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Chapter 1 m
Introduction Check or

Stephany Griffith-Jones and Bettina De Souza Guilherme

This book is the result of the 3 years comparative and multidisciplinary Jean
Monnet Network, “Crisis-Equity-Democracy for Europe and Latin America”, of
senior academics and policy advisors from four European and three Latin
American countries, including experts on the European Union and Latin American
regionalism.

The rationale of the project and the common link is that both Europe and Latin
America can learn from their respective experiences on “crisis”, its management
and the distributive and democratic implications at national and regional level. The
Latin American debt crisis of the 1980s and the global financial crisis of 2008 and
the following Eurozone debt crisis have much in common in regard to their eco-
nomic and social impacts and the following wave of populism and polarisation.
Furthermore, the research and exchange in the network clearly showed that these
crises are symptoms and consequences of the same systemic flaws inherent both in
the present EU and global financial, economic and governance system. Given that
both regions face fairly similar global unsustainability challenges, from a macro-
financial as well as an environmental point of view, their similarities should call for
the joint elaboration and implementation of a bi-regional strategic alliance for
addressing the roots of the global crisis.

S. Griffith-Jones
Initiative for Policy Dialogue, Columbia University, New York, USA

Institute of Development Studies, Sussex University Brighton, Brighton, UK

B. De Souza Guilherme (D<)
Founder and Co-coordinator of the Jean Monnet Network “Crisis-Equity-Democracy for
Europe and Latin America”, IRELAC, Rio de Janeiro, Brazil

European Parliament, Brussels, Belgium
e-mail: bettina.desouza@europarl.europa.eu
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The main purposes of the project can be summarised as to (1) locate in the cur-
rent global financial system one of the very major causes of the financial and debt
crises in the EU and Latin America; (2) map and evaluate how both regions and
individual countries within both regions have tried to manage these crises; (3) dis-
cuss the economic, political and social effects of theses crises on both regions and
individual countries; (4) and, finally, to make policy suggestions on how to transi-
tion from finance capitalism to a more sustainable real capitalism, on how both
regions can better manage/govern/respond to such systemic pressures and on how
they can increase their cooperation.

The book begins in Chap. 1 with a theoretical introduction which includes a
chapter by Stephan Schulmeister that explores the effects of the paradigm change
on economic policies in Europe and in Latin America and a second chapter by
Christian Ghymers, which analyses some key systemic aspects of the global crisis,
i.e. climate change, macro-financial instability and the weakening of democracy and
upon their inter-connections. These intertwined aspects reflect myopic prices, the
non-incorporation of externalities as well as the lack of needed regulation of finan-
cial markets and are also linked by the way public decisions are biased towards the
short-term, and influenced by vested interests.

The following chapters are divided in five parts. The second part explores aspects
of regional governance and how the economic and financial crises were managed in
Europe and Latin America. The chapters share a common diagnosis that, with the
breakup of the Bretton Woods System and the following liberalisation of capital
flows and deregulation of financial markets, the emerging countries have been sub-
ject to bubbles and crisis, in which they were confronted with capital flight to safe
havens similar to what occurred later to the countries in the euro area most affected
by the crisis and in both cases their central banks did not have the control over the
currency in which their debts were denominated. Paul De Grauwe, for instance,
compares the situation of a debtor country within the Eurozone to the status of the
emerging countries in a debt crisis and reveals similarities because “they cease to
have control over the currency in which their debt is issued. As a result, financial
markets can force these countries’ sovereign defaults. This makes the monetary
union fragile and vulnerable to changing market sentiments” (De Grauwe 2012).

In both regions, debtor countries had at most insufficient (public) debt relief but
suffered major (internal) devaluations (lowering of real wages and pensions and
cuts in essential public services, especially health and education) and a prolonged
period of economic stagnation, decline or low growth. The IMF adjustment pro-
grammes for Latin America and the Troika programmes for Europe’s debt crisis
countries bear indeed strong similarities and economic and social consequences
leading to a lost decade, decline of the middle class, lowering of living standards of
poorest people and fall in investment, the increase of inequality and poverty by
reducing the role of the state, cuts in public services and social spending. Griffith
Jones identifies the vulnerability of European creditor banks to debt reduction as a
key problem in the euro area debt crisis, as it was in the Latin American debt crisis,
which was managed in the interests of the creditor banks and countries: this is in one
sense much more serious in the European case than in Latin America, because the
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main lender to Southern European countries were creditors and investors from other
European countries. This and major flaws in the architecture of EMU as well as
their lack of accountability played against an EMU crisis management based on the
“general interest” of the European Union and are a major cause for the publicly
displayed conflict between debtor and creditor countries leading to a nearly existen-
tial crisis of Economic and Monetary Union, much to the detriment to the European
Union’s image within the European Union, in Latin America and globally.

Comparing the crises of the 1980s, 1990s and 2010s, we can identify failures of
the coordination of both macroeconomic policies and the absence of debt restructur-
ing mechanisms at international level (both at EU and at the global level). Failures
in providing these coordination efforts could entail, as was the case in the 1980s,
and is again in the 2010s, a delay in implementing the required solutions making the
social cost of these episodes more profound (Sanguinetti 2014).!

There are, however, differences in timing and sequence of events, in the strength
of the “social model”, and concerning the process of regionalism. Latin America
has been a pre-runner or prototype of debt crises, but both the social model and
regionalism are much more developed in Europe. In fact, in Europe, where both
debtor and creditor countries were in the same economic area, the European Union
has been both part of the problem as a trigger of the crisis and key to solutions of the
crisis. In Latin America, regionalism never achieved the same level of integration,
nor was there a serious ambition or project that could pair the EU. At the time of the
1980s Latin American debt crisis, there was an attempt to coordinate different Latin
American debtor positions (in the ad hoc Cartagena Group), but it had limited
impact, due to insufficient political commitment by the Latin American debtor gov-
ernments and effective divisive tactics by the creditor governments. Furthermore,
creditors were outside Latin America. Moreover, regional organisations have been
much more of a political nature in Latin America. Except for the recent results of the
Pacific Alliance, even the organisations, which prioritised the liberalisation of trade
such as Mercosur, never achieved full free trade. Additionally, due to the increasing
political polarisation in the last years, the existing regional organisations even lost
the capacity to effectively intervene in the cases of (political) crisis to mediate a
solution.

The volume takes account of these differences by having a strong focus on the
analysis of the architectural flaws and the democratic deficit of the Economic and
Monetary Union and analysing and proposing a number of reforms of EMU, rang-
ing from Treaty reform to reforms not requiring Treaty reforms. It presents propos-
als on policy priorities, including development and strategic partnerships promoting
the green transition, greater cooperation for SMEs and a macroeconomic coopera-
tion between the two regions in the framework of a renewed strategic alliance. The
proposals thus foresee both the reforms to fix the problems, which triggered the

' Sanguinetti Pablo, Comments on “The Latin American Debt Crisis in Historical Perspective” by
José Antonio Ocampo in Stiglitz, Joseph E. (2014-07-23). Life After Debt: The Origins and
Resolutions of Debt Crisis (International Economic Association) (Kindle Locations 2943-2944).
Palgrave Macmillan. Kindle Edition.
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crisis, and proposals, which lead the way out of the crisis and into a more sustain-
able future for both regions with the EU as a motor.

On Latin America, we address the issue of regionalism in three chapters: one on
the structure of crisis management at regional level, a second one on the impact of
crisis on regionalism in the region and the third on the structural lack of total factor
productivity increases, which includes proposals for improving it including by a
strategic alliance with the EU. The second one deals mainly with the impact of the
crisis in some of the regional key players on regionalism and the effectiveness of
regional organisations addressing crises. Furthermore, it is obvious that the failure
of an adequate crisis management based on solidarity at European level, the applica-
tion and enforcement of similar adjustment programmes as in Latin America in
spite of Europe’s pride in its social model and social market economy, had the con-
sequence of undermining confidence and enthusiasm for the European Union.

The third and fourth parts explore the impact of the crisis in Europe and Latin
America, at the national and regional levels, including the political polarisation and
rise in populism. The crisis in Latin American countries follows a different timeline,
and the developments in Latin America seem to be ahead of Europe. In the after-
math and possibly as a reaction of the lost decade of the 1980s and the intensive
austerity programmes, most of the key countries in Latin America experienced a
“pink wave” of more left-wing and/or populist governments, followed by a “blue
wave of neoliberalism”. The interesting point in common between the two regions
is that after the crisis and the austerity era, political positions, parties and govern-
ments seem to be more polarised and less stable. Some of the European populist
parties on the left, such as Podemos or Syriza, were to some extent taking these
movements and their strategies as a model. However, in Europe, left-wing parties
and other organisations were not able to benefit from the “systemic crisis of neolib-
eral capitalism” to use the momentum to change both European and Global gover-
nance, while the “pink wave” did lead to establishment of a number of regional
organisations and the rise at least of Brazil as one of the BRICS and motor of South-
South and sustainable development for a certain period, i.e. until about 2013.

During this period, in Europe, the financial crisis and the following and overlap-
ping migration crisis with an equally “poor” crisis management and lacking solidar-
ity by the European Union both furthered the rise of right-wing populism,
xenophobia, nationalism and euro-scepticism jeopardising liberal democracy,
regional integration and multilateralism. This poses an obstacle to put into place the
necessary reforms in the design of the European Union to remedy the revealed flaws
of EMU’s architecture and keeps the inbuilt weaknesses. A re-nationalisation of
political competences will rather further increase the vulnerability in a system of
global financial markets without adequate political and democratic governance and
regulation. The current political wave is one of a retreat into national populism and
putting into question regionalism, the wurgency of climate change and
multilateralism.

Given the rise of nationalism, soveranism and populism, Part IV contains five
articles on these topics and their impact on regionalism, including a chapter on the
populism in Europe. Additionally, a number of case studies in Part III, such as
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Greece, Italy, Portugal, Venezuela and Brazil, have integrated the rise of populism
within the analysis.

While the starting point in both regions are financial crises caused by deregulated
financial markets in the aftermath of the break-up of the Bretton Woods system, the
research also analyses the governance and legitimacy crisis regarding the crisis
management and economic, social and political consequences at EU level and at
national level in a sample of the debtor countries. Greece was chosen for not only
being a highly indebted country at the moment the crisis broke out (in fact triggering
the Eurozone debt crisis) but also having been submitted to intentionally tough and
punitive austerity programmes, with extremely negative effects on the economy and
the majority of its people, which were clearly and repetitively rejected by its popula-
tion. Additionally, the Greek sovereign debt crisis led to a nearly existential crisis of
the euro area through the risk of contagion. Portugal had been suffering from a lack
of competitiveness. While the first (right wing) government rather outperformed the
Troika adjustment programmes to implement pro-market structural reforms, the
electorate as a consequence exchanged the government for a left-wing coalition
which turned the Portuguese programmes into a success story of a country undergo-
ing adjustment programmes, with a high degree of ownership taking into account
the policy choices of the population, and with a more pro-Keynesian macroeco-
nomic policy, that yielded positive results.

Italy went through an economic and political crisis triggered by the sovereign
debt crisis and amplified by the incomplete structure of the Eurozone. The ingrained
causes were the long-term structural problems and high public debt levels, leaving
it vulnerable to external shocks. Italy did not undergo a Troika-led adjustment pro-
gramme; however such adjustment was imposed by a technocratic government
implementing austerity measures and reforms to signal to markets and stop the spi-
ral of distrust and negative self-fulfilling expectations, but in fact so far not (suc-
cessfully) addressing the sources of the problems, in particular the lack of total
factor productivity growth. Italy is the example for a bigger and more powerful
crisis country in which the disaffected voters turned for a time to right-wing parties,
which temporarily became part of the government and confronted the other
European partners by putting into question the existing rules of Economic and
Monetary Union.

For the case studies in the region of Latin America, we have selected a number
of key players undergoing major crisis with economic and political consequences
for the entire region: Brazil, which had developed into the regional leader of South
America, and Venezuela, which promoted and actively supported a populist and
ideological anti-market regionalism. Brazil and Venezuela are addressed in a more
in-depth analysis which focuses predominantly on the contemporary (political) cri-
sis, including the rise of polarisation and populism, although it is clear that eco-
nomic development and political crisis constantly feed on each other and can never
be regarded as completely independent. Another interesting aspect we address in
our volume is the rise and role of new social movements and new political parties
both in Latin America and in Europe. In Venezuela and Brazil, we can observe the
mobilisation of major social movements and protests as a turning point of the “pink
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tide”, the left-wing governments, with the subsequent loss of public support, leading
in both cases to a regression of the democratic development. In both cases, the eco-
nomic and political crisis is partly related to the “resource curse”, with an over-
dependence on petrol and other primary resources and major corruption scandals and
the decline of the economy in line with the fall of petrol prices. In the case of Venezuela,
the mixture of the economic mismanagement and even humanitarian crisis, the politi-
cal crisis and the foreign political tensions with the USA led to the conversion of the
government into a left-wing authoritarian regime. In Brazil, the economic slowdown
was used as a window of opportunity to impeach the elected president accusing her of
creative accounting and reversing the left-wing government agenda into a Washington
Consensus programme. At the following elections, the most popular (left wing) candi-
date was impeded to stand for elections by a judicial-political intrigue, paving the way
for a populist authoritarian regime from the extreme right.

