole may expand vigorously. The “savings” corresponding to increased investment are generated precisely through this investment, which is “financed” through liquidity created by bank credit based
on expansionary monetary policy. Increased investment stimulates higher profits, as temporary monopoly
rents arise in the corporate sector. These profits provide
for the macroeconomic saving required from an ex post
point of view to “finance” the additional investment.
In the flexible-profit approach “the departure of profits
from zero is the mainspring of change in the … modern
world … It is by altering the rate of profits in particular directions that entrepreneurs can be induced to produce this rather than that, and it is by altering the rate of
profits in general that they can be induced to modify the
average of their offers of remuneration to the factors of
production” (Keynes 1936, p. 140).
Hence, in a world of uncertainty and of permanent
deviation from the fiction of perfect competition,
shocks on the goods and the capital market lead to an
adjustment of quantities and profits rather than price
adjustments. In respect of the labour market, the right
incentive for change requires high labour mobility or
centralised wage negotiations. EMU with the flexibility
approach imposed by the troika is heading exactly in
the opposite direction. However, if the law of one price
rules the labour market, and if wages of different skill
groups are given for each single company, companies
compete by differing productivity performances, as
discussed in Section II.4 above. An innovation or a new
product triggers a relative fall in unit labour costs for
the innovating firm. The lower cost level may be passed
on into lower prices, increasing the company’s market
share, or, if prices remain unchanged, it may increase
the company’s profits directly. In such a world, the flexible response of quantities and profits does not reflect a
pathological “inflexibility” of prices and wages. Rather,
it is the main ingredient of market systems in the real
world, namely, the fight for absolute competitive advantage at the level of companies. In its inter-temporal
dimension this fight is about achieving higher productivity at given wages. In its international dimension it
is about the combination of lower wages with a given
high productivity.
In a world of differing productivity performances in
companies, prices are sticky but profits are flexible.
Seen the other way round, if prices and wages reacted flexibly to changes in the performance of individual
companies, profits would be sticky. In a dynamic setting, where prices and wages are given for an individual company, the flexibility of individual profits provides
the steering wheel, and investment is the vehicle to
drive the economy. In this world, the branch of industry, a particular region or a state are not the main actors,
and any analysis focusing on these entities without
leaving room for the role of profits and entrepreneur-

28

ship fails to capture the nature of the process of dynamic economic development.
Basically, the savings-based approach argues just
the other way round. This model expects shocks from
trade or technology to be buffered by a flexible reaction
in prices and/or wages, whereas quantities react less
and may even remain constant. Profits do not respond
to shocks since the model of perfect competition – by
assumption – functions in such way that changes in
profits do not occur. In this approach, increasing imports of cheaper manufactures from developing countries, for example, force wages and unit labour costs in
the North to fall and, thus, the prices of domestic products adjust to those of the cheaper imports. A rise in
unemployment can only be avoided by stretching the
wage structure between workers of different skills, as
well as between those sectors and firms that are exposed to the new competition from abroad and those
that are not. However, this model clearly has been refuted empirically by the rise in unemployment in the aftermath of the crisis of 2008.
In conclusion, if the growth rate of real income is not
assumed as being given a priori, economic policy attempts at improving growth performance are useful.
The savings-based approach favoured by mainstream
economics and the troika is therefore misleading. If
markets do not automatically deliver positive and stable growth rates of real income, then the dynamic
view, highlighting the incentive of temporary monopoly rents for pioneering investors, is the only relevant
model for the development of the system as a whole.
The orthodox approach, putting primary focus on the
decision of consumers to “smooth consumption over
time” under conditions of perfect foresight, offers an
elegant version of Leon Walras’ idea of market clearing, but does not capture the key features of modern
economies.
Moreover, something that is very often forgotten in
the theoretical dispute between the advocates of the
two models is that the adjustment of saving to investment in the real world is overlaid by various kinds of
exogenous shocks. For example, interest rates may
not fall if monetary policy is fighting a higher price level stemming from a negative supply shock, as was the
case during the oil price explosions in the industrialised world in the 1970s. Interest rates may be already
extremely low without igniting sufficient amounts of
investment, as is the case in the whole industrialized
world at this moment in time; this means the interest
rate channel cannot work to move additional savings
to productive use in terms of investment. The negative
effects of falling private demand on profits may be aggravated by pro-cyclical fiscal policy if “austerity” is erroneously seen as a solution. An overvaluation of the
real exchange rate may disturb the adjustment process
by forcing monetary policy to react pro-cyclically or by
directly enforcing pro-cyclical monetary conditions.
Overall, in mainstream economic theory the search
for variables “equating” saving and investment in
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a smooth way ends up “solving” the problem by assuming it away. An assertion of the kind: “In equilibrium, however, the world interest rate equates global
saving to global investment”, as made by Obstfeld and
Rogoff (1996, p. 31), is simply wrong. As saving and
investment are always identical ex-post, the notion of
“equilibrium”, as well as the associated proposition
that interest rates play an equilibrating role, are clearly misleading. Models dealing exclusively with economies that are growing under “steady state” conditions
are useless. In these models the openness of the society that is reflected in objective uncertainty (Davidson, 2013) is defined away as economic agents are assumed to have perfect foresight about the future and
complete information about their economic environment.
5. External imbalances
in an open economy

According to the orthodox view that has dominated
economic thinking during the last two decades, in an
open economy, “if saving falls short of desired investment … foreigners must take up the balance, acquiring, as a result, claims on domestic income or output”
(Obstfeld and Rogoff 1996, p. 1734). Or, as Krugman
(1992) put it once: “An external deficit must [italics in
the original] have as its counterpart an excess of domestic investment over domestic savings, which
makes it natural to look for sources of a deficit in an autonomous change in the national savings rate” (p. 5).
However, suggesting that the identity implies causality
and giving “saving” a specific, namely a leading role in
the process, is unjustified, as shown above.
The fact that – from an ex-post point of view – a gap
has emerged between saving and investment in one
country does not hint at an “autonomous” decision of
any economic agent in any of the involved countries.
The plans of one group of actors cannot be realised
without taking into account a highly complex interaction of these plans with those of other actors, as well
as price and quantity changes under conditions of objective uncertainty about the future. In order to give the
savings-investment identity informational content, it is
necessary to identify the variables that determine the
movements of each, saving, consumption and investment, and in consequence the national income of the
country, along with the national incomes of all its trading partners. Moreover, the accounting identity of savings and investment does not give any indication about
the efficiency of the process leading to ex-post equality
of saving and investment, and thus cannot be treated
as an equilibrium condition. The identity says nothing
about the equilibrating factors and their role in the adjustment process.
In a non-stationary environment, any increase in
expenditure (increase in a net debt position of one
sector) raises profits and any increase in saving (net
creditor position) reduces profits. Whether saving or
investment change here or there, whether the bene-

ficiaries (or losers) of the adjustment process are located in the country where the shock originated or in
other countries, does not change the course of events.
The decision of a certain group of economic agents
(private or public, domestic or foreign) to spend less
out of their current income diminishes profits. A drop
in foreign savings can actually mean higher domestic
profits and more investment instead of a drop in investment.
A current-account deficit, or a growing “inflow of foreign saving”, very often emerges in the wake of negative shocks on the goods market, for example falling
terms of trade or a lasting real currency appreciation.
A real appreciation directly diminishes the revenue of
companies if market shares are protected by a pricing-to-market strategy. If companies try to defend their
profit margins, a fall in market shares and, as a rule,
a swing in the current-account towards deficit is unavoidable. Higher net inflows of foreign savings, which
are logically associated with an increase of net imports (higher imports and/or lower exports), can by no
means compensate for the fall in overall profits or even
induce companies in the respective country to invest
more than before. Under normal conditions, the process leading to a deterioration of the current account
reduces real income of the economy under consideration (by reducing profits or other types of income with
negative repercussions on profits). Hence, simply looking at capital flows in isolation does not mean comparing the situation before and after the swing. In most
cases a higher net capital inflow indicates a negative
shock and not, as neoclassical theory suggests, a positive one.
6. External balances and the role
of fiscal policy – the German case