The crisis has also recently led to violent events even in successful economies in
Latin America, like Chile, a country which in spite of very impressive growth (till
recent years) and poverty reduction achievements had not only a very unequal
income distribution but also still a rather extreme version of the market economy, in
aspects like pension system, health and education. Therefore, this country also faces
major challenges not just to restore growth but to significantly improve income
distribution, as well as make important reforms in its economic development model,
especially in sectors like its pension, health and education systems away from an
extreme market economy, to a more balanced model, that involves a greater role of
government institutions to deliver public goods, like good health and education at
reasonable cost for all, including the poorer segments of the population, as well as
sufficient pensions for the relatively poorer people, via solidarity redistributive
mechanisms. Moreover, we also analyse the impact of their crisis on regional insti-
tutions in Latin America and regional integration. The book furthermore has a com-
parative study on the economic policies of Argentina, Brazil and Mexico.

One of the main conclusions of the network and project that is both valid for
Europe and for Latin America is that the current financial system provokes eco-
nomic, social, ecological and political instability and urgently needs to be reformed.

The last chapters, in Part VI, present proposals of the network reaching from the
transition from finance capitalism to an economically, socially and ecologically sus-
tainable real capitalism, to reforms in both regions and at the inter-regional level of
EU-LAC relations. The increase of inequality in some countries and weakening
of the middle classes as well as insufficient and slowing down of income increase of
the poorer segments in recent years led to the loss of trust in the traditional political
parties, often captured by the financial markets, an increased polarisation and the
rise of populist forces, parties and political leaders. To give an answer to these
developments, and in order to introduce more “stability”, “sustainability” and
“equity” into the current European and global model, Europe has the potential
and the responsibility to develop a European “Eco-social model” as a prototype and
motor for a global “Eco-social model”. The book introduces the potential of mod-
ernising and enlarging the welfare state as probably the most important fundament
of a new/renewed “European identity”. New labour time models as prerequisite for
continuing economic growth with continuous implementation of technical progress
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(raising labour productivity) and sustained full employment are desirable aims. An
active modern industrial policy, partly funded by public development banks, which
can help redirect also private finance to key sectors, is also essential to make growth
sustainable, inclusive and dynamic.

The network considers the bi-regional EU-LAC cooperation as a further stepping
stone in stimulating and reviving multilateralism and improving global governance
through a “macroeconomic dialogue” between academics, civil society and offi-
cials, a “public-private strategy with a view to improve the joint competitiveness
and the participation in GVCs in the global markets” as well as sustainable invest-
ment projects promoted via the EIB, targeted to achieve the new “green and social
deal” for Europe, Latin America and globally. A more intensive cooperation of the
two regions could be not only be mutually beneficial in times of major trade ten-
sions but especially represent a valuable contribution to overcome the current crisis
of multilateralism and global governance. The COVID-19 pandemic crisis, which
evolved after the end of the research conducted by the authors of this book rein-
forces the arguments put forward, and the necessity to deepen the cooperation
between the European Union and Latin America. We have also received the good
news about the renewal of the Jean Monnet Network “Crisis-Equity-Democracy for
Europe and Latin America”, what will enable the researchers to continue their join
efforts to reflect upon the crises, and advance proposals to the regions and their
political dialogue, contributing to foster EU-CELAC Strategic Alliance.

Disclaimer The opinions expressed in this introduction/volume are the sole responsibility of the
authors and do not necessarily represent the official position of the European Parliament or of any
other EU institution.
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Chapter 2

The Road from Prosperity into the Crisis:
The Long Cycle of Post-War Economic,
Social and Political Development

Stephan Schulmeister

Abstract This chapter provides an empirically founded reconstruction of the long
road of (Western) societies into the present crisis as a background for the different
studies carried out as part of the Jean Monnet Network “Crisis—Equity—Democracy
for Europe and Latin America”.

Introduction and Overview

This chapter addresses the key puzzle of post-war economic development: until the
1970s, production, trade and employment grew strongly and steadily, in the global
economy as well as in the different regions; since then, however, economic growth
has been declining over the long run and has become unstable over the short and
medium run. At the same time, the differences in economic dynamics have been
rising across continents and regions: Latin America and — to a lesser extent — Africa
were hit by debt crises in the early 1980s and late 1990s and by the instability of
commodities prices, whereas the economies in (East) Asia have been performing
strongly, in particular in China.

The difference in economic performance between the 1950s and 1960s the sub-
sequent crisis phase is the more puzzling as only the second phase was shaped by
basic technological innovations (microelectronics, robotics, internet, biotechnol-
ogy, nanotechnology) which — according to mainstream economics — should have
accelerated economic growth. Market liberalization should have had the same effect
as financial markets and labour markets were highly regulated in the 1950s and
1960s. In the prosperity phase, the welfare state was built up strongly, yet the public
debt declined relative to GDP, whereas the opposite developments took place over
the subsequent decades. All these facts stay in contrast to conventional (equilib-
rium) theory. An empirically founded reconstruction of the long road of (Western)
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societies into the present crisis provides the background for the different studies
carried out as part of the Jean Monnet Network “Crisis—Equity—Democracy for
Europe and Latin America”. A first sketch of the systemic causes of the long post-
war cycle is as follows.

Understanding the main causes of the Great Depression — financial instability,
austerity policies and protectionism — provided the economic guidelines for the
prosperity phase: the incentive conditions directed the capitalist “core energy”, i.e.
striving for profits, to activities in the real economy. Stable dollar exchange rates,
stable commodity prices, interest rates below the rate of economic growth and
“sleeping” stock markets (at least in Europe) rendered financial speculation unprof-
itable and raised the profitability of investment, production and trade in the real
economy at the same time. In addition, building up the welfare state strengthened
confidence of households, reduced income inequality and fostered the steady expan-
sion of consumption. This “real-capitalist” system was based on the theory of John
M. Keynes which called not only for an economically active government but also
for stabilizing financial markets. The “European Social Model” combined real-cap-
italist incentive conditions with a strong welfare state (also the Cold War called for
a “social capitalism”): market and state, competition and cooperation, entrepreneur-
ship and trade unionism, and individual self-interest and social coherence were
regarded as complementary. The success of real capitalism laid the ground for its
own decline: Over the 1960s, full employment and the expanding welfare state
shifted power from business to unions. The latter enforced more employee partici-
pation as well as a redistribution in favour of wages. The leftist “Zeitgeist” strength-
ened social-democratic parties. In addition, the environmental movement (“Club of
Rome”) denounced the capitalist growth model as unsustainable. All these develop-
ments together caused (big) business to turn towards the neoliberal ideology which
promised disciplining trade unions, weakening the welfare state and establishing a
truly free market economy.

Friedrich A. von Hayek, the great antipode of Keynes in the debates over the
world depression in the 1930s, had begun to plan a counter-movement against
Keynesianism already after his “defeat” caused by the success of Keynes’ General
Theory (1936). Hayek’s book The Road to Serfdom (1944) provided the ideological
fundament of the neoliberal movement. In 1947, Hayek founded the Mont Pelerin
Society as neoliberal network of outstanding economists (“original thinkers”); intel-
lectuals, in particular journalists (“second-hand dealers in ideas”); and wealthy
people as financiers of university chairs or think tanks. During the 1950s and 1960s,
the “original thinkers” worked on the theoretical foundation of their vision of a
“free market economy”’ — from Friedman’s “proof” of the impossibility of destabi-
lizing financial speculation (1953) or Buchanan’s “public-choice approach” of ana-
lysing politics as a purely egoistic business of politicians to Friedman’s theory of a
“natural rate of unemployment” (1968) and Robert Lucas’ concept of “rational
expectations” (1972). These theories legitimated the offensive against the welfare
state, trade unions and financial market regulations and got rising support from
“industrial capitalists” (threatened by the rising power of unions) as well as from
“finance capitalists” (threatened by rising inflation).
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The road into the present crisis began with the breakdown of the Bretton-Woods
system between 1971 and 1973: the dollar lost 25% of its value; OPEC reacted with
the first oil price “shock™ in 1973. This sequence repeated itself between 1976 and
1979, leading to the second oil price “shock”. Both “shocks” triggered two reces-
sions and a strong acceleration of inflation. Neoliberal “original thinkers” took the
coincidence of rising unemployment and rising inflation as disprove of Keynesian
macroeconomics — even though their recommendations had contributed to this coin-
cidence (“battle over the Phillips curve”). By the late 1970s, monetary policy began
to fight inflation through raising interest rates like never before, far above the rate of
economic growth. As this policy was most pronounced in the USA, the dollar almost
doubled its value between 1980 and 1985, thereby appreciating the burden of inter-
national dollar debts: in 1982, the debt crisis of Latin America broke out. Within a
decade, the economic system in the West was transformed from “real capitalism” to
“finance capitalism”, guided by the neoliberal “navigation map”: the volatility of
exchange rates and commodities prices, booming stock prices as well as a positive
interest-growth differential shifted activities of non-financial business towards
financial investments, facilitated by innovations like financial derivatives. The
financial sector gradually transformed itself from a sector servicing the real econ-
omy to the dominant sector in the overall economy.

Neoliberal theories also legitimized policies against trade unions and the welfare
state, first adopted in Chile after the military coup in 1973 and then in the UK and
the USA where Margaret Thatcher and Ronald Reagan came to power in 1979 and
1980, respectively. Over the 1980s, high dollar interest and rising dollar exchange
rates dampened the real economy in the USA strongly. Hence, monetary policy gave
up monetarism and has been following an anti-cyclical course since Alan Greenspan
became chairman of the Fed in 1987. Since Bill Clinton became US president in
1992, also fiscal policy has been conducted in an increasingly active, counter-cycli-
cal manner. In other words, since the early 1990s, macroeconomic policy in the
USA has been following a “trivial Keynesian” course. At the same time, economic
policy in the EU gave up the Keynesian target of full employment and of social
security through a comprehensive welfare state and began to follow neoliberal
guidelines.

The main reason for this (gradual) change was the following. Finance-capitalist
incentive conditions had caused the public debt to rise stronger in Europe than in the
USA since financing the welfare state necessitates full employment. In the early
1990s, policy in the EU began to fight these “twin problems” through restrictive
fiscal policy based on rules (Maastricht criteria, fiscal compact) and through labour
market deregulation: the number of atypical jobs rose steadily (comprising nowa-
days roughly one third of overall jobs in the EU), unemployment benefits and social
transfers in general have been cut, and the confidence in the welfare state got weaker.
At the same time, speculative activities in financial markets boomed like never
before, contributing to the rise in income and wealth inequality. After the stock
market crash of 2000/2002, stock prices, house prices and commodity prices
boomed simultaneously. The three “bull markets” tilted in 2007/2008 into three
“bear markets”, causing the biggest wealth devaluation since 1929 (the last time
when these asset prices declined simultaneously).
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The systemic character of the financial crisis of 2008 and, hence, of the subse-
quent rise of unemployment and the public debt could not be recognized through the
lens of “neoliberal glasses”: after saving the banking sector and stimulating the
economy in the crisis year 2009, austerity policy in the EU was again intensified, in
particular in Southern Europe. Speculation on the bankruptcy of these states, first
against Greece, then against Portugal, Spain and Italy, had caused interest rates to
rise tremendously. Looking for a “save haven”, investors drove up prices of govern-
ment bonds of Germany and the other “good” countries. The related decline in inter-
est rates in the “North” and rising interest in the “South” intensified the tensions
within the European Monetary Union (EMU) and endangered its existence. In 2012,
the ECB turned to an extremely loose monetary policy through lowering the key
interest rate to zero and through buying government bonds. This policy caused bond
prices to boom like never before and strengthened also the stock bull market which
had already taken off in spring 2009. In addition, house prices have been rising
strongly, this time not only in the USA and in the UK but also in continental Europe.
Hence, the potential for a new simultaneous wealth devaluation has been built up in
recent years. Austerity policies, on the one hand, and booming financial wealth, on
the other hand, have increased inequality, strengthening the feelings of bitterness,
uncertainty and fear of the future not only on behalf of the underprivileged but also
of middle class people. Populists address both groups, promise “social warmth”
within the own nation and direct their feelings against scapegoats of all types:
against “the” globalisation, “the” EU, “the” system as well as “the”” Greeks or “the”
foreigners — in recent years in particular against refugees.