The interplay of saving and investment can be analysed
to a certain extent by looking at the net financial flow
among the different sectors of the economy. Germany is an important case in this context, as it seems to
have solved the problem of stimulating demand without sacrificing its fiscal thriftiness. Figure 18 depicts
the pattern of net financial flows in Germany over the
past 50 years.
In the 1960s the pattern of financial balances in Germany was such that net borrowing by the corporate
sector was the main counterpart to net savings by
households. In that period, neither the government
nor foreign countries significantly contributed to the
absorption of private savings. With the start of EMU
the German corporate sector increasingly moved
away from its traditional deficit position to assume a
role as net saver from the middle of the first decade
of this century. While at the beginning of the first decade of EMU the government was still in deficit, it decided to virtually stop current net borrowing in 2009 by
introducing a “debt break” into the German constitution, which henceforth would allow only for very small
amounts of annual net borrowing by the state.
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2	Western Germany until 1991; Germany starting 1991.
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The counterpart of increased attempts on all sides of
the German economy to become a net saver was the
growing indebtedness of foreign countries vis-à-vis
German lenders. The mechanism to achieve this is described in detail in Chapter II, namely a real depreciation via wage dumping, ignited by government pressure on the trade unions. The result for EMU has been
disastrous, while the result for the German economy is
an unsustainable growth trajectory and an enormous
challenge for economic policy.
The challenge for Germany is to push its companies
back into a situation where they earn much less but invest much more. Obviously, the incredible increase in
German profits during the second half of the first decade of EMU was due to the tremendous success of
German firms all around the world at the expense of
their European neighbours. As we have shown already,
without the export channel the German experiment in
wage moderation would have been a complete failure
as it served to slow growth in domestic demand. Nor
would the accumulation of profits have been possible
without export growth largely driven by the real depreciation. But with the export channel wide open, German companies specialized in tradable goods used the
golden opportunity to expand their market shares and
their profit shares at the same time. Secondary income
distribution also moved in their favour, due not only to
wage compression but also due to a significant cut in
corporate taxes.
With most of the former importers of German goods
now in dire straits and no longer willing to assume
the role of debtor the model has to be changed radically. The mechanisms available to policy makers are
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based on wages and taxes. A restructuring of aggregate demand towards more domestic and less foreign
demand can only be achieved by turning wage moderation around and pushing for an extended period
of wage growth exceeding the moderation path by a
wide margin and even exceeding the line of productivity trend plus the inflation target. Strong government
intervention will be crucial to achieve the required shift
in the balance of power on the labour market in favour
of labour. Higher wages would induce an increase in
domestic demand that has been flat in Germany for
more than a decade. At the same time, the government has to restore corporate tax rates at normal levels and to use the proceeds for infrastructure investments, thereby benefitting companies specialized in
domestic investment and in satisfying domestic demand.
The task ahead for Germany is all the more challenging as the philosophy behind the whole edifice of its
economic policy is based on achieving export surpluses. “Export orientation” is defended tooth and claw
in politics and in the media and described as the only
way for the economy to prosper and create jobs. German policy makers (and companies) now have to learn
the lesson that other nations cannot be systematically used as debtors first and then dismissed as being
“lax”, “lazy” and insufficiently solid in their economic behaviour without questioning the foundations of
the country’s own economic model. This is particularly
difficult when the process of giving economic policy a
new orientation is not triggered by an external event
like a currency appreciation. In the context of the currency union, this process has to be initiated internally,
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by acknowledging that the model chosen by the vast
majority has turned out to be unsustainable. Given the
limited ability of human beings to admit personal error, it seems almost unreasonable to expect that such a
process will take place.
We therefore tend to believe that a cooperative solution will be very difficult to achieve. It is either joint political pressure of the southern European countries, including France, that will move the German position, or
the crumbling of the walls in one country after another

and/or a looming panic in many countries at the same
time. Provided they recognize their individual weakness and their collective power, a coalition of the debtor countries threatening the end of EMU may be the
best way to force Germany to change its economic
model. Should EMU come to an end, the new (old) currencies of these countries would devalue significantly
against the old euro and whatever would be the new
German currency, destroying a huge part of the German export markets over night.
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1. The transfer problem and the
need for sustainable external
accounts

An effective and prompt adjustment of currency valuations in line with the fundamentals in terms of prices or
unit labor costs is crucial for a smooth flow of trade and
capital and the prevention of unsustainable imbalances among countries. This is the conclusion that can be
drawn from 40 years of experience with the different
exchange rate regimes that have emerged since the
end of the Bretton Woods system. Whether it is free
floating, managed floating, dirty floating, pegging, or
fixing forever: under all these systems huge and rising current-account deficits associated with a loss of
competitiveness for economies as a whole are unsustainable. This is also true for currency unions among
independent states. However, over- or undervaluation (appreciation or depreciation of real exchange
rates) occurring in a currency union as a result of wage
dumping in one country or other forms of competition
among nations such as tax competition are much more
difficult to deal with since the possibility of exchange
rate adjustment does not exist.
There is a similar issue at the global level. In the years
preceding the global financial crisis huge imbalances cropped up in the world economy, and it became
clear that “the markets” would not be able to settle this
problem. The outbreak of the financial crisis in 2008 –
and its global ramifications since – propelled the Group
of 20 developed and developing countries to center
stage. The Group of 20 was designed to lead a coordinated international policy response to both the financial crisis and the global imbalances. G-20 finance ministers highlighted the need to assess the causes of the
persistently large global imbalances and the prerequisites for rebalancing. Over time, concern has come to
be focused increasingly on internal structural balances, fiscal policies and currency alignment, as parts of a
common policy package to weather the next stage of
the crisis.
The debate among the G-20 has opened new paths
to address the problem of global economic governance. It has acknowledged that the mantra of “leaving
currencies to the market” has lost its persuasive power. The contradiction between expecting market forces
to do their job and hoping for a realignment of currencies according to fundamental determinants of competitiveness has become glaringly obvious. This was
revealed yet again in recent years when a major emerging economy, Brazil, had to fend off huge capital inflows that were causing an unsustainable appreciation
of its currency. But the contradiction should not come
as a surprise; the world economy has been in similar
situations before. In 1985, for example, the markets’
inability to resolve long-standing trade imbalances between Japan and the United States was finally resolved