Whereas the prosperity phase had come to an end due to the success of real capi-
talism and the related shift in power in favour of trade unions and leftist parties, the
crisis phase comes to an end due to the failure of finance capitalism and the related
meltdown of wealth (in the next financial crisis) as well as the growing frustration
of the “non-elites” in society. The above hypothesis about the driving forces of post-
war development implies that there operates an interaction between economic theo-
ries and reality. On the one hand, theories serve as “navigation maps” thereby
changing reality and leading occasionally into crises (as in the 1930s). On the other
hand, new theories emerge in reaction to these crises, guiding economic develop-
ment into new directions (as in the 1950s and 1960s).

Framework Conditions and Economic Performance
of Western Capitalism During the 1960s and 1970s

Over the 1950s and 1960s, an active policy aiming at full employment, stable eco-
nomic growth and social coherence together with stable exchange rates, commodity
prices and interest rates (below the rate of economic growth) channelled striving for
profits towards entrepreneurial activities in the real sphere of the economy. Under
these real-capitalist incentive conditions, the economies of industrial countries grew
strongly and steadily. For several reasons, this development was particularly
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pronounced in Western Europe. First, the reconstruction after WWII promoted
investment and production. Second, building up the welfare state strengthened the
confidence of households and, hence, their consumption. Third, trade liberalization
and the integration process promoted trade in Europe stronger than elsewhere (the
EEC and the EFTA were founded in 1957 and 1960, respectively).

Over the 1950s, the rate of unemployment had fallen steadily. In 1960, it
amounted in Western Europe to only 1.8% on average and fluctuated slightly around
2% until 1974 (Fig. 2.1). The welfare state was enlarged and the infrastructure
improved. Both activities strengthened and stabilized economic growth so that the
public debt was declining continuously from almost 70% of GDP in the early 1950s
to less than 40% in the early 1970s (Fig. 2.1).

Against the background of historical experience, this performance appeared as
“economic miracle”. However, it was just the result of coherent framework condi-
tions: liberalizing goods markets and keeping financial markets regulated fostered
activities in the real economy for two reasons. First, the costs of financing invest-
ment, production and trade were low and stable. Second, financial speculation was
unprofitable. At the same time, building up the welfare state strengthened confi-
dence and fairness in society. In other words, the strength of the European Social
Model consisted in providing room for individual, self-interested “expansion’ in the
real economy through competition in liberalized goods markets, combined with
strengthening social coherence through the welfare state (“institutionalized
solidarity™).

Promoting activities in the real economy through competition in goods markets
combined with cooperative strategies in politics shaped economic development also
at the global level: international trade was liberalized in several GATT rounds;
transnational cooperation was strengthened through the Marshall plan, through
development aid, through the activities of The World Bank and the International
Monetary Fund as well as through the international monetary system. Until 1971,
the dollar remained stable vis-a-vis the other reserve currencies contributing to the
(relative) stability of commodity prices and to stable growth of world production — it
fluctuated just between 4% and 6% per year (Fig. 2.2).

The success of the real-capitalist system, in particular when combined with a
comprehensive welfare state, slowly changed the distribution of income and power
in society and prepared the ground for the neoliberal “counter-offensive”. Over the
1950s, a (tacit) deal between entrepreneurs and unions had prevailed: the latter
accepted the dispositive power of the entrepreneurs as “bosses” and got “in
exchange” more jobs. This deal came to an end once full employment was reached.
Now, unions called for (more) employee participation and in particular for redistri-
bution in favour of wages. Supported by permanent full employment, strike activi-
ties roughly tripled between 1965 and 1968 (particularly in Italy, France and the
UK), enforcing to a large extent the fulfilling of the unions’ demands: wages rose
much faster than labour productivity; the wage share in nominal GDP increased
over the 1960s like never before (Fig. 2.1).

Also ideological developments raised the concerns of industrialists about the
long-term consequences of full employment and an expanding welfare state: in
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the second half of the 1960s, most intellectuals turned to the left (the students’
protests in 1968 and the often sympathetic reports in the media were clear indica-
tors of these changes). The left “Zeitgeist” strengthened social-democratic parties
(Willy Brandt became chancellor in Germany in 1969, Bruno Kreisky in Austria
in 1970). The “Club of Rome” criticized the resource-wasting capitalism (“The
Limits to Growth”, 1972) which appeared as the ultimate cause of global pollu-
tion. In the USA, industrialists became also concerned about the negative impact
of the Bretton Woods system. Over the 1960s, the US economy lost almost perma-
nently export market shares to Europe and Japan. Yet, the USA would never be
able to devalue its currency due to its role as anchor of the Bretton Woods rules
(the original dollar exchange rates had been “fair” due to the advantage of the US
economy after WWII but became progressively overvalued due to the catching-up
of other industrial countries, in particular Germany and Japan). The confidence in
the exchange rate system got weaker also in the rest of the world since the USA
abused its role as “world banker” through “dollar exports”, in part for financing
the Vietnam War. When the French president De Gaulle asked his central bank to
have dollar claims converted into gold in 1967, the USA refused to do so. This
decision made it clear that the USA would not stick to the gold convertibility of
the dollar.! In addition, inflation began to rise in the 1960s, caused by persistently
high economic growth and the related wage-price spiral. The acceleration of

'For the fundamental shortcoming of the Bretton Woods system, e.g. the double role of the dollar
as standard currency of the world economy and as national currency of the USA, see
Schulmeister (2000).
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inflation was particularly pronounced in the USA, to a large extent due to rising
expenditures for the Vietnam War.

All these developments together rendered the neoliberal ideology (mainly in the
form of monetarism) progressively more attractive for wealthy people. It promised
to weaken trade unions and the welfare state, to fight leftist political movements, to
get rid of the system of fixed exchange rates and to reduce inflation — the latter was
particularly important for owners of big financial wealth which had grown strongly
during the prosperity phase. For all these promises, neoliberal “original thinkers”
had produced theoretical foundations, from Hayek’s “The Road to Serfdom” (1944)
or Friedman’s “The Case for Flexible Exchange Rates” (1953) to his “The Role of
Monetary Policy” (1968) which based an attack on full employment policy on his
concept of a “natural rate of unemployment” (see section “Public Finances Under
Real-Capitalist and Finance-Capitalist Conditions”).

Systemic Changes in Global Capitalism Since the 1970s
and Their Impact

The support of “big business” alone would not have been sufficient to make neolib-
eralism the most influential ideology of past decades because its call for weakening
the welfare state as well as trade unions was not popular, certainly not among most
European citizens. Therefore, the advance of neoliberalism took place “through the
backdoor” of liberalizing financial markets: letting the system of pegged exchange
rates collapse with the intention to weaken the dollar, strengthened by an expansive
monetary policy, produced the expectation of a dollar depreciation which was then
brought about through the respective speculative transactions. Over the 1970s, two
dollar depreciations triggered two oil price “shocks”, followed by two recessions
and a rise in inflation, unemployment and the public debt.

These problems were then “cured” through neoliberal “recipes”, e.g. “struc-
tural reforms”, like (further) deregulating financial markets, weakening labour
protection, dampening real wages, cutting social expenditures, raising interest
rates and restricting the room for manoeuvre of fiscal and monetary policy through
rules. These “therapies” worsened the “disease” which in turn called for increas-
ing the “dose”. In this way, the economic regime was transformed from a real-
capitalist into a finance-capitalist system. The most important steps of this process
were as follows.

In August 1971, the USA let the system of fixed exchange rates collapse (Figs. 2.2
and 2.3): during the subsequent bear market, the dollar lost 25% of its value vis-a-
vis the other SDR currencies (DM, franc, pound, yen). This development hit those
countries most which exported exclusively crude oil, priced and paid in dollars: the
OPEC countries in the Middle East. In October 1973, OPEC took advantage of the
Yom Kippur War to fight back by putting through a tripling of crude oil prices
(Fig. 2.3; the oil boycott served as bluff). The first “oil price shock™ led into the first
post-war recession in all industrial countries. As a consequence, not only inflation
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but also unemployment rose significantly. This constellation was then taken as dis-
prove of the Phillips curve and, hence, of Keynesian economics altogether (see
below). In a second bear market, the dollar lost again 25% of its value between 1976
and 1979, leading to the second “oil price shock™ in 1979 (again, OPEC took advan-
tage of political turbulences like the coming to power of the Ayatollahs). It was
again followed by a recession.

Since 1972, the oil price had risen by a factor of 11. The inflationary pressure
spilled over to the prices of manufactures. As a consequence, the price level in over-
all world trade almost quadrupled during the 1970s (Fig. 2.4). The inverse develop-
ment of the dollar exchange rate and world trade prices is, however, also due to the
conversion of manufactures prices from the different national currencies into dol-
lars. This statistical effect is of enormous economic importance: as most interna-
tional debts (in particular of developing countries) are held in dollars, any persistent
dollar depreciation is associated with negative real interest rates (approximated as
difference between the nominal dollar rate — LIBOR — and the annual changes in
world trade prices in dollar terms).

To put it concretely, exports of non-US countries to countries other than the USA
earned DM, yen, etc. whose dollar value rose strongly over the 1970s. In particular,
the “tiger economies” of that decade like Mexico, Argentina and Brazil took advan-
tage of this valuation effect: they incurred more and more dollar debts to finance
their import surplus (which helped industrialized countries struggling with two “oil
price shocks”™). This behaviour seemed rational as the falling dollar depreciated dol-
lar debts. At the same time, the “petro dollars” of oil exporters, deposited in London,
were “recycled”, mainly to Latin American countries.



20

200

180

160

140

120

1986 = 100

100

80

60

40

20

S. Schulmeister

— Effective dollar exchange rate

F —— World trade prices total

1968 1978 1988 1998 2008 2018

50

40 |

30

20

10

in %

Interest rate, Dollar
—e— World trade prices, dollar

Real interest rate, dollar

1968 1978 1988 1998 2008 2018

Fig. 2.4 Dollar exchange rate, world inflation and the real interest on a dollar debt. 'Vis-a-vis DM,
pound, franc, yen. (Source: IMF, WIFO)



2 The Road from Prosperity into the Crisis: The Long Cycle of Post-War Economic... 21

As reaction to the acceleration of inflation in the 1970s, monetary policy
increased interest rates like never before, most strongly in the USA (Fig. 2.4).2
Hence, traders expected an appreciation of the dollar (also because it had become
strongly undervalued) which finally took off when Ronald Reagan was elected pres-
ident of the USA in November 1980. Over the following 5 years, the strongest dol-
lar bull market ever took place (Fig. 2.3). It appreciated international dollar debts,
which Latin American (but also African) countries had accumulated during the
1970s under completely different conditions: between 1979 and 1981, the real inter-
est on an international dollar debt jumped from —6% to +18% (Fig. 2.4). One year
later, the international debt crisis broke out, which dampened the real economy in
not only in these countries but in Latin America as a whole for more than a (“lost”)
decade. The increasing overvaluation of the dollar caused the bull market to tilt in
1985 again into a bear market. Until 1995, the dollar lost almost 50% of its value,
providing relief for international dollar debtors (Figs. 2.3 and 2.4): dollar prices in
world trade picked up and, the real interest fell between 1985 and 1987 by almost
14% points.

Over the 1990s, the economic performance of the USA improved relative to
Europe and Japan, due to the undervaluation of the dollar and the expansionary
policy of the Clinton administration. In 1995, the second dollar bull market took off:
world trade prices started to fall, the real interest on an international dollar debt
jumped from —3.4% to +11.3% (Fig. 2.4). As a consequence, the booming econo-
mies in East Asia, which had financed their rising current account deficits through
dollar credits, slid into a liquidity crisis in 1997/1998.2 The crisis then spilled over
to Russia and Brazil. Both countries had — partly successfully — attempted to curb
inflation through fixing the exchange rate of their respective currencies vis-a-vis the
dollar. As long as the inflation in these countries was significantly higher than in the
USA, nominal interest rates in Russia and Brazil, respectively, exceeded dollar
rates. Speculators tried to profit from this differential through short-term capital
inflows in both countries. As the dollar appreciated more and more, and, hence, also
the rouble and the real, confidence in the pegged exchange rate vanished, capital
flew out and forced a massive depreciation of both currencies. As an indirect conse-
quence of the depreciation of the Brazilian real by roughly 60%, also the currency
board of Argentina collapsed in 2002.

Between 2002 and 2007, the dollar exchange rate again declined strongly
(Fig. 2.3). This bear market induced a strong rise in world trade prices. As a
consequence, interest rates on an international dollar debt became negative again,

2This policy was in line with monetarist theory and with the “trivial Keynesian” IS/LM approach.
However, by raising interest rates, one does not specifically dampen inflation but the economy as a
whole (which will then also reduce inflation). Such a strategy raises interest payments and, hence,
production costs due to the interest rate accelerator: If, e.g. the interest rate rises from 5% to 8%,
interest payments rise by 60% (in case of bank credits at flexible rates).