32

by the historic Plaza Accord. After all other approaches
had failed, coordinated intervention among the members of the G-5 finally achieved a 50 % devaluation of
the US dollar.
The renewed impetus for multilateral cooperation to
solve the problem of persistent imbalances at the global level, and the fact that concrete proposals were tabled for mechanisms to reduce global monetary and
financial volatility, should also serve as a wake-up call
for EMU. The imbalances that have emerged inside
the monetary union are part of a larger problem of misaligned exchange rates and eventually will have to be
tackled globally.
Conclusions for the real world based on a mere accounting identity are generally questionable. There is
no direct causal link between a current-account deficit and the behaviour of savings (“saving deficiency”)
of certain sectors of an economy. According to general bookkeeping rules, no country can run a current-account deficit that is not financed by (the net “savings”
of) other countries. “Savings deficiency” is the visible
result of a macroeconomic process, but not necessarily the result of a lack of savings at the beginning of that
process. The identity is totally silent on the economic
mechanisms leading to such an outcome. The conjecture of neoclassical theory is that savings always lead
macroeconomic adjustment processes and are followed by investment. This conjecture is, however, untenable. From the perspective of this theory it appears
paradoxical that the current account of many developing countries nowadays is in surplus. Is that the result
of a surplus of savings in the proper sense of the word?
Or is it, rather, the result of policies designed to avoid
the emergence of new current-account deficits after
the painful experience of many developing countries
faced with financial crisis and policy conditionality imposed by their creditors?
Current-account imbalances as such should not be
the main focus of economic policy given the difficulties
of quantifying an appropriate band for each country
outside which an imbalance becomes truly unsustainable (the main issue affecting how such imbalances
come into being). There are many good reasons why
a current account may be in deficit or surplus at a certain point of time. One reason is that an economy is
growing faster than that of its trade partners, causing
imports to rise faster than exports (one example is the
United States in the 1990s). Another is that a country
may be a major importer of a primary commodity the
price of which tends to rise, increasing the import bill
without there being any compensation through rising
export earnings (for example, the group of “low-income, food deficit countries”). Still another reason is
that a country may serve as a hub for foreign firms to
produce manufactures at a large scale, but may not yet
have reached a per-capita income that is high enough
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for the population to consume an amount of imported
goods that would equilibrate exports (as in China, for
example).
In all such cases, a short-term buffer of net capital
inflows or outflows is needed to allow for a smooth
functioning of the international trading system. In other words, imbalances in the current account are not
by themselves indicative of a systemic problem that
needs coordinated intervention. Moreover, what is important is not so much the current-account position of
any one country – some commodity exporters can rely
on maintaining their surpluses indefinitely (Saudi Arabia). What matters are current-account deficits that are
caused by a loss of competitiveness of the entire manufacturing (and/or services) sector of a country, and
current-account surpluses that are caused by gains in
competitiveness in the aggregate. It is this type of current-account imbalance that is clearly unsustainable.
The fact that exchange rates play a pivotal role for
external balances and, thus, domestic macroeconomic developments, is supported by empirical evidence.
Analysing the factors influencing current-account reversals, UNCTAD’s Trade and Development Report
2008 showed that, rather than being driven by the autonomous savings and investment decisions of domestic and foreign agents, current-account reversals
tend to be driven by external shocks emerging from
both goods markets and financial markets. In particular, improvements in the current account were usually
accompanied either by positive terms-of-trade shocks,
by a real exchange rate depreciation, or by panic in the
international capital markets followed by sudden stops
in capital flows.
The deeper reason why current-account imbalances are unsustainable lies in a fallacy of composition.
Countries becoming indebted against their trading
partners over extended periods sooner or later get into a situation where questions arise regarding the sustainability of their accumulated external debt, in other
words, their ability to service and repay this debt. However, a net debt repayment by a debtor country is only
possible when it achieves a current-account surplus.
This means that the creditor country must be willing to
turn its surplus position into a deficit position. Individual firms or households may be able to reduce their outstanding debt by “tightening their belt” or by increasing their income streams; this has no repercussion on
the current income of the creditor. However, this is
not possible in most cases of creditor-debtor relations
among countries. If a creditor country defends its current-account surplus by all means, it becomes very difficult or even impossible for the debtor country to turn
a current account deficit into a surplus, as required for
a net repayment of its external debt. This problem is
known as the “transfer problem”. It was analysed by
Keynes (1929) in connection with the reparation payments imposed on Germany by the Treaty of Versailles
after the First World War. He came to the striking conclusion that Germany, being forced to pay the repara-

tions in kind, would need to generate current-account
surpluses over an extended period and would have to
gain market shares at the expense of the allies, the beneficiaries of the reparations. If these countries refused
to give Germany that room for manoeuvre, the payment of reparations would be impossible.
It is tragic that nowadays Germany, the victim of allied conditionality at that time, fails to understand the
nature of its relationship with the southern European
members of EMU. Germany continues to insist that
“everybody has to improve competitiveness” (Merkel,
2013; and Schäuble, 2011) and to defend its international market shares. This attitude is directly preventing a solution to the euro crisis by creating a transfer
problem. As competitiveness is a relative concept and
current accounts will have to be balanced for the euro-zone as a whole (as the rest of the world will not accept current-account surpluses of such a huge block
and can enforce this by exchange rate manipulation),
the German approach violates fundamental logic.
2. Tough choices ahead
for the euro-zone

At the beginning of 2013 the rate of unemployment in
the EU stood at more than 12 %. In some southern European countries total unemployment exceeded 25 %
and youth unemployment reached a mind boggling
55 % or even 60 %. More than anything else, these
figures show the failure of the euro-zone to tackle the
problem that has emerged as the “euro crisis”. The dramatic drop in growth and employment was triggered
by the fall-out of the global financial crisis of 2008 and
2009. However, while Germany and most of the larger
countries were able to return to positive growth rates
rather soon, the debtor countries were deprived of the
means to fight the recession and they were forced into pro-cyclical policies at a dimension last seen in the
1930s.
The German mantra of “austerity as the only solution” (Schäuble, 2011) was imposed across the board
on all countries that asked for financial support when
their access to international capital markets ceased or
was blocked de facto by very high interest rates. An obsession with apparent fiscal problems is dominating
the debate. The conditions agreed by the Eurogroup
for access to financial support from the creditor countries have been centred on consolidating public budgets at any cost and as quickly as possible.
Clearly, differences in government bond yields between creditor and debtor countries were the first signal from financial markets indicating a split between
the “solid” and the “profligate nations” in the eurozone. But bond yields do not, as many believe, necessarily indicate a problem with the current budget
deficit or the stock of government debt in the country
concerned. A look back to the time before the creation of EMU reveals that bond yields did not sanction
countries with high government debt in any systematic fashion. Nominal bond yields diverged by a wide
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in euro, with the result that bond yields started to diverge. The ECB made several major attempts to contain the magnitude of the divergence, such as the two
long-term refinancing operations (LTRO) and the signal
of the ECB president to the financial markets that the
ECB would do “whatever it takes to preserve the euro”.
Thanks to these attempts divergences narrowed, but
they did not fully disappear.
With the obvious failure of the adjustment programmes to deliver what was expected, namely “adjustment” in terms of a reduction of both the public
budget deficits and the stock of government debt, uncertainty about the future of the euro remains high. At
present, the situation has been stabilized thanks to the
enormous power of the ECB to intervene and to cap
bond yields. However, this just means that the fire is
temporarily under control; it is still far from being extinguished.
In order to draw the right conclusions for the future
of the euro, it is important to fully understand what has
happened in the troubled nations up to now. The adjustment programmes as preFigure 19: Nominal 10YR bond yields
scribed by the troika have two
main elements. The first is fiscal adjustment, meaning cuts
in government spending and
higher tax rates. In a strong recessionary environment restrictive fiscal policies of this kind
inevitably worsen the situation.
Their negative impact on economic activity implies, as a rule,
a fall in government tax revenues and increases in public
expenditure owing to standing
obligations in the field of social
security and unemployment
benefits.
The idea expressed by parts
Source: AMECO database (Accessed: November 2012); own calculation. Figure 19: Nominal 10YR
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margin, but this mainly reflected differences between
countries’ overall level of interest rates. In real terms,
however, the situation was quite different (Figure 19).
Inflation-adjusted yields of Italian or Belgian government bonds were not much higher than those on German bonds, despite the fact that Italian and Belgian
government debt was close to three times the size of
German government debt (Figure 20).
This shows that in the past markets did not consider government bonds of EU countries to carry a default risk. Rather, they took into account the risk of a
devaluation of the currency in which the government
bond was denominated. The fact that the yields also
converged perfectly during the first decade of EMU
strongly confirms this point: as long as the danger of
a break-up of the eurozone was considered to be negligible, the convergence of nominal bond yields made
perfect sense. However, when the euro crisis emerged
the exit of countries in trouble could no longer be excluded, so that markets perceived an increasing risk
that the bonds of these countries might not be repaid
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Figure 21: ULC1 and real GDP – France (1999 = 100)
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Note: ULC defined as gross income per capita in ECU/euro of dependent employees divided by real
GDP per total number of people in employment.
Source: AMECO database (Accessed: November 2012); own calculations.

Figure 22: ULC1 and real GDP – Italy (1999 = 100)
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Note: ULC defined as gross income per capita in ECU/euro of dependent employees divided by real
GDP per total number of people in employment.
Source: AMECO database (Accessed: November 2012); own calculations.
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Figure 23: ULC1 and real GDP – Spain (1999 = 100)
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ty further. The assumption that
the average household has perfect foresight about its future
income streams and tax burden
means assuming the problem
away before a serious analysis has even begun. Uncertainty in the private sector should
be reason for governments to
spend more or to reduce taxes
in order to turn around perceptions in the private sector and to
induce more private consumption and investment. Governments doing exactly the opposite show that their policy is
based on an absurd model of
the economy, and one that policy makers are trying to implant
into the brains of the majority of
the citizens.
The second element of the
adjustment strategy is “structural reforms”, meaning mainly labour market reforms or, in
plain language, wage cuts. According to the German finance
minister (Schäuble, 2013) the
way out of the crisis consists
in improving the competitiveness of all eurozone countries.
In this reasoning, a rejuvenation of the EU and a better future for all can be brought about
when all countries that are now
in crisis copy the German model. Beyond the problems with
the concept of competitiveness
mentioned above, “structural reforms” aimed at lowering
wages are bound to fail. If pursued in many countries simultaneously, the result of wage
cuts will be a dramatic drop in
domestic demand in all these
countries and a collapse of the
trade flows between them.
As shown above, in Germany,
wage cuts directly reduced domestic demand; however, in all
European countries domestic
demand constitutes by far the
largest share of total demand,
and therefore wage cuts would
cause unemployment to rise
further (Figures 21–26).
There can be no doubt; the
worsening of the crisis in southern Europe is closely correlated

Real GDP

Note: ULC defined as gross income per capita in ECU/euro of dependent employees divided by real
GDP per total number of people in employment.
Source: AMECO database (Accessed: November 2012); own calculations.
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Figure 24: ULC1 and real GDP – Portugal (1999 = 100)
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Note: ULC defined as gross income per capita in ECU/euro of dependent employees divided by real
GDP per total number of people in employment.
Source: AMECO database (Accessed: November 2012); own calculations.

Figure 25: ULC1 and real GDP – Greece (1999 = 100)
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Note: ULC defined as gross income per capita in ECU/euro of dependent employees divided by real
GDP per total number of people in employment.
Source: AMECO database (Accessed: November 2012); own calculations.

Figure 26: ULC1 and real GDP – Ireland (1999 = 100)
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Note: ULC defined as gross income per capita in ECU/euro of dependent employees divided by real
GDP per total number of people in employment.
Source: AMECO database (Accessed: November 2012); own calculations.

36

with the application of the deflationary adjustment policies
(fiscal austerity and wage reduction) imposed by the troika. While France and Italy have
experienced a strong deceleration of growth even with unchanged growth of wages (and
respectively unit labour costs),
in all those countries that have
followed the “the troika treatment” in one way or another, the decline of growth since
2009 is stunning.
Greece, the country that has
brought down unit labour costs
more than any other country
has entered into a depression
and lost some 20 % of its GDP
compared to 2009. However,
despite these “achievements”
it has not reached a level of
competitiveness that would
enable it to reap some benefits
from the extremely painful adjustment in terms of higher exports (see Figure 7). Taking into
account the developments over
the whole history of EMU, the
adjustment of the Greek economy still falls short of what is required to restore its international competitiveness.
Paradoxically, those countries that have gone quite a
way in improving their competitiveness prove that this is
the wrong way for all the others. If France and Italy were to
pursue similar adjustments to
the smaller European countries on the periphery, the result would be a depression and
deep and long lasting deflation
in the whole euro area. Such a
development would most likely strengthen radical political
movements and put democracy in jeopardy. It would also lead public opinion to shift
against monetary union and
the idea of European integration more generally. On the other hand, without adjustment
France and Italy would further
lose in terms of competitiveness, so that a rebalancing of
their external trade would become impossible. Neither route
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is feasible. This shows that a solution to the European
crisis can only lie in an international cooperative effort,
including a major adjustment in the surplus countries,
especially Germany.
3. The balance of costs
and benefits of being a member
of EMU shifts rapidly

With German dominance over export markets and the
country’s unwillingness to change its economic policy model, the kind of conditionality attached to the adjustment programmes in the crisis economies and dysfunctional adjustment mean that the cost of remaining
a member of EMU is increasing rapidly. Against this,
the benefits of being a member, as described at the beginning of this study, are small and shrinking.
The disintegration of capital markets in EMU after
the financial crisis quickly reduced the benefit of being part of the monetary union and subject to common
monetary policy. The ECB engaged in containing the
divergence in long-term interest rates by introducing
the LTRO programme and by the verbal intervention referred to in the last section. While these helped stabilize the situation for a while, interest rate differentials
across countries have remained, adding to the unfavourable pattern of external competitiveness. The results are monetary conditions (interest rates and real
exchange rates) that are worse in absolute terms in
the deficit countries, where the economic situation
requires much stronger stimulus than in the surplus
countries. At the same time, record low interest rates
on government bonds in the surplus countries prepare
the ground for an easy consolidation of their budgets,
given that benign monetary conditions there stimulate
the overall economy.
This implies that the original divergence and the
overall direction of the adjustment programmes are
destabilising the monetary union to an extent that survival of the union itself is seriously put into question.
However, European policy makers do not appear to
recognize this fact. Nor are they willing to engage in a
policy effort to turn around the overall economy and to
stop the growing divergence. Therefore, disintegration
and eventual collapse of the union have to be considered seriously.
The ECB, in particular, would have to follow much
more consequently a policy approach that stops the divergence of long-term interest rates. But so far it has
been acting half-heartedly. On the one hand, the ECB
has pointed to the possibility of taking rigorous and
pivotal measures (“whatever it takes …”). On the other hand, it has shied away from actually implementing
such measures. Even worse, during the negotiations
with Cyprus the ECB directly obliged the government
of Cyprus to accept the conditionality imposed by the
Eurogroup by threatening to stop the provision of liquidity to the country’s most vulnerable banks. This
was a grave mistake and a violation of the role of the
central bank in a monetary union. The central bank has