3The “tiger economies” ran out of dollar liquidity to service their dollar debts. As their production
structure was much better than that of Latin American countries in the early 1980s, they could
overcome the crisis rather fast.
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relaxing the financial crises of emerging market economies (Fig. 2.4). Sequences of
bull and bear markets shape commodity price dynamics in general, particularly over
the past 15 years when financial “investors” become increasingly active in commod-
ity derivative trading. The parallel price movements of crude oil, wheat, corn and
rice before and after 2008 indicate the importance of “bulls” and “bears” in blowing
up asset values before the crisis and melting them down during the crisis (Fig. 2.5).

Under the condition of widely fluctuating exchange rates and commodity prices,
and of a positive interest-growth differential (Fig. 2.1), financial and non-financial
business shifted activities from the real to financial investment and short-term spec-
ulation (“finance capitalism”). This shift was fostered by financial innovations, in
particular derivatives of all kinds which became the most important vehicles for
speculation (Fig. 2.11). The change in incentive conditions for making profits had
two effects. First, the sequence of bull and bear markets of exchange rates, com-
modity prices, interest rates, stock prices and house prices triggered “oil price
shocks” and debt crises of developing countries and caused the great financial crisis
of 2008. Second, non-financial business reduced the accumulation of real capital
and, hence, the creation of “normal” jobs.

Europe was much more affected by this shift in capital accumulation from real to
financial assets. First, the sustainability of the European Social Model depends
much more on a high level of employment (consisting of “normal” jobs) as com-
pared to the US model (“working-poor jobs” did — and still do — not fit to the
European welfare state system). Second, economic policy in the USA emancipated
itself from the concept of a rules-based fiscal and monetary policy in the late 1980s
and has since then followed a (primitive) Keynesian policy. As a consequence, real
capital accumulation picked up in the USA in the 1990s, whereas it declined in
many European countries, in particular in Germany (Fig. 2.12).
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Between the early 1970s and the late 1980s, unemployment rose strongly in
(Western) Europe (in spite of the decline in the wage share (Fig. 2.1)). As unem-
ployment is extremely costly for welfare states (due to rising social expenditures
and falling receipts from taxes and social security contributions), also the public
debt increased with some time lag. This rise was further strengthened by the persis-
tently positive interest-growth differential (Fig. 2.1).

Over the 1990s and 2000s (until the financial crisis), the “twin problems” unem-
ployment and public debt could be mitigated (Fig. 2.16), however, at the expense of
damaging the European Social Model: the decline in the rate of unemployment was
primarily the (statistical) result of the expansion of atypical jobs due to labour mar-
ket deregulations since economic growth remained weak (fluctuating around an
annual rate of 2% (Fig. 2.1)). The (small) reduction in the ratio of public debt to
GDP was achieved mainly through cutting social expenditures, i.e. through weaken-
ing the welfare state. At the same time, stock prices boomed like never before
(Figs. 2.8 and 2.11).

After the burst of the “internet bubble” in 2000/2002, three simultaneous bull
markets developed (house prices, stock prices and commodity prices) which tilted
around 2007 into three bear markets: house prices started to decline in late 2000,
followed by stock prices and finally by commodity prices (Fig. 2.6). Insofar as bull
markets and bear markets are the most typical feature of asset price dynamics, the
financial crisis can be considered as result of “business as usual”’. However, a simul-
taneous devaluation of house wealth, stock wealth and commodity wealth seldom
occurs; the last time this happened was in 1929.

The mutually reinforcing effects of simultaneous bear markets become evident if
one compares the period 2007/2008 to that of 2000/2002 (Fig. 2.5). In the latter
case, the strong devaluation of stock wealth was to a great extent compensated by
the revaluation of real estate wealth (a recession followed nevertheless). The devalu-
ation of stock wealth, housing wealth and commodity wealth contracted balance
sheets, reducing the equity of all asset holders. As the share of equity in total assets
was lowest in the case of banks (in order to profit from leverage), they would have
collapsed had the government not refinanced them — at costs of several trillion dol-
lars. The measures for bailing out the banks and for stimulating the economy in the
Great Recession of 2009 caused budget deficits to soar to unsustainable levels, in
particular in those countries like Greece where the deficit had been (much) too high
already before the crisis. When the newly elected (socialist) Greek government
admitted that the previous (conservative) government had reported wrong budget
data to the European Commission and asked for financial support, all other EMU
governments refused to grant it.

The intention of rejecting support was to “punish” Greece for the misbehaviour
of its government; the effect, however, was an epidemic rise in interest rates not
only in Greece but also in Ireland, Portugal, Spain and Italy. The rejection signalled
financial market agents that Greece and other EMU states could in fact slide into
bankruptcy since the respective national central bank cannot provide the govern-
ment with credits in a monetary union. As a consequence (investment), banks and
hedge funds started to speculate on the bankruptcy of EMU member states through
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“credit default swaps” (CDS), first against Greece, then against Ireland, Portugal,
Spain and Italy. This business turned out to be extremely profitable for the “early
birds”: CDS premia with respect to government bonds of Greece or Portugal rose by
a factor of 10. Hence, also the value of those CDS contracts, which were concluded
at an earlier stage, rose by the same factor. Interest rates on government bonds of the
“targeted” states increased in tandem with the CDS premia.

At the same time, investors seeking a “save haven” drove up prices of govern-
ment bonds of Germany and other “good” countries: As a consequence, interest
rates declined in the “North” where the economy started to recover and soared in the
“South” where the crisis deepened. The “interest split” of the euro area caused also
political tensions to rise. When the interest rate “epidemic” reached Spain and Italy
(causing CDS premia and the contract values to rise by a factor of 5), ECB president
Mario Draghi underlined in July 2012 the determination of the ECB “to do what-
ever it takes to preserve the euro”. This announcement together with an extremely
expansionary monetary policy stopped the “game” of speculating on the bankruptcy
of EMU member states. Interest rates began to fall in all EMU countries (had the
ECB president Trichet adopted such a policy already 2 years earlier, the euro crisis
would have been prevented).
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In March 2015, the ECB intensified its loose monetary policy though “quantita-
tive easing”, i.e. asset purchases from banks to the amount of 60 bn. € per month
(this sum was increased to 80 bn. € in March 2016). This policy was indispensable
for saving the euro since the government of countries as big as Spain or Italy could
not be (re)financed through the euro bail-out fund (European Financial Stability
Facility, later European Stability Mechanism).

The developments leading into the euro crisis can be summarized as follows: the
refusal of EU policy makers to give financial support to Greece in fall 2009 trig-
gered a bear market in government bonds of Greece, Ireland, Portugal, Spain and
Italy and a bull market in government bonds of Germany and the other “good”
countries. The move of the ECB towards an extreme loose monetary policy in 2012
turned the bear market in government bonds of Southern European countries into a
bull market and strengthened also the stock bull market which had already taken off
in March 2009 — not only in Europe but on a global scale. At the same time, also
house prices boomed again, this time not only in the USA and the UK but also in
continental Europe. Once again, three bull markets of stock prices, house prices and
bond prices have built up the potential for three bear markets (Fig. 2.6; “Euro Bund
Future” indicates the development of German 10-year government bond prices).

Macroeconomic Effects of Bull Markets and Bear Markets

The long swings of asset prices impact upon the real economy through their valua-
tion effects. Rising stock prices, for example, increase the financial wealth of their
owners (also indirectly via pension and college funds, etc.). If they trust in the per-
manent character of the (re)valuation, gains, they will increase their expenditure as
US households did during the 1990s. The expansionary effects of bull market feed-
back on the strength of the asset appreciation, in particular, if the latter does not
increase other people’s liabilities at the same time (e.g. if the bull market concerns
stocks or residential buildings). By the same token, bear markets dampen the real
economy. For example, a fall in the value of savings for pensions or college costs
will cause households to save more (consume less) out of their current income.

In the case of exchange rates, one has also to take into account the effects of
appreciation and depreciation trends on capital flows, on terms of trade and the
related trade flows as well as on the re(de)valuation of international debts. These
effects are strongest in the case of “bulls” and “bears” of the dollar exchange rate
since commodities are priced in dollars, and most international debts, in particular
of emerging countries, are held in dollars. As a consequence, any dollar apprecia-
tion (trend) improves “ceteris paribus’ the terms of trade of net commodity export-
ers (at the expense of net importers) and appreciates dollar debts/assets.

The opposite holds in the case of a dollar depreciation (trend). The net effect of
the related redistribution processes on the global economy is mostly negative as the
demand of winners rises more slowly than the demand of losers falls. This is par-
ticularly true in the case of strong oil price changes. When they rise as in the 1970s
(in reaction to the preceding dollar depreciations), the additional demand of
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oil-exporting countries falls short of the decline in the demand of industrial coun-
tries. However, when oil prices fall strongly (as 1984/1986 or 2014/2016), the net
demand effect is again negative.

The strongest influence on the real economy exerts house price fluctuations: dur-
ing a bull market, house owners feel richer, increase consumption and/or take up
additional credits using the rising house value as collateral. In addition, real estate
developers or private speculators buy and/or build houses as speculation vehicle.
These activities are fettered by financial innovations which enable creditors to bun-
dle claims against house owners in “asset-backed security” (ABS) and sell them as
“collateralized debt obligation” (CDO). When the bull market tilts into a bear mar-
ket, the values of houses often sink below the value of the respective credits, and the
owners (have to) leave their home. As a consequence, also the ABSs and CDOs
become (almost) worthless. This wealth meltdown wipes out equity and forces the
losers to radically cut expenditures. By the end of the bear market, asset manage-
ment firms like BlackRock or Blackstone buy houses at low prices and rent them
out, partly to their former owners. When a new bull market takes off, these investors
profit from the revaluation of houses (instead of their inhabitants).

In more general terms, during the upswing and downswing of asset prices, a
redistribution process takes place. Who gets on the trend in its early stage makes
profits at the expense of the “late-coming bandwagonists”. As a group, the winners
are the professional traders, and the losers are the amateurs (including many pen-
sion funds). A thought experiment clarifies the issue: If the level of stock prices at
the end of the “bear” would be the same as at the beginning of the “bull”, the overall
value of stock wealth would be the same. However, its distribution has changed: The
wealth of professionals (in the aggregate) has grown by the same amount by which
the wealth of amateurs (in the aggregate) has shrunk. In accounting terms, the
effects of asset price fluctuations are as follows. Any appreciation extends balance
sheets, blowing up the equity of (net) asset holders and wiping out equity of (net)
liability holders (e.g. of dollar debtors in the case of a dollar appreciation). The
opposite holds for a depreciation process (Koo 2009). These effects of “bulls” and
“bears” have become more pronounced since the 1990s due to the growing domi-
nance of IFRS accounting standards (assets and liabilities have to be valued at their
current market values).

The different channels through which the long swings of asset prices impact
upon the real economy are rather neglected in macroeconomic theory. This is par-
ticularly true for the mainstream of the past decades since “New Classical
Macroeconomics” and “New Keynesian Economics” exclude the possibility of
“bulls” and “bears” by construction.* John M. Keynes had stressed the role of uncer-
tainty, emotions and social interaction like herding as fundamental reasons for the
specific instability of financial markets (particularly in Chap. 12 of his “General

“Equilibrium theory can take into account “bubbles” which, however, are essentially different from
bull markets: A bubble represents a non-fundamental, exploding equilibrium price path (equilib-
rium in the sense that expectations of rising prices are fulfilled), whereas a bull market is limited
by the repercussions of the overvaluation on the real economy. Agents take these feedback effects
into account. Hence, they know from the very beginning that any bull market comes to an end. In
addition, equilibrium theory cannot explain the persistence of bear markets.
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Theory”), yet he did neither provide a theoretical elaboration of his insights nor
integrate them into his general theory.’

Those two phenomena which have shaped economic development over the past
decades and which represent characteristic features of finance capitalism have still
to be theoretically explained: the tremendous rise in speed and volume of (deriva-
tives) trading of stocks, bonds, foreign exchange and commodities, on the one hand,
and the increase in the amplitude of long-term trends of these prices, on the
other hand.

How Bull and Bear Markets Are Brought About

Asset prices fluctuate almost always around “underlying” trends.® The phenomenon
of “trending” repeats itself across different time scales (“self-similarity”). For
example, there occur trends based on tick or minute data (Fig. 2.10) as well as
trends based on daily data (Figs. 2.7, 2.8, and 2.9). “Technical” or “algorithmic”
trading aims at exploiting the trending of asset prices. In the case of trend-following
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Fig. 2.7 Trending and speculation in the crude oil futures market. (Source: NYMEX)

In a nutshell, these insights provided the microeconomic foundation of Keynes’ macroeconomic
theory (“homo humanus”). However, most “Keynesians” did not take Keynes’ insights about the
importance of uncertainty, emotions and social interactions serious. The main exception are “Post-
Keynesians”, in particular Hyman P. Minsky. However, also Minsky dealt mainly with booms in
credit markets and not with everyday business in financial markets of all types, namely, self-refer-
ential “money making” through speculation (see Schulmeister 2018, Chap. 5).