to be the central bank for each country in an absolutely
non-partisan way and should not engage in blackmailing governments. The political conditionality attached
to the bail-out funds provided by the other European
countries is one thing. It is the result of negotiations between sovereign states, at least in the formal meaning
of the word “sovereign”. But liquidity provision by the
central bank is a different matter.
If the business model of individual banks turns out
to be no longer viable these banks have to be wound
down by the oversight authorities in an orderly manner
that includes the protection of depositors as laid down
in European rules and regulations. But if the business
models of the banks concerned become subject to
negotiations between governments, and the central
bank sides with these governments and puts additional
pressure on the banks to restructure or shut down in a
very short period of time, this sets a very bad precedent
and destroys the confidence of depositors in the common currency. Equal treatment of the clients of banks
throughout the monetary union, depositors and investors alike, is a precondition for a functioning monetary
order. This precondition has been violated in the case
of Cyprus.
4. An orderly exit from
EMU inside the EU

Cyprus is the first case of a country to be detached
from the generally agreed convertibility inside the eurozone. Restrictions on the movements of capital have
been imposed by the authorities of Cyprus but these
restrictions have been agreed by the troika. This means
that the currency union has effectively ceased to exist
as a single entity since it is not fully honouring its obligations. Moreover, the shock delivered to Cyprus and
the imposition on the country of the obligation to abandon its national economic strategy, virtually overnight,
have led to deep concerns regarding the future of Cyprus inside the eurozone. For the first time in the history of the European crisis, citizens have been shocked to
such an extent that it is no longer taboo to talk about an
exit from monetary union.
Indeed, as the economic costs of membership are
increasing and the benefits shrinking, several countries
have to consider the exit option. There is, however, no
easy way out of a currency union such as the EMU. To
devalue a currency that is already in circulation and to
break its fixed convertibility to another currency, as in
Argentina in 2002, is easy compared to the huge logistical and political challenges of introducing a new currency.
By far the biggest problem is preparing the population. It would be extremely difficult to keep such an
important step secret, or to execute it overnight, even
if some actions would have to take place quickly. But
in the case of the euro, the fear of losing part of their
savings would induce depositors to withdraw deposits from domestic banks and to transfer them abroad.
The result would be a bank run that would threaten to
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collapse the banking system. To avoid a collapse of the
banking system, it would be necessary to impose severe administrative controls on banks as well as controls on capital flows. In the case of Cyprus, however,
the troika has already imposed enormous losses on
depositors of the two biggest banks. Furthermore, the
troika and the Cypriot authorities have already imposed
restrictions on banking transactions and on capital
flows. The shock to the population is already close to
that of fully exiting the eurozone.
In addition to the immediate shock and to the need
to impose controls on banking and capital flows, exiting the euro would also create problems of monetary
circulation, particularly as banknotes take time to print.
Electronic money could be converted rapidly, depending on the law governing particular contracts. However, it would probably be necessary for the state to instigate fiat money with local circulation – IOUs of various
descriptions, often issued by local authorities – to meet
the needs of liquidity until the new currency was firmly
in place. For some time there would be monetary turbulence and parallel systems of pricing in operation.
The most complex technical problem in returning to
a national currency, however, would be finding a viable
new foreign exchange regime. The new currency could
be introduced at an administrative rate of 1:1 to the euro, but it would obviously depreciate rapidly in the FX
markets. For a small country like Cyprus that vitally depends on imports, the magnitude of the devaluation of
the new national currency would be crucial. If the new
currency was left entirely to the market, there would be
a significant risk of a fall in its value that would go far
beyond what would be warranted to restore the competitiveness of the country’s exports. Such a deep devaluation would cause constraints on the import side
that would be hardly bearable. The prospect of having
to call upon the IMF, shortly after the troika had lost
control over the country, would be a nightmare. But
this prospect could not be excluded as the vagaries
of an exit and the uncertainty about the future of the
country may drive demand for its currency significantly
down in the short-term. To preclude such a poor outcome, it would be worth considering a safety net provided by other EU countries.
Countries considering exit from the EMU in a situation similar to the one in Cyprus would think twice
before also exiting the EU. Continued membership of
the EU could prove important in maintaining ties with
the European common market, and thus the benefits
from access to export markets once competitiveness
was restored. The EU has a moral and practical obligation to prepare for such a situation, thus offering countries willing to take this big step a safe way out. The EU
could easily provide a safety net in the form of a monetary mechanism connected to EMU. It would even be
possible to revive aspects of the EMS that were prac-
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tised before the creation of EMU, and which still exist
formally. The new EMS could allow countries to peg
their new currency at a reasonable rate to the euro,
thus reducing the risk of becoming a punching ball in
the international financial markets. Such an “orderly
exit” would help preserve some of the achievements
and the spirit of European partnership, without keeping
countries in the straightjacket of EMU. The crisis has
shown that the latter has tended to destroy the amicable relations that have been built among European nations over the past five decades.
5. Neither a political union nor
a transfer union is the way out

Many people still dream of a politically fully unified Europe that would help overcome the difficulties currently faced by EMU. In our view that dream should not
guide politics. Given the obvious inability of the European institutions to appropriately manage the currency union, realistic observers have to admit that currency union was too ambitious a goal. The attempt to
advance more rapidly on the way towards political union by means of a currency union has not worked out.
Now, paradoxically, Europe has to retreat if it is to progress again.
At the core of the failure of EMU lie the German mercantilist economic model and the inability of the other
European countries to question this model openly and
to convince Germany that it is not even in that country’s own interest to opt for competition rather than cooperation between nations, in particular between the
members of the currency union. Acknowledgement
that the lack of a spirit of cooperation will be a fact of
life for the foreseeable future has to shape a reform of
the institutional arrangements for a peaceful division
of labour in Europe. This does not necessarily require
a currency union. Without such a currency union it
would become possible again to use currency devaluation as an instrument of economic policy and to fend
off the attempts by some countries to economically occupy others. Devaluation has indeed been the most frequently used mechanism in modern history to respond
to the attacks of an aggressive trading partner without
engaging in outright protectionism. A system of orderly devaluation (and revaluation on the other side) might
preserve much better the core idea on which economic
integration in Europe was founded, namely free trade,
rather than the current arrangements (UNCTAD TDR,
2010).
A transfer union, also seen by some as a way out,
is not feasible among independent and sovereign nations. No member of the EU wants to become dependent on one country, Germany, which could transfer
money to its neighbours to enable them to buy its products, but which would lead to a German dictate concerning the everyday conditions of life in Europe.
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Annex: A short history of European
monetary cooperation3
The 1970s: The first steps after the
end of US dominance – the search
for a further helping hand
in monetary affairs?