¢Empirical research on asset price dynamics is documented in Schulmeister (2008, 2018, Chap. 9).
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Fig. 2.8 Trending and speculation in the foreign exchange market. Daily US dollar/euro
exchange rate

moving average models, a trader would open a long position (buy) when the current
price crosses the MA (moving average) line from below and sells when the opposite
occurs (Figs. 2.7 and 2.10). By contrast, contrarian models try to profit from trend
reversals and, hence, change open positions when a trend “loses momentum”.
Technical models are applied to price data of almost any frequency (Figs. 2.7, 2.8,
2.9, and 2.10). Due to the increasing use of intraday data, “algo trading” has become
the most important driver of financial transactions. They rose from 15.5 times of
world GDP to 72.4 times in 2007, declined in the aftermath of the financial crisis but
then picked up again, at least in Europe (Fig. 2.11).

There operates an interaction between trending of asset prices and technical trad-
ing. On the one hand, traders use different models to exploit price runs, and, on the
other hand, the aggregate behaviour of all models strengthens and lengthens the
price runs. Long-term price trends result from the following process. “Mini-trends”
(e.g. based on minute data) add up to one trend based on 10-minute data. Several of
these trends accumulate to one trend based on hourly data and so on. Over an
extended period of time (often several years), upwards (downwards) trends last lon-
ger than counter-movements, causing the price to rise (fall) in a stepwise process.
As a consequence, all important asset prices like exchange rates, stock and bond
prices as well as commodity prices fluctuate in irregular cycles (“long swings”)
around their fundamental equilibrium without any tendency to converge (Figs. 2.3,
2.5,2.6,2.7,2.8, and 2.9). This evidence completely contradicts equilibrium theory
according to which asset prices should — in reaction to news — jump to their new
fundamental equilibrium. Hence, there should be neither short-term nor long-term
trending.

The pattern of asset prices can be explained as result of the following trading
behaviour. Price runs are usually triggered by news. In order to reduce the complex-
ity of trading decisions under extreme time pressure, traders form only qualitative
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expectations in reaction to news, i.e. expectations about the direction of the immi-
nent price move. Subsequent to an initial upwards (downwards) price movement
triggered by news, follows a cascade of buy (sell) signals stemming from trend-
following technical trading systems. At first, the most price-sensitive models based
on high frequency data (“fast models™) produce signals, at last the slowest models
based on hourly or daily data. When an upwards (downwards) trend loses momen-
tum, contrarian models start to open short (long) positions, thereby contributing to
a trend reversal. Most of the time there prevails an “expectational bias” in the mar-
ket, in favour of or against an asset. Such a bias reflects the — optimistic/bullish or
pessimistic/bearish — market sentiment. News in line with the prevailing bias get
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higher recognition and reaction than news which contradict the market mood. This
behaviour causes price runs in line with the “market mood” to last longer than coun-
ter-movements, bringing about “bulls” and “bears”.

The more the asset becomes over(under)valued, the greater becomes the proba-
bility of a change in the direction of the long-term trend: first, because market par-
ticipants know from experience that any bull/bear market comes to an end; second,
because there operate long-term “contrarians” in the market who sell (buy) in an
“overbought” (“oversold”) market; and third, because the effects of an over(under)
valuation on the real economy progressively strengthen corrective forces (e.g. the
deterioration of the current account and the related decline in economic growth in
the case of a persistently overvalued currency).

To conclude, “overshooting” is not an exception due to some “shock” but the
most characteristic property of long-term asset price dynamics. Exchange rates,
stock prices and commodity prices fluctuate in a sequence of “bulls” and “bears”
around their fundamental equilibrium without any tendency of convergence towards
this level.

A General Framework: Real Capitalism
and Finance Capitalism’

Over the past decades, economic policy guided by the neoliberal “navigation map”
has dampened economic growth through two transmission channels. First, it led into
recessions as results of the “oil price shocks™ in 1993 and 1979 (triggered indirectly
by giving up the fixed exchange rate system) and into the big financial crises in 1982
and 2008 (caused by boom-bust cycle of asset prices). Second, the intrinsic instabil-
ity of exchange rates, commodity prices, interest rates and stock prices has shifted
striving for profits from the real to the financial economy. Unemployment, precari-
ous jobs, the public debt and rising inequality are just symptoms of a dysfunctional
economic system, i.e. finance capitalism. Under real-capitalist conditions (until the
1970s), non-financial business focused on the accumulation of real assets: at stable
exchange rates, commodity prices and — in Europe — stagnating stock prices as well
as interest rates below growth rates, financial speculation did not make sense. Since
the 1970s, however, the value of financial capital rose much faster than that of real
capital (at current asset prices, hence, influenced not only by real/financial invest-
ment but also by the swings of asset prices (Fig. 2.12)).

In the following, I shall sketch a theoretical framework for the distinction
between a real-capitalistic and a finance-capitalistic system. There exist three types
of participation in the production process, labour, real capital and finance capital,
and, hence, three types of economic and political interests (Table 2.1). The eco-
nomic interests of real and finance capital stay in direct conflict with one another.

"The two types of a capitalist system are discussed more in detail in Schulmeister (2018, Chap. 8).
A first sketch in English is in Schulmeister (2014) (this section draws on this article).
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Table 2.1 Labour, real capital, finance capital

Labour

Real capital

Finance capital

Economic interests

Full employment
Real wage increases

High profitability of real
investments:

- Low interest rates

- Low exchange rates

- Stable financialmarkets

High profitability of financial
investments:

- High interest rates

- High exchange rates

- Unstable financialmarkets

Conflicts of interests

Rising wages b

-«

Rising interest rates

Potential coalition partners

Real capital

Labour or finance capital

Real capital

Economic interest in
state/government

Full employment policy
Social security
Education

Public services

Anticyclical policy
Growth policy:
Infrastructure
Education, etc.

Strong central bank
Restrictive monetary policy
Privatisation of social security

Political interests

Strong welfare state
Strong trade unions

Weak welfare state
Weak frade unions

No welfare state
No trade unions

Real investments call for low interest rates and exchange rates, and stable financial
markets, whereas financial investments and speculation profit from exactly the
opposite conditions. The conflict of the (“purely”’) economic interests between real
capital and labour can be considered less pronounced than the conflict between real
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capital and finance capital. For example, an increase in production costs due to
higher wages leads to a much higher increase in final demand and, hence, in receipts
of the business sector as compared to an equivalent cost increase caused by higher
interest rates. Even though the interests of real capital and labour are different as
regards the distribution of income, both factors have a common interest in generat-
ing a high overall income and, hence, in a strong and stable production growth.

The interests of labour, real capital and finance capital differ markedly also with
respect to the role of government. Whereas labour profits from a comprehensive
welfare state, real capital is mainly interested in government activities which foster
real production over the long run (e.g. through improving infrastructure and the
education system) and which stabilize it over the short run (e.g. through anti-cycli-
cal policy measures). Finance capital is mainly interested in a strong central bank, a
restrictive monetary policy and the privatization of social security (Table 2.1).

Neoclassical theory cannot consider the conflicts of interest between real capital
and finance capital because it assumes that there exist only utility-maximizing indi-
viduals equipped with rational expectations. However, also Keynes and his follow-
ers did not provide a general framework to analyse the interaction between
entrepreneurial interests and (financial) rentier interests (even though Keynes often
referred to “rentiers”). By contrast, classical economists, in particular Adam Smith
and David Ricardo, did focus on the relationship between rentiers, capitalists and
workers; however, their rentiers were the landlords, whereas the modern rentier is
primarily owner of financial assets.

For the same reason, one cannot identify ‘“classes” of “real capitalists” and
“finance capitalists” in modern society: non-financial corporations as well as
employees own financial assets and have therefore also finance capital interests. It
depends on the framework/incentive conditions of the economic system whether
striving for profit concentrates on investment and innovation in the real sphere or in
the financial sphere of the economy. In the first case, real capitalism prevails, in the
second case finance capitalism (Table 2.2). The different system conditions also
affect the financial sector: In the first case, banks act as “servants” for the real econ-
omy (financing investment, production and trade); in the second case, more and
more (shadow) banks engage in “finance alchemy”. Real capitalism consists of
many conditions which complement and reinforce each other like a (tacit) coalition
between the interests of labour and real capital (against the interests of finance capi-
tal). As a consequence, industrial relations are shaped by close cooperation (“Rhine
capitalism”). Market and government, competition and cooperation are regarded as
complementary; there prevail many — partly conflicting — targets of economic pol-
icy, reaching from stable growth to providing social security and a “fair” income
distribution.

During real-capitalist periods (as between ~1890 and 1914 and between ~1950
and the mid-1970s or in China since the early 1980s), those economic theories dom-
inate or are at least influential which underline the crisis-prone nature of capitalism
(like Keynesian theories). These theories legitimize a strong government, an active
economic policy and market regulations. Stable exchange rates as well as stable and
low interest rates limit the returns from financial investment and speculation and
focus striving for profits on the real economy (Figs. 2.1 and 2.2). Thus, real
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Table 2.2 Real capitalism and finance capitalism

S. Schulmeister

Real capitalism

Finance capitalism

Implicit coalition

Labour & real capital

Real capital & finance capital

Business/unions Corporatism Conflict
State/market Complementary Antagonistic
Targets of Full employment, high growth, | Price stability, “sound” public finances,

economic policy

social security. “Fair”
distribution of income and
wealth

regulations of policy, de-regulation of
markets, declining government share.
International competitiveness

“Power center” of | Government Central bank

economic policy

Economic paradigm | Keynesianism Monetarism/neoliberalism
Diagnosis/therapy | Systemic Symptom-oriented

Financial
conditions

Interest rate < growth rate,
“calm” stock markets, stable
exchange rates and
commodities prices

Interest rate > growth rate, boom and
bust on stock markets, unstable
exchange rates and commodities prices

Striving for profits
focuses on

Real economy (positive-sum
game)

Finance economy (zero-sum game)

Advantaged

Debitors

Creditors

Economic model

Social and regulated market
economy

“Pure” market economy

Focus of
globalization

Stable monetary system,
regulation of financial markets,
deregulation of goods markets
(GATT), cooperative growth
strategies (Marshall plan,
development aid)

De-globalization of politics through
rising competition of national
economies, deregulation of financial
markets, lack of global strategies to
tackle global problems (e. g., climate
change)

capitalism can be conceived as a positive-sum game. The theoretical/ideological
basis of finance capitalism is (neo)liberal theories which call for a free market econ-
omy, especially for liberalizing financial markets, for a strong state as regards its
core functions (security for citizens and their property) and for a weak state as
regards welfare and labour regulations. These theories legitimate a (tacit) coalition
between the interests of real and finance capital against the interests of labour
because persistent full employment during a real-capitalist period shifts power in
society from business to trade unions and from conservative to social-democratic
parties. Therefore, entrepreneurs become (again) attracted by the (neo)liberal pro-
gram. In this sense, the “excessive” success of real capitalism like full employment
and the welfare state lays the ground for its fall (e.g. rising tensions in the relations
between real capital and labour undermine their coalition).

Under a finance-capitalist regime, the volatility of exchange rates and commodi-
ties prices and the high level of interest rates have two effects on non-financial
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business. First, these conditions dampen its activities in the real sphere of the econ-
omy since they become more uncertain and more expensive. Second, these condi-
tions make financial speculation and accumulation more attractive. This attraction is
further increased by the emergence of financial innovations like derivatives which
contribute to a dramatic expansion of financial markets shifting also the best human
resources from real economy to “finance alchemy”. At the same time, financial busi-
ness becomes the dominant sector in the overall economy. The weak growth of real
investment and, hence, of the overall economy causes unemployment and the public
debt to rise which in turn strengthens the game “let your money work”. For exam-
ple, the shift in provisions for retirement from the welfare state system of “pay-as-
you-go” to the (finance-capitalist) system of individual investment in financial
assets lengthens stock market booms. Thus, the discrepancy between the market
value of financial assets and their underlying in the real economy widens. This
development leads to “corrections” in the form of financial crises (the crisis of 2008
can be seen as a particularly big correction as it concerned three bull markets at the
same time). Whereas trading in asset markets represents just a zero-sum game,
finance capitalism as a whole becomes a negative-sum game in its final stage: the
destabilization of the most important prices for entrepreneurial activities like
exchange rates, stock prices and interest rates together with the effects of financial
crises progressively dampen the real economy. The system starts to implode through
a series of crises, deepened by austerity policy. In this sense, the accumulation of
negative outcomes of finance capitalism lays the ground for its own fall.