After the end of the Bretton Woods system, exchange
rate stability stood high on the European agenda. The
first major political initiative for a European monetary
union was launched as early as 1969, a time when the
decline of the Bretton Woods system was foreseeable
but not yet definitive. Many smaller European countries decided to voluntarily “tie their own hands” in
monetary affairs. The “snake” and the “snake in the
tunnel”, in other words bands of fixed exchange rates
around the fluctuating D-mark, were the first systemic
and regional answer to the unwinding of the global system of regulated exchange rate relations in 1973.
These countries sacrificed part of their economic policy power to the group as a whole or to Germany. But,
at the same time, they gained autonomy vis-à-vis the
power of markets and the influence of multilateral international organisations such as the IMF. The German
central bank de facto acted as a lender of last resort for
the system as a whole, although this role was never explicitly assigned, and even more importantly, in a critical
stage of the system the bank accepted the symmetrical
obligations of both the surplus and deficit countries.
A country’s decision to stabilize its nominal and real
exchange rate may formally be an autonomous national question; however, de facto it is at least a bilateral
affair. The country pegging its currency needs another country’s currency to peg to, thereby forming the
“anchor” of the system. The natural anchor for many
European countries at the beginning of the 1970s was
the D-mark. The D-mark had been consistently the
most stable currency after the Second World War and
Germany’s economy as a market for the products of
its neighbouring countries was large enough to enable
neighbouring countries to benefit from a stable value
of their currency against the D-mark.
Additionally, all participating countries in Europe
demonstrated the political will to head towards further
unification in many fields of economics and politics.
From the very beginning, Germany did not merely follow
the moves of the smaller countries with benign neglect,
but actively participated in the first steps towards forming a new European currency system as soon as the turbulence from the collapsing old system had been left behind. Indeed, monetary cooperation paved the way for
many other forms of cooperation, including fully-fledged
monetary union and a single European currency.
1971 to 1978: The snake

With highly integrated markets most members of the
EU had a strong interest in avoiding short-term exchange rate instability between their currencies. 4

Even from the beginnings of the erosion of the Bretton
Woods system in August 1971 to its final breakdown
in March 1973, a rather high degree of exchange rate
stability was provided by the first European attempts
to establish a genuinely European monetary system.
After the widening of the bandwidths around the dollar
parity to ± 2.25 % in December 1971, which enlarged
the exchange rate band between the non-dollar currencies to ± 4.5 %, the European countries almost immediately (April 1972) established a framework limiting these fluctuations to ± 2.25 %. This arrangement,
called the “snake”, was the forerunner of the famous
Exchange Rate Mechanism (ERM) of the European
Monetary System (EMS), and antedated most of its
institutional settings. The “snake” started with the six
EEC founding members. The UK and Denmark joined
quickly, but left the “snake” soon afterwards. Norway
and Sweden became associate members. Italy left in
1972, and France withdrew its membership twice: in
1974 and 1976. When Sweden opted out in 1977, the
snake only included Germany, the three Benelux states
and Norway.
At this stage, with growing real integration and
looming initiatives for greater political cooperation but
rather unsettled European monetary affairs, Helmut
Schmidt and Valéry Giscard d’Estaing, the German
and French political heavyweights at the time, took the
initiative to head for a much more comprehensive approach to European monetary integration.
1978 to 1988: EMS and ERM

At the high time of monetarism and floating, and accompanied by much public and academic criticism, in
1978 the German chancellor and the French president
brought forward their idea to establish a new system of
fixed exchange rates for the member countries of the
European Union. The system was adopted in principle
at the European Council in Bremen between 6–7 July,
1978. Its concrete shape was decided by the European
Council in December of that year.
The new scheme, called the European Monetary
System, became effective on March 19, 1979 and, with
some modifications, was operated in its original form
until the beginning of European Monetary Union on
January 1, 1999. Without doubt, the EMS constituted
an important intermediary step to European Monetary
Union.
The overall characteristics and the performance of
the EMS shall be reviewed along with the following aspects:
3 This section is based on a study by Peter Bofinger and Heiner Flassbeck, which
was sponsored by UNCTAD in the year 2000. 4 The value of money in time and
space. This explains why Germany was especially interested in the exchange rate
mechanism. Despite this, many economists (see Melitz, 1987) are still unclear about
the rationale behind Germany’s participation.
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–	Main features of its founding members in 1979
–	Design of the institutional framework of the exchange rate mechanism
–	Main achievements of the ERM between 1978 and
1999
–	The big crisis of 1992/93 and how it could have been
avoided
The founding members
As of March 1979, all (ten) EC member countries participated in the EMS. However, the United Kingdom
and Greece did not become members of the ERM.
Thus, their membership was of a purely formal nature,
except for the fact that their currencies were included
in the new European currency unit (ecu) basket.
At the start, the eight ERM participants were rather heterogeneous in many respects. Their population
varied from 360,000 inhabitants (Luxembourg) to more
than 60 million inhabitants (Germany). The per capita
income of the poorest country (Ireland) was only 58 %
of that of the wealthiest country (the Netherlands). The
inflation rate in Italy of 15 % was more than three times
higher than the German rate of 4 %. And while Germany was still close to full employment with an unemployment rate of 3 %, Italy was facing a serious unemployment problem with a rate of nearly 8 %. The same
is true for openness.5 While the three Benelux countries were extremely open economies (openness ratio
of 50 % and more), France with 18 % was a relatively
closed economy. The ratio of trade conducted with other ERM members (in relation to GDP) varied between
31.5 % in Belgium and only 7.6 % in France.
Notwithstanding these remarkable differences,
most ERM member countries were convinced that
stable monetary conditions could best be achieved
through monetary cooperation instead of monetary
disintegration. At the time, and immediately after the
second oil price explosion, inflation was a serious problem for many European countries. Given the credibility
of the Bundesbank and Germany’s extraordinary low
inflation rate, high-inflation ERM members used a stable nominal D-mark exchange rate as an external anchor to bring down domestic inflationary expectations.
The second important link between these countries
was their membership in the European Community
(EC) as the EU was called at that time. The provisions
of the Treaty of Rome, which had established the EC’s
forerunner, the European Economic Community, had
two major implications for exchange rate policies:
–	EC members were obliged to guarantee the “free
movements of goods” within the Community by
abandoning all taxes and other barriers to trade visà-vis other member countries (Articles 23 to 31 of
the Treaty in its present form). The “common market” for goods was an effective tool of integration
for countries located within a rather concentrated
regional area. Almost all major European economic
centres are concentrated within a distance of 1000
kilometres around Frankfurt.
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–	For agriculture, the Treaty of Rome had envisaged
a scheme of strictly regulated prices in all member
countries, and thereby established the so-called
“common agricultural policy”, one of the major instruments to unify member countries’ interests in
the most critical sector after the war.
Obviously, there was widespread agreement that
short-term exchange rate instability could have disastrous consequences for both areas. The underlying
idea was that in an area without trade restrictions and
very low transportation cost, the effectiveness of the
“law of one price” in comparable markets would be
dramatically reduced by volatile exchange rates overshooting fundamentals time and again. In a centrally
organized agricultural market with unified prices, major deviations from the “law of one price” induced by
exchange rate changes would also create major problems. The organisation of the common agricultural
market fully relied on a common price policy. For many
products intervention prices had to be set on an annual
basis in a common currency. Strongly fluctuating exchange rates would have provided opportunities for arbitrage which would have impaired or benefited local
producers in an arbitrary way. To deal with the problem
of cases of adjustments in the official exchange rates,
a complicated system of “green parities” and compensating payments had to be installed.
The ERM
Core of the design of the ERM was the so-called “parity
grid”, a matrix of bilateral exchange rates that defined
for each member currency a parity vis-à-vis all the other
ERM currencies (the Belgian and the Luxembourg franc
were treated as a single currency since both countries
had established a currency union years before). Around
this parity, a band of ± 2.25 % (for the lira of ± 6 %) was
fixed to allow some movement. After the 1992/93 ERM
crisis, the band was widened to ± 15 %. It constituted
an upper and a lower intervention point for all currencies. The symmetry of the bilateral parities implied that
when currency A reached its upper intervention point
vis-à-vis currency B, currency B would simultaneously reach its lower intervention point vis-à-vis currency
A. Thus, if a currency pair drifted to its band limits, two
central banks would be obliged to intervene.
The formal symmetry of the ERM’s intervention obligations has induced some confusion about the adjustment processes underlying the whole system. As
in the old Bretton Woods system the crucial question
was whether the country with the weak currency (in
more traditional language the “deficit country”) or the
country with the strong currency (the “surplus country”) would have to bear the brunt of adjustment in the
case of shocks.
However, a number of cases occurring during the
1980s show the logic of the system. For example, the

5 Defined as the average ratio of exports and imports to GDP.
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French franc came under attack and depreciated visà-vis the D-mark with both reaching their intervention
points. The central bank of both countries, the Banque
de France (BdF) and the Bundesbank, were formally
obliged to intervene on the foreign exchange market.
Hence, the Banque de France was required to buy its
own currency and supply the market with D-mark. To
do that, it could either use its own reserves or use the
credit lines of the “very short-term financing” (VSTF).
This credit mechanism of the ERM was unlimited in the
short-term. But credits used had to be repaid by the
debtor central bank in assets other than its own currency, in principle six weeks after the end of the intervention month.6 The credit could be prolonged but it was
limited to relatively small quotas.
Thus, for its interventions the BdF was operating under a strict budget constraint that limited its ability to
cope with a persistent speculative attack simply by
means of (sterilised) intervention. In other words, the
central bank of the currency under threat of depreciation is always in a weak position. It has the option to
raise interest rates or to devalue. As the Bundesbank
was the central bank with the most stable currency and
the anchor of the system, without direct assistance
from the Bundesbank the BdF had no other possibility
but to adjust towards the Bundesbank’s policy stance.
Indeed, the Bundesbank was simultaneously required to support the franc by buying franc assets and
supplying D-mark to the foreign exchange market. But
the rules of the ERM treated interventions that were
carried out by the central bank with the strong currency
just like a VSTF credit to the central bank with the weak
currency. In other words, whenever the Bundesbank
acquired franc deposits, it immediately transferred
them to the BdF, which was debited on its VSTF account. Correspondingly, the Bundesbank was credited
on its VSTF account. As all accounts were denominated in ecu, for the BdF the intervention by the Bundesbank had exactly the same effect as its own intervention, namely to create an increasing indebtedness in
the VSTF. As in the first case, to avoid insolvency, a policy adjustment (devaluation or interest rate increase) by
France was required whereas the increase in reserves
did not necessitate any policy reaction in Germany. The
liquidity effect of the interventions could have been
easily sterilised by the Bundesbank. Thus, the adjustment mechanism was asymmetric as speculative attacks never changed the monetary policy stance of the
strong country but always forced substantial increases
of the short-term rates of the countries with weak currencies.7
Thus, in spite of its formal symmetry the ERM implied asymmetry and protected Germany against the
high inflation rates that prevailed in some of the other
countries at the start of the EMS. The credit mechanism was designed with the intention to provide unlimited funds for temporary speculative attacks, but to
discourage the support of unsustainable exchange rate
levels.

But, despite its importance in the adjustment mechanism, the definition of unsustainable exchange rates
had been rather vague from the beginning. The Council resolution of December 1978 just states that (Paragraph 3.2): “Adjustments of central rates will be
subject to mutual agreement by a common procedure which will comprise all countries participating in
the exchange rate mechanism and the Commission.
There will be reciprocal consultation in the Community framework about important decisions concerning
exchange rate policy between countries participating
and any country not participating in the system.” The
resolution, different from Bretton Woods regulations,
did not try to specify any concrete reason for a realignment.
The EMS
Overall, the European Council achieved its target of
creating a “zone of monetary stability in Europe”. Europe became a zone of stability of the value of money
in space as well as in time (Wicksell), in other words,
it achieved stable domestic price levels and stable exchange rates.
After a bumpy start, and as a consequence of the
second oil price shock, inflation differentials vis-à-vis
Germany increased in several countries in the first few
years of the 1980s; the second half of the 1980s saw a
significant improvement in inflation convergence. The
monthly variability of bilateral exchange rates declined
directly after the start of the ERM and it was considerably lower than the variability vis-à-vis non-ERM EU currencies and vis-à-vis the US dollar.
However, the nominal D-mark exchange rate paths
that the ERM members targeted were associated with
very different real exchange rate paths. While France,
Denmark and the Benelux countries maintained a relatively stable real exchange rate vis-à-vis the D-mark, Italy and Ireland experienced a massive real appreciation
before 1992/93. The strong nominal depreciation following the 1992/93 crisis corrected this disequilibrium
to some extent, but the lira may have entered EMU at a
rather high real exchange rate.
The short-term stability of nominal rates was the
result of intensive intervention. Within the ERM two
forms of interventions have to be differentiated:
– marginal interventions were carried out when a currency reached its bilateral intervention point, and
– intra-marginal interventions were used at the discretion of individual central banks at exchange rate
levels within the intervention points. ERM central
banks made use of this option to avoid sending signals of distress to the markets.
Intervention activity in the ERM was rather high
throughout its whole lifetime. The data that are available indicate that intra-marginal interventions were fre-

6 After September 1997 (the Bâle-Nyborg-Agreement) this period was extended
to two and a half months. 7 This is also confirmed by Gros and Thygesen, 1998,
p. 174.
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quently used to smooth the path of nominal exchange
rates. During the 1980s, marginal interventions remained relatively limited reflecting the need for real
exchange rate adjustments. During and after the ERM
crisis of 1992/93 marginal interventions reached very
high levels, the latter indicating the desire of the ERM
members to keep exchange rate variations within limits
despite the widened band of ± 15 %.
Overall, the ERM was successful in bringing inflation
down in a number of member states. From the very beginning many economists regarded the ERM mainly
as a device for disinflation with rather low macroeconomic costs. Giavazzi and Pagano (1998) stressed the
advantages “of tying one’s hands” by a credible commitment to an exchange rate peg vis-à-vis the D-mark.
But there was a major difficulty in achieving the right
balance between domestic stabilisation and exchange
rate stabilisation once the contagion effects of currency turmoil led to speculative attacks on countries with
sound economic fundaments. Moreover, asymmetric
intervention rules became a fatal burden for the whole
system when the Bundesbank tightened further its already restrictive monetary policies in 1990/91 – despite
clear signs of recession all over Europe – in order to limit the inflationary risks of German unification.
The crisis of EMS in 1992