Employment Under Real-Capitalist
and Finance-Capitalist Conditions

According to the mainstream (neoclassical) economic theory, supply and demand in
the labour market determine the level of real wages and employment. When unem-
ployment rises as a consequence of” demand shocks” such as financial crises or oil
price shocks, job losses can be compensated only by real wage moderation. Higher
wage flexibility is, however, hampered by unemployment benefits, labour protec-
tion, minimum wages and the power of unions (characteristic components of the
European Social Model). As a matter of fact, however, labour costs are a function of
real wages relative to labour productivity. In Europe, the latter has been growing
even faster than wages since the late 1970s (and much faster than in the USA),
exactly during that period when unemployment was rising (the wage share in
national income declined noticeably (Fig. 2.1)). In addition, if the “rigidity” of
European labour markets were truly important, this would have to show up in a less
efficient allocation of labour and thus weaker growth of productivity as compared to
the USA. Actually, however, labour productivity has been growing faster in Europe
than in the USA — in tandem with the capital-labour ratio (capital intensity).
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Fig. 2.13 Input, output and relative factor prices in the overall economy: Germany. (Source:
OECD, WIFO)

The neoliberal explanation of labour demand rests on the (neoclassical) produc-
tion function where capital input and labour input can be substituted for each other
as a function of relative factor prices. However, an analysis of the observed realiza-
tions in the K-L-Y space in the USA, Germany and Japan (overall economy and 12
subsectors) between 1960 and 1995 reveals the following stylized facts:

» Capital intensity grows year after year, i.e. monotonically; the shift to ever more
capital-intensive technologies is driven by technical progress and, hence,
irreversible.

e The capital-labour ratio is unrelated to shifts in the factor price ratio (Fig. 2.13).

» Labour productivity grows in tandem with capital intensity: The higher and bet-
ter the capital equipment of a worker becomes, the higher gets his productivity.

A linear-limitational production function with an irreversibly rising slope of the
production rays fits these observations better than the neoclassical production func-
tion: in the short term, the factor input ratio is fixed; if the output is to be increased,
labour and capital inputs need to be raised proportionally, and short-term demand
for labour will be mostly influenced by expectations concerning demand in the
goods markets; in the long term, capital intensity increases as a function of technical
progress rather than of factor prices — more capital per labour is associated with a
different quality of capital, meaning that labour productivity rises with capital inten-
sity. An increase in output can be realized by either of two ways (or a mixture
of both):

1. Movement along a ray with constant capital-labour ratios: capital intensity and
labour productivity remain constant; the additional output is achieved by a
greater input of capital and labour of the same quality.

2. Movement to a steeper production ray: the additional output is achieved by the
increase and, hence, improvement of capital per labour unit and by the related
learning process on the part of workers, capital intensity and labour productiv-
ity rise.



2 The Road from Prosperity into the Crisis: The Long Cycle of Post-War Economic... 37

—— Rate of unemployment (left scale) —— Wage share (right scale)

12 - - 58

- 57

10 A L 56

- 55

81 - 54
o
° F 53 m
> 6 A 7]
= 52 8
°
4 - 51 B

- 50

2 - 49

- 48

0 47

1960 1970 1980 1990 2000 2010 2020

Fig. 2.14 Wage share and the rate of unemployment in Germany. (Source: Eurostat, OECD)

Under these conditions, the dynamics of job creation depends on the dynamics of
real capital accumulation and of technical progress. The latter is to a large extent the
result of (basic) innovations stemming from the “world of engineers” (interacting
with the economic system). The dynamics of real capital accumulation depends
primarily on the (expected) profitability of activities in the goods markets as com-
pared to those in the financial markets. These observations and considerations sug-
gest that the essence of persistent unemployment is sketched by analogy to the
musical chair game: There are 100 chairs, 110 people want to get one, and those
persons who do not get a chair are the least qualified. If they are (re)qualified, they
might get a chair in the next rounds, yet, at the expense of others.

From this perspective, high and persistent unemployment is due to a shortage of
jobs. To overcome the problem, job creation must become less risky and more prof-
itable for entrepreneurs. This calls for real-capitalist framework conditions, not for
lower wages (high/full employment in the 1960s was associated with wages rising
faster than labour productivity — the opposite has been the case afterwards
(Fig. 2.14)).

Public Finances Under Real-Capitalist
and Finance-Capitalist Conditions

The ratio of public debt to GDP was declining in (Western) Europe for 20 years
from 70% to 40% when the welfare state was built up, and it has been rising to
roughly 100% since the 1970s in spite of consolidation efforts (Fig. 2.16). This
development casts doubt on the belief that the government has direct control over its
fiscal stance. Instead of a symptom-oriented “diagnosis”, one has to take into
account how the different sectors of the economy — households, business,
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government and the rest of the world (ROW) — behave under real-capitalist and
finance-capitalist framework conditions.? If, e.g. the business sector reduces its defi-
cit in a recession, then the government suffers from a rising deficit due to the opera-
tion of the automatic stabilizers (and eventually also due to discretionary measures).
If the business sector increases its deficit again for financing real investments, then
the government can easily improve on its balance during the recovery. The recession
in Germany in 1967 and the subsequent years is a good example for the interaction
of the financial balances under real-capitalist conditions (Fig. 2.15).

Over the medium and long run, real-capitalist incentive conditions ensure that
the business sector takes over household saving in the form of investment credits
and transforms it into real capital and jobs (Fig. 2.15). As a consequence, the gov-
ernment’s budget remains in balance, and the debt-to-GDP ratio declines since the
rate of interest lies below the rate of economic growth (Fig. 2.16). Under these
conditions, the surpluses and financial assets of private households (roughly) equal
the deficits and financial liabilities of the business sector.

Finance-capitalist conditions change the interaction of financial balances and the
dynamics of debts/assets in three respects. First, recessions occur more frequently
than in a real-capitalist regime due to turbulences like oil price “shocks”, interest
rate “shocks” and dollar exchange rate “shocks”. Second, recoveries become pro-
gressively weaker as financial instability and the related profit opportunities from
speculation dampen real investments. Third, the rate of interest is higher than the
rate of economic growth.

The dynamics of public debt is driven by two factors, the accumulation of (pri-
mary) deficits and the interest-growth differential. The latter does impact upon of
the development of the public debt mainly indirectly, i.e. through the adjustment of
the business sector to a positive or negative interest-growth differential.” The reason
for that is clear-cut: if the rate of interest exceeds the rate of growth (in nominal
terms), any debtor (sector) has to run a primary surplus in order to stabilize its debt
relative to GDP (“dynamic budget constraint™). To achieve such a surplus, non-
financial business reduces real investment in favour of financial accumulation
(Figs. 2.12 and 2.15). At the same time, also financial businesses and households
run primary surpluses (e.g. private households — a creditor sector — save usually
more than their net interest income). Under this condition, the government can
achieve a primary surplus only if the rest of the world runs/accepts a primary current
account deficit (the primary balances of all sectors sum up to zero). Germany, for
example, was able to stabilize its fiscal stance mainly through rising surpluses vis-
a-vis (and at the expense of) other countries.

81In the following, we specify only non-financial business since the financial balance of the finan-
cial sector was close to zero most of the time.

?When calculating the interest-growth differential, the distinction between nominal and real terms
does not matter as both the interest rate and the growth rate have to be deflated with the same index
of the general price level, i.e. the GDP deflator. However, in the context of analysing the interaction
of financial balances of sectors, one should operate generally with nominal figures (balances can-
not be deflated).



2 The Road from Prosperity into the Crisis: The Long Cycle of Post-War Economic... 39

Business sector ———-Government —— ROW

--------- Housholds

In % of GDP

-10 A

12 4
1961 1966 1971 1976 1981 1986 1991 1996 2001 2006 2011 2016

Fig. 2.15 Financial balances in Germany. (Source: Deutsche Bundesbank)

To summarize, finance-capitalist conditions in general and a positive interest-
growth differential in particular inevitably lead to a rise in public indebtedness and
in global imbalances (if countries compensate the decline in the deficit of non-
financial business through rising current account surpluses). This conclusion is in
line with the empirical evidence. Under the incentive conditions of the 1950s and
1970s, the surpluses of households were taken over by the business sector in the
form of deficits (Fig. 2.15) in order to finance the accumulation of real capital and,
hence, the creation of jobs (Fig. 2.13). Economic growth at full employment enabled
governments to build up the welfare state and keep the budget in balance at the same
time. At a negative interest-growth differential, public debt declined relative to GDP
(Fig. 2.16).

Since the 1970s, the finance-capitalist framework conditions induced non-finan-
cial business to reduce its deficit und to become a surplus sector in almost all indus-
trial countries (like Germany (Fig. 2.15)): real investments were reduced in favour
of financial investments, the stock of real assets has been declining relative to finan-
cial assets (Fig. 2.12), job creation and economic growth slowed down, and unem-
ployment rose so that most countries have been running budget deficits (even
Germany (Fig. 2.15)).!° Given the positive interest-growth differential, the public

0nly in recent years did Germany achieve a balanced or even a surplus budget, however, at the
expense of the rest of the world: The European Monetary Union enabled Germany to fully profit
from its restrictive wage and fiscal policy since the appreciations vis-a-vis Germany’s euro partner
countries were no longer possible. The German contribution to the development of the “euro cri-
sis” is documented in detail in Schulmeister (2018, Chaps. 11, 12, and 13).
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Fig. 2.16 Unemployment, public debt and the interest-growth differential in Western Europe. '3-
years moving average. (Source: OECD, Eurostat, WIFO)

debt-to-GDP ratio has risen strongly over the long run (Fig. 2.16). The fiscal com-
pact (signed in 2012) represents a further step in a series of attempts of EU politics
to govern the fiscal stance of a country through certain rules (the first attempt con-
sisted in the 3%-deficit rule in the Treaty of Maastricht of 1992). In addition to the
3% rule as maximum of the general budget deficit, there is a second rule for the
structural budget deficit which must not exceed 0.5% of GDP. This holds for all
states with a debt-to-GDP ratio exceeding 60%. According to the debt brake rule,
these states have also to reduce this ratio by at least one twentieth (5%) per year of
the exceeded percentage points (e.g. if a state has a debt of 100% of GDP, it should
reduce this ratio by 2% points each year).
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The most problematic rule concerns the structural deficit since the latter is a
theoretical construction and cannot be directly calculated. Hence, the room for
manoeuvre of fiscal policy can be restricted by the estimation method of structural
deficits. This holds true in particular for the method used by the European
Commission. These objections shall be concretized, taking the development in
Spain after the crisis of 2008 as example (Fig. 2.17; all data stem from EC data
bases, Fall 2013).

The financial crisis and the collapse of the real estate bubble caused a deep reces-
sion in 2009; unemployment and the budget deficit increased sharply. As unemploy-
ment did not decline afterwards, it became “natural” — by theoretical and
methodological construction, the NAWRU follows the actual unemployment rate
(Fig. 2.17). Since less employable people are fed into a Cobb-Douglas function,
potential output started to decline. As a consequence, the output gap did not rise in
spite of the deepening of the crisis but stays at roughly 4%. Therefore, most of the
actual deficit became “structural” (the EC estimates the cyclical component in gen-
eral as roughly 50% of the output gap). The excessive structural deficit forced the
government to more austerity. In 2011, transfers stagnated (in spite of unemploy-
ment rising above 20%), and government consumption shrunk. These measures
induced a further decline of GDP in 2012 (together with tax increases which how-
ever did not result in higher receipts due to the new recession). As a consequence,
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the fiscal stance improved much less than expected, calling for further austerity. In
the meantime, the debt-to-GDP ratio was rising from 40% to more than 80%. If
economic policy had continued to follow the fiscal rules, a downwards spiral would
have developed. Fortunately, policy in Spain but also in Portugal and France delib-
erately (though tacitly) ignored the fiscal compact from 2013 onwards and took
some expansionary measures. The structural balance of these states by far exceeded
the 0.5% benchmark (whereas Italy tried to stick to this rule), yet no excessive defi-
cit procedure was initiated by the European Commission. Together with the
extremely loose monetary policy of the ECB, the moderate expansionary fiscal
policy enabled the economy of these countries to recover.

Production of Economic Theories and Long-Term
Economic Development

The observations presented so far cast doubts on the most fundamental propositions
of neoclassical theory which has become once again the paradigm in economics
(completed by “rational expectations”). Hence, this theory provided the basis of the
“navigation map” of economic policy in the EU. But how could a theory remain
dominant whose most fundamental propositions cannot be reconciled with the
empirical evidence, in particular as regards the price dynamics in those markets
which come closest to the theoretically ideal market, i.e. the financial markets? This
section addresses this puzzle by reconsidering the interaction between economic
developments and theory production.

The abatement of the revolution of 1848 was followed by a period of strong
growth of the real economy (railways, construction), ideologically based on “lais-
sez-faire liberalism”. Marx and Engels explained the rising inequality and the mis-
ery of the working class as necessary outcome of capitalism which must be overcome
on the basis of socialist theories. Together with their (real) wealth grew the tempta-
tion of “industrial capitalists” to (also) become “money capitalists” (Marx), e.g. to
get even richer through speculation in the stock market, but also in real estate. By
the late 1860s, stock and house prices started to rise more and more. The finance-
capitalist boom ended abruptly with the crash of 1873: Both bull markets tilted into
bear markets leading into the “long depression.”

On the academic level, “laissez-faire theories” came under attack; instead, con-
cepts became popular which stressed the role of economic actors as social beings
and which called for an active state, be it through building up a social state
(“Kathedersozialisten” like Gustav Schmoller), be it through (protectionist) indus-
trial policy (e.g. Friedrich List). In addition, also the more radical socialist/Marxist
theories influenced the economists’ debates. The longer the depression lasted, the
more oppressing became the social problems, and the bigger became the power of



2 The Road from Prosperity into the Crisis: The Long Cycle of Post-War Economic... 43

the workers” movement (in 1875, the “Sozialistische deutsche Arbeiterpartei” was
founded in Gotha, unifying two socialist forerunner parties). As a reaction, the basic
components of the welfare state (health and pension insurance) were introduced in
Germany by chancellor Bismarck and afterwards in most other European countries.

The improved confidence in the state, new investment opportunities through
implementing new technologies (electricity and chemistry), stable financial condi-
tions through fixed exchange rates (gold standard) and low interest rates and the
related wave of globalisation contributed to the real-capitalist expansion of the
“belle époque” (~1890 to 1914). This was particularly true for Germany where all
kinds of futures contracts were banned by law in 1896 (after a wave of wheat specu-
lation had collapsed). Germany became the leading country in industrial produc-
tion, and the capital of the UK became the leading financial centre.

On the academic level, neoclassical theory became the paradigm in economics.
It had been developed since the 1870s (independently) by William Jevons, Carl
Menger and Leon Walras and is strictly based on the interaction of individual agents
in markets. In ideological terms, the concept of the “homo oeconomicus” and,
hence, of individualism can be considered a reaction to the rising influence of
socialist theories.

After World War I, the dominance of the “free-market view” facilitated the devel-
opment of one of the strongest stock bull markets in history: Over only 4 years —
between 1925 and 1929 — stock prices almost quadrupled in the USA, people took
up more and more credits to finance buying stocks and to “let their money work”.
The boom then spilled over to other industrial countries. The crash of 1929 caused
arecession so that budget deficits widened. Economic policy followed the advice of
mainstream economists to adopt an austerity policy according to neoclassical the-
ory. This policy paved the way into the Great Depression, together with the collapse
of the gold standard, competitive devaluations and other forms of protectionism.

The consequences of the depression were so catastrophic that also the learning
process enforced by this crisis was deep. It resulted in a new macroeconomic theory
(provided by Keynes), in an active economic policy focusing on full employment,
in stable exchange rates, deregulation of goods markets but strict regulation of
financial markets. Two other developments promoted prosperity. First, confidence
was strengthened through building up the welfare state. Second, there prevailed a
tight coherence between the technological paradigm (Fordism) and the economic
paradigm (Keynesian welfare model).

The success of the European Social Model laid the ground for its own decline:
Full employment and building up the welfare state shifted power from business to
unions which asked for (more) employee participation and for a redistribution in
favour of wages (Fig. 2.14). The “Zeitgeist” shifted to the left (1968, etc.) and
brought social-democratic parties to power as in Germany and Austria. The environ-
mental movement took off and attacked the capitalist model as obsolescent (the
“Club of Rome” was founded 1970). All these developments caused “big business”
to support the neoliberal movement against full employment, Keynesianism and the
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welfare state.!' The stepwise realization of the monetarists’ demand for deregula-
tion of financial markets transformed the system from a real-capitalist into a finance-
capitalist regime.

All important steps on the long way from prosperity into the present crisis — from
moving to “flexible” exchange rates in 1971 to the financial crisis of 2008 and the
subsequent euro crisis — were guided by the recommendations of neoliberal theo-
ries.!? Yet, this “Weltanschauung” still dominates at the academic level, in interna-
tional organizations, in governmental institutions (ministries), in the media and in
politics. The main reason for the persistence of neoliberalism lies in its history:
never before had the enforcement of an economic paradigm so systematically been
prepared, realized and anchored in the minds of the elites. This process began
already during the Great Depression.

In 1931, Hayek became professor at the London School of Economics (LSE) at
the age of 32 and turned soon into the most famous opponent of Keynes in the
debates over the role of economic policy in the Great Depression. After the over-
whelming success of Keynes’ “General Theory” (1936), Hayek became an outsider
within the economists’ profession and began to focus on planning a movement
against the foreseeable advance of the welfare state, legitimized by Keynes’ theory.
Hayek participated in a first meeting of like-minded economists and sociologists in
Paris in August 1938 (during this “Colloque Lippmann”, the term “neo-liberalism”
was coined). During the war, Hayek provided the ideological fundament for the
neoliberal movement with his “Road to Serfdom” (1944). As next step, Hayek
founded the Mont Pelerin Society (MPS) in 1947. This network links together top
scientific economists (“original thinkers” in Hayek’s words — as yet, eight MPS
members got the “Nobel prize”), other intellectuals working in academia, media or
think tanks (“second-hand dealers in ideas”), politicians (like Ludwig Erhard) and
wealthy people as financiers of MPS activities.

Hayek took the “Fabian Society” as model for the neoliberal movement. This
leftist group of social reformers had successfully changed values and attitudes in the
British society between the 1880s and the 1920s. In “The Intellectuals and
Socialism” (1949), Hayek proposed to his combatants that also the neoliberal move-
ment should focus on influencing the intellectuals because “once the most active
part of the intellectuals has been converted to a set of beliefs, the process by which

1 As early as 1943 did Michal Kalecki foresee the long-term political consequences of full employ-
ment policy: “Lasting full employment is not at all to their [ ‘business leaders’] liking”. The work-
ers would “get out of hand” and the “captains of industry” would be anxious to “teach them a
lesson” (...). In this situation a powerful alliance is likely to be formed between big business and
rentier interests, and they would probably find more than one economist to declare that the situa-
tion was manifestly unsound” (Kalecki 1990, p. 355).

120ne has to distinguish between (at least) three neoliberal schools, the Austrian school (Hayek
and Co.), the Chicago (neoclassical/monetarist/New Classical) school (Friedman, Lucas and Co.)
and the German ordoliberal school (one could also add the Virginia school with Buchanan as lead-
ing figure which, however, is a close “ally” of the Chicago school). These schools differ fundamen-
tally in their assumptions and methods; however, they arrive at practically the same policy
recommendations (see Schulmeister, Chap. 6).
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these become generally accepted is almost automatic and irresistible” (quoted in
Jones 2012, p. 80). Hayek was convinced that “the building of a free society”
through defeating Keynesianism and weakening the welfare state could actually be
achieved even though this might take “two or three generations”.!* As first step, one
needed anti-Keynesian theories, produced by the “original thinkers”, which would
then be “translated” in the language of ordinary people by the “second-hand dealers
in ideas” and promoted by think tanks.

In the 1950s and 1960s, Hayek, Friedman, Stigler, Becker, Coase and Buchanan
(to name only the most prominent MPS members and — later — “Nobel laureates’)
produced a great variety of theories, directed against the then dominant economic
paradigm, i.e. Keynesianism:

* Financial speculation is predominantly rational and, hence, stabilizing (Friedman
1953). This (tautological) “proof” legitimated later the deregulation of financial
markets.

» Keynesian fiscal policy has little effect since households base their consumption
on their “permanent” and not on their current income (Friedman 1957).

e In his “opus magnum”, Hayek called for the restriction of any activities of the
state besides protecting the individual liberty and property of its citizens
(Hayek 1960).

e George Stigler (University of Chicago) developed the concept of “regulatory
capture” according to which market regulations are (ab)used by lobby groups
(Stigler 1971).

» At the University of Virginia, James Buchanan and Gordon Tullock built up the
“public-choice school”: Politicians act mainly their private interest (Buchanan
and Tullock 1962).

e Gary Becker generalized the “homo oeconomicus™: All human relationships
such as love, marriage, parenthood, etc. are guided by rational utility maximiza-
tion (Becker 1976).

* Friedman “proved” (together with Anna Schwartz) that the Great Depression
was not caused by the stock market crash of 1929 and the subsequent austerity
policy but by the central bank, i.e. by the state (Friedman and Schwartz 1963).

The presidential address of Milton Friedman at the meeting of the American
Economic Association in 1967 signalled the start of the decisive attack (Friedman
1968): full employment policy is not only useless but detrimental because there
exists a natural rate of unemployment. Any attempt to push unemployment below its
level results in higher inflation. The whole argument was tautological: If one
assumes that output is determined in real terms through market equilibria (vertical
Phillips curve), then any monetary impulse can only have inflationary effects. The
construction of Friedman’s model was, however, brilliant: He took the modified

13Milton Friedman was more optimistic. He stated in his article “Neo-Liberalism and Its Prospects™:
“The stage is set for the growth of a new current of opinion to replace the old, to provide the phi-
losophy that will guide the legislators of the next generation even though it can hardly affect those
of this one”. Quoted in Jones (2012, p. 85).
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Phillips curve (Samuelson and Solow 1960) as point of departure, which — errone-
ously — implied that economic policy can choose between inflation and unemploy-
ment. Such a choice turns out to be non-sense if one takes interest rates into account:
Any rise in inflation causes nominal interest rates to rise and interest payments on
outstanding debts to rise even faster so that investments and employment will
decline with some lag.!* For more than a decade, monetarism became the dominant
macroeconomic paradigm based on the quantity theory of money. However, being
neoclassical thinkers and, hence, believing in “money does not matter’”’, monetarists
overlooked a trivial, yet fundamentally important fact: money is not only used for
transactions with goods and services (PQ x Q) but also with financial assets of all
kinds (PF x QF): M x V =PQ x Q + PF x QF.

Since the volume of financial transactions is many times bigger (and more unsta-
ble) than the volume of transactions with goods and services (Fig. 2.11), a stable
relationship between money supply and PQ x Q is a theoretical impossibility
(Schulmeister 2018, p. 88f and p. 157f). The collapse of the Bretton Woods system
and the following dollar depreciation induced the first “oil price shock” followed by
the first global recession since the 1930s. The “original thinkers” then used the
coincidence of rising unemployment and rising inflation as disprove of the Phillips
curve and of Keynesian theory in general. The “battle over the Phillips curve”
marked the decisive defeat of Keynesian economics. As substitute, the old general
equilibrium theory was restored and complemented by ‘“rational expectations”
(Lucas 1972): It is assumed that agents form their expectation according to the “true
model” which is the model of the rational expectations of economists themselves (a
Freudian projection). As some kind of terminological twist, Lucas and Co. called
their approach “New Classical Macroeconomics” instead of “old neoclassical
microeconomics”.

Once any kind of non-rationality, uncertainty, social interaction and emotions
were removed from the economic theorist’s world, one no longer needed to account
for different economic agents. Hence, the “new classical macroeconomists” con-
structed “dynamic general equilibrium (DSGE) models” based on “representative
agents”, preferably eternally living. In this world, expansionary fiscal policy is use-
less (“Ricardian equivalence”; Barro 1974) as is any kind of macroeconomic policy
(“Lucas critique”; Lucas 1976). Business cycles can only be caused by technologi-
cal shocks (“real business cycles”; Kydland and Prescott 1982). Once the “original
thinkers” had produced economic theories, the intellectuals (“second-hand dealers
in ideas”) should sell them to the public. To this end, more and more neoliberal
think tanks were founded like the “Institute for Economic Affairs” in the UK, the
“Liberty Fund”, the “Heritage Foundation” or the “Cato Institute” in the USA (to
mention only the biggest “tanks”). Their number grew particularly fast after the

14To illustrate this accelerator effect, if inflation rises by 2% points causing the nominal interest
rate to increase from 4% to 6%, then interest payments rise by 50% (for credits at flexible rates).
Phillips himself had (plausibly) interpreted the inverse relationship between the change in wages
and unemployment as reflecting just the (unidirectional) influence of the employment situation on
the bargaining power of unions (Phillips 1958).
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breakthrough of the neoliberal offensive in the 1970s. Since 1981 neoliberal think
tanks are linked together through the “Atlas Network”, it comprises today almost
500 institutions all over the world.'

Over several decades, the increasing dominance of the neoliberal
“Weltanschauung” changed politics, values and attitudes. Slowly, “the market”
became the highest (economic) being which transforms the individual egoisms into
the social optimum with an “invisible hand”. Therefore, men have to subordinate to
market forces, even the democratically legitimized politics (see the notion “market-
conform democracy” used by Chancellor Merkel). That “the market” appears to be
a subject to which men have to adjust is also expressed in everyday language (“the
markets discipline Greece with higher interest rates” — in its plural form, “markets”
almost always means “financial markets”). Through turning the subject-object rela-
tionship between men and market upside down, neoliberalism became the most
powerful ideology of anti-enlightenment and of de-politicizing politics: men cannot
and/or should not organize consciously development processes in society through
political coordination (e.g. by building up a comprehensive welfare state). Instead,
social development should be driven by market competition of individuals, coordi-
nated by the “invisible hand”. The propagation of this ideology — massively fostered
by the breakdown of “real socialism” in 1989 and thereafter — strengthened the feel-
ing of people to be exposed to incomprehensible economic fluctuations, in particu-
lar of globalized financial markets. At the same time, austerity policies weakened
the trust in the welfare state. Right-wing populists address the feelings of uncer-
tainty, fear of the future and anger and promise to “clean up” the system.