Towards the end of the 1980s, with progress in inflation convergence and the idea of a European monetary
union arising on the horizon, nervousness had been
spreading all around Europe. Even the three big contenders to Germany: France, Italy and the United Kingdom, different from tip to toe as they were, decided to
get hold of a piece of the big political cake of monetary union by tying their own hands. They fixed their exchange rates and joined the ERM in 1987.
Despite the rather high and much discussed entry
rates, time seemed to be on their side. After the stock
market crash in autumn 1987 the central banks in the
United States and Germany lowered their interest rates
to historical lows despite the fact that the effects of the
crash on the real economy were rather limited. Strong
monetary stimulation at such a late stage of the recovery triggered a new round of frantic cooperate investment spending. The growth performances looked
splendid; all the major economies reached growth
rates of 4 % or more.
However, inflation performance was much more
mixed in the crucial period between 1987 and 1992.
Whereas the traditional low-inflation countries including the United States contained inflation at 4 % despite upbeat growth, in Italy and in post-Thatcher UK
inflation flared up reaching 8 % and more. In terms of
the growth rates of unit labour costs in national currencies, the decisive measure of competitiveness in a
fixed rate system (UNCTAD TDR, 2004), both countries
fell behind at an even more rapid pace. Germany, Austria and France saw a very moderate reaction in wages
to falling unemployment and rising growth rates, the
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rise in unit labour costs remained subdued and below
inflation. In Italy and the UK nominal wage growth exploded and drove unit labour cost increases from 4 %
to close to 10 % in the three years following their entry. The accumulated loss of competitiveness between
1987 and 1991 eventually amounted to 23 % in Italy and 28 % in the UK, compared to Germany and the
others including France. This was reflected in a huge
swing in the current account from surplus to deficit in
both countries.8
When the tide of the global economy turned in 1990,
US monetary policy quickly stepped in and lowered its
interest rates. Germany’s economy, however, stimulated by a unique boost in demand from the Eastern part
of the country, did not show any sign of a slowdown.
The German central bank decided to stop the overheating economy by all means. Policy interest rates in
Germany reached a high of 8 % in the summer of 1992
sending shockwaves around the world and demonstrating Germany’s unmistakable will to pay a high European price to reach its own inflation target. For all
those European economies that were not directly and
to a large extent benefiting from the German unification boom this policy stance was unacceptable.
From the perspective of the financial markets, the
three big newcomers to the EMS were subject to the
same dilemma, namely having to choose between the
Scylla of a deepening recession on the one hand and
the Charybdis of leaving the EMS on the other hand.
Hence, the markets expected big gains from holding
D-mark assets and the respective losses from assets of
the three newcomers. With mounting pressure to depreciate their currencies, politicians in all three countries desperately asked for assistance from the system
and the Bundesbank. In the cases of Italy and the UK
however, governments and central banks knew that
there was nothing to gain, given the dramatic losses in competitiveness and the obvious overvaluation
of these currencies. Both currencies were supported
only half-heartedly and had to be devalued in the end.
The UK left the system and its finance minister Lamont
(“we will never devalue”) resigned.
On the other hand, France insisted that it had been
playing within the rules of the game and deserved the
kind of symmetric treatment that the letters of the European treaties had promised. Eventually, France’s
stubbornness proved to be justified. France, not unlike
Austria and the Netherlands, had been able to preserve
its competitive position after entering the EMS. The
fact that France had come under pressure in the financial markets did not prove that its external situation was
unsustainable. Notably, its overall economic situation

8 Krugman’s description of the European crisis as a “second generation model” of
financial crisis is at least misleading. Although Krugman (1998) weights the fiscal
situation of the countries in crisis heavily, Krugman does not take into account how
quickly they all turned around after the depreciation of their currencies despite high
budget deficits. There have not been several generations of models but only variations on one theme, namely a loss of competitiveness and rising current-account
deficits.
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at the time was gloomy compared to Germany or Austria and depreciation would have been an easy way out
of recession. However, the decision by the French government to stick to the “unwritten” rules of the game
(use depreciation only in the case of external disequilibrium) was confirmed in the end. In other words, the
markets got it wrong in the French case whereas for
the UK and for Italy the attack was justified. The bold
move of the French authorities to challenge the wisdom of the market proved to be right: the band was
widened formally, but the core rate of the French franc
never changed until it entered the EMU.
The 1992/1993 currency crisis in Europe highlights
the role that governments and central banks, through
monitoring and steering the system, have to play. The
attempt to moderate capital flight out of the pound, lira and franc would have been justified in either case.
However, thorough analysis of the fundamentals of the
economies involved reveals that there was a need to
adjust the pound and the lira to a certain extent but no
need at all to adjust the franc. There was no reason to
fear panic or a total collapse of the EMS.
The lesson to be learned from this event in Europe
concerns the macroeconomic steering of such a system. A better “early warning system” inside the EMS
would have prevented systemic crisis. If the authorities of the EMS as well as the national authorities of
all the countries involved had realized at a much earlier stage that the situation of the lira and the pound
had become unsustainable, they could have reacted
much earlier and depreciated the currencies of the two
high-inflation countries in 1989 or 1990. This would
have avoided the worst troubles of the crisis and prevented a country such as France from becoming a victim of the contagious effects of a general speculation
against currencies with fixed exchange rates.
The crisis phenomenon and the waves of speculation
occurring frequently in systems of fixed and semi-fixed
exchange rates could give rise to the impression that
an anchor approach to stabilizing the external and the
internal value of money is counterproductive in most
cases. But things are not so simple. Anchoring a small
and very open country’s currency has in several cases
proved to be a very effective method of stabilizing the
domestic price level. The main economic policy target
many anchoring countries had in mind was not the ex-

ternal value of money but the domestic value. And it is
here where the approach has proved to have its merits
time and again.
This is true for the small anchoring countries in Europe such as Austria, the Netherlands and Belgium. In
these countries inflation has been subdued for decades in the same way as in their anchor country (Germany), and they have been able to adjust to shocks
as effectively. Nevertheless, the anchor approach
has been successful in some larger countries such
as France and Italy too. Although France fixed its exchange rate later than the smaller countries and the
adjustment was not always as smooth, France managed to fully catch up with the German inflation performance. But even a country like Italy, which was the
subject of many speculative attacks and backlashes
during its adjustment process, finally converged in
terms of growth rates of unit labour costs and flexibility in case of shocks. The growth rates of unit labour
costs over time demonstrate the enormous convergence performance of the European countries in the
phase that could be called the third oil price explosion
of 1999 and 2000. Wage growth in a formerly high-inflation country like Italy does not exceed productivity much more than in the low-inflation area including
France, Germany and Austria. Unit labour costs in the
whole region have not risen at all in response to the oil
price hike.
Given the fact that recently the United Kingdom and
the United States (countries with flexible exchange
rates) have also been successful in terms of speed and
sustainability of adjustment to shocks, the question is
self-evident whether this success has to be attributed
mainly to the anchor approach or to other factors. Of
course, Western industrialized countries have developed different institutional arrangements on the labour
and the goods market to stabilize the internal value of
money and quite different arrangements have proved a
successful means of doing the job. However, for some
countries’ economies external pressure (pressure
coming through the import and export channel) has
been superior to domestic economic policy pressure
alone. Italy is the most prominent example of a rather
big country in which the domestic institutional framework has hardly ever been sufficient to stabilize monetary conditions.
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