The “Long Cycle”” as Sequence of Real-Capitalist
and Finance-Capitalist Regimes

The Russian economist Nikolai Kondratieff was the first to discover the phenome-
non of the “long cycle” or “long wave” in economic development. In his interpreta-
tion, the upswing is caused by technological innovations like the steam engine,
railways or electricity; the downswing sets in when the technology has already been
widely diffused (Kondratieff 1926).

However, the post-war long cycle can hardly be explained by this model since
fundamental technological innovations like microelectronics in all its manifesta-
tions, biotechnology and nanotechnology were developed primarily since the 1970s,
i.e. over the downswing phase (over the 1950s and 1960s, no fundamentally new
technologies had been developed). Based on the distinction between real and finance

5See www.atlasnetwork.org. For details of how the neoliberal master minds organized the
advancement and diffusion of their ideology, see Walpen (2004), Burgin (2012), and Jones (2012).
The essence of this literature is summarized in Schulmeister, Chap. 6.
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capital, the long cycle might better be understood as a sequence of real-capitalist
and finance-capitalist regimes.

The upwards phase of the long cycle is brought about through incentive condi-
tions which focus profit-seeking on activities in the real economy (financial specu-
lation is restricted). Real accumulation is booming; finance capital grows in tandem
with real capital or somewhat slower due to the undervaluation of financial assets,
in particular of stocks. The longer the boom lasts, the more real and financial wealth
is accumulated. Their owners become increasingly interested in “let our money
work” also through financial speculation. At the same time, the economic and politi-
cal position of workers improve due to full/high employment. Trade unions and
leftist parties go on the offensive. Liberal or neoliberal theories and political con-
cepts become more attractive for rentiers as well entrepreneurs. In this way, the
success of real capitalism, i.e. the accumulation of wealth and full employment, lays
the ground for a change in the economic paradigm and in the respective “navigation
map” for politics.

Under finance-capitalist incentive conditions, economic growth declines, unem-
ployment and the public debt rise, austerity policies deepen the crisis. The “syn-
chronization” of bull and bear markets causes asset revaluations, followed by
devaluations which lead finally into a deep financial and economic crisis as in 1873,
1929 and 2008. In this way, the failure of finance capitalism lays the ground for its
decline and the search for new framework conditions during the trough phase of the
long cycle. The incentive structure is changed in favour of entrepreneurial activities,
in particular through financial regulations and a more active economic as well as
social policy.’® The key empirical facts concerning the long cycle over the last
150 years have already been sketched in sections “Framework Conditions and
Economic Performance of Western Capitalism during the 1960s and 1970s” and
“Public Finances Under Real-Capitalist and Finance-Capitalist Conditions”. Here,
they are only shortly recapitulated. After the boom of the real economy in the 1850s
and 1860s, speculation led to the great real estate, bank and stock market crash of
1873, followed by the “long depression”. The tensions in society became more pro-
nounced as did the power of the workers’ movement. As a reaction, the basic com-
ponents of the welfare state were introduced in the 1880s.

The related stabilization of purchasing power and, hence, of final demand, but
also stable exchange rates, low interest rates and the first wave of globalisation,

'°Tn a profound and original study in economic history, Arrighi (2010) combines a similar model
of long waves with Fernand Braudel’s concept of centre and periphery and the related role of the
hegemon in the global economy. In Arrighi’s interpretation, an economic and political system
becomes the hegemon during a real-capitalist upwards phase and then moves to “high finance” and
by doing so finances the upwards phase of its successor. In this way, the Republic of Genoa
financed the expansion of the Dutch Republics during the sixteenth century which then financed
the industrialization of Great Britain. When London moved to “high finance” in the second half of
the nineteenth century, it financed the US expansion. When the Wall Street became dominant in the
late 1970s, the USA started to finance the expansion of the Chinese economy through joint ven-
tures which also provide a continuous technology transfer (it goes without saying that this note is
only an extremely simplified sketch of Arrighi’s concept of “systemic cycles of accumulation™).
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contributed to the real-capitalist expansion of the “belle époque” (~1980 to 1914).
Over the “roaring 1920s”, the mood of “let your money work” broadened and led to
a spectacular stock-market boom which crashed in October 1929 together with real
estate and commodity prices. The subsequent financial crisis and austerity poli-
cies — derived from neoclassical theory — paved the way into the Great Depression.
The consequences of the depression were so catastrophic that also the learning pro-
cess enforced by this crisis evolved in an in-depth manner. It resulted in a new
macroeconomic theory (Keynesianism), an active economic policy focusing on
stable growth and full employment, stable exchange rates (“Bretton Woods”),
deregulation of goods markets (e.g. though the GATT rounds) but strict regulation
of financial markets.

Whereas the Kondratieff model stresses the importance of technological innova-
tions as driving force of the upswing, the model presented here stresses the impor-
tance of the relationship between technical and social innovations, i.e. of the
coherence/incoherence between the technological paradigm and the socio-economic
paradigm. The post-war prosperity phase is a good example: The “Fordistic” type of
(mass) production fitted well to the Keynesian paradigm of the 1950s and 1960s
which legitimates the strengthening and stabilizing of mass consumption. Expressed
in more general terms: the (in)coherence between the technological paradigm and
the economic and social paradigm is a key factor in the dynamics of the long cycle.
When technological innovations take place, they usually cannot be fully utilized
because there is a lack of accommodating social innovations. For example, Fordistic
mass production was already adopted in the 1920s but could not be fully used within
the “laissez-faire paradigm”.

In an analogous way, one can argue that nowadays those social innovations are
missing which would accommodate the technological innovations of the last
decades in such a way that the society as a whole can profit from progress in tech-
nology as well as in the socio-economic relations. The contradiction between the
progression in technology and regression in economics, i.e. the return to the old
“laissez-faire paradigm”, is one important feature of the current crisis (in natural
sciences a return to an old paradigm is unconceivable).

The European Model and the US Model Under Real-
Capitalist and Finance-Capitalist Conditions

Table 2.3 summarizes the main differences between the European Social Model and
the US model of society in a stylized manner. These differences have developed
over several centuries, whereas changes between real-capitalist and finance-capital-
ist framework conditions take place within few decades. The roots of the European
Social Model lie in the traditionally great importance of citizens being embedded in
social contexts. The respective organizations range from the feudal system or the
guilds of craftsmen in medieval times to interest groups like trade unions and up to
the modern welfare state. In the USA, by contrast, competition as individuals is the
most important form of economic interaction — not the least because the USA has
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Table 2.3 European model versus US model

S. Schulmeister

Europe

USA

Long-term development
path

Citizens embedded in social contexts
(feudal system, communities, interest
groups, welfare state)

Citizens as (former)
immigrants: Mentality of
adventurers, Competition
as dominant form of
social interaction

Pursuit of interests

Mainly through organisations (unions,
etc.)

Predominantly as
individuals in markets

Fundamental values

Individual freedom and social justice
(“Liberte, egalite, fraternite™)

Individual freedom
(“pursuit of happiness”)

Great

Little

Importance of trade unions
and organisations of

entrepreneurs

Labour relations Corporatism No institutionalized
cooperation

Labour markets Regulated “Hire and fire”

Insurance against illness,
old-age poverty,

Provided by welfare state Mainly private (or no)

insurance, unemployment

unemployment benefits modest
Education system Primarily run by welfare state Mainly private
Relationship market/state | Complementary Antagonistic
Importance of the welfare | Great Little

state

Importance of the financial
sector

(Traditionally) Less important Very important

Real and financial
economy

Focus of making profits (Traditionally) Real economy

“Real and financial
capitalism” (“Silicon
Valley culture” combined
with “Wall Street
culture”)

“Economic culture” “Real capitalism” combined with

welfare state

evolved from a society of immigrants in which the fight for survival and expansion
is of central importance. As a consequence, organisations like trade unions or politi-
cal parties as a means of pursuit of interests play a comparatively greater role in
Europe. Individual freedom, social justice and solidarity can be considered the key
values of European society (“liberté, egalité, fraternit€”). In the USA, by contrast,
individual freedom ranges by far the highest (“pursuit of happiness”).

These differences are also reflected by the way how insurance against basic risks
of life is provided and how the education system is organized. In both respects, the
welfare state plays a much more important role in Europe as compared to the
USA. As a consequence, the relationship between market and state is (traditionally)
considered complementary in Europe but rather antagonistic in the USA.

Significant differences have also been prevailing as regards the relationship
between the real and the financial sphere of the economy and the related “economic
culture”. The economies in (continental) Europe have been focused on the real
economy. In the USA (and also in the UK), the “Wall Street” (and the “City”) plays
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Table 2.4 Europe and USA under real and finance capitalism

Macro-economic framework conditions
Mixed (Bastard-
Keynesian monetary
and fiscal policy,
Institutional framework speculation focused
conditions Real capitalism Finance capitalism on stock market)
European Social Model | Europe until Europe since —
~1973/1980 ~1973/1980
US-Model US until ~1973/1980 | US since ~1973/1980 | US since ~1990

a key role in the economic system. Since the early 1990s, the practice of economic
policy in the EU has been staying in an increasing contradiction to the principles of
the European Social Model. This policy was shaped by the following general guide-
lines (Table 2.4): restrictive regulation of fiscal and monetary policy and deregula-
tion of financial, goods and labour markets. These neoliberal guidelines have
progressively weakened the European welfare state. At the same time, US economic
policy has been following a “trivial Keynesian” course.

The fiscal rules were established in 1992 in the Treaty of Maastricht and have
then been tightened through the Treaty of Amsterdam (1997) and 2012 through the
Fiscal Compact. In the USA, by contrast, fiscal policy has been following a pro-
nounced countercyclical course. For example, in and after recessions, the govern-
ment increased the budget deficit deliberately and strongly. Afterwards it did not
adopt a savings policy but let the automatic stabilizers care for a continuous
improvement of the fiscal stance.!” Monetary policy in the euro area is shaped by the
statute of ECB which gives price stability the highest priority and leaves almost no
room for other economic targets. By contrast, the US central bank considers growth
of production and employment as important as price stability. US authorities try to
support the own economy not only by means of an active fiscal and monetary policy
but also by stimulating exports through an undervalued dollar exchange rate. For
example, during and after the recessions in 1991 and 2001, the “talking the dollar
down” on behalf of US politicians contributed to strong depreciations of the US
currency. After the Great Recession of 2009, this strategy failed due to the deepen-
ing of the euro crisis which caused the euro exchange rate to decline.

To summarize, a comparison of the fiscal and monetary policy adopted by the
EU, on the one hand, and by the USA, on the other, suggests that an exchange of
concepts took tacitly place around 1990. The EU took over the monetarist approach
of regulating fiscal and monetary policy in a restrictive manner, whereas the USA
adopted a “trivial Keynesian” approach. An evaluation of the realization of the four
combinations of real/finance capitalism, on the one hand, and the European/US
model, on the other hand, in post-war history (plus the special case of the US

7This “trivial Keynesian” course was and is facilitated by the privilege of issuing the main inter-
national reserve currency, the US dollar. Since the USA can finance its external deficit in its
national currency, it is much less financially constraint than all other countries. This helps also to
finance the US government deficit.
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strategy since the early 1990s) suggests that the best performance was realized in
Europe over the 1950s and 1960s due to the coherence between the principles of the
European Social Model and a real-capitalist incentive structure. The worst perfor-
mance can be attributed to the (inconsistent) combination of finance-capitalist con-
ditions and the European model, i.e. the development in the EU over the last
20 years.
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Chapter 3
The Systemic Nature of the Global Crisis
and Some Principles for Tackling It

Check for
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Christian Ghymers

Abstract This chapter argues that climate change, the global macroeconomic crisis
and the weakening of democracy are all expressions of the same incoherence in the
present global economic system, which operates on the basis of major ‘market fail-
ures’ that are characterized by the same kind of economic mechanism based on
biased relative prices for fossil energies, financial returns and social cohesion.
Therefore, the only practical solution is to make sustainable production profitable
by first correcting these relative prices in order to re-establish a systemic conver-
gence between private and social returns and between political and economic
democracy.

A Holistic View, A Concerning Diagnostic

The crisis is systemic...

One of the important results of the comparative analysis undertaken in the
Monnet Network is the awareness of systemic nature of what is commonly referred
to as ‘the crisis’. This result leads to a serious consideration of the hypothesis of
unsustainability in the present global economic order. The emergence and persis-
tence of the global crisis of 2008-2009, which became in the following decade
(2010-2019) a global crisis of democracy in Western societies, announce a clear
rupture with respect to the dominant Western models of governance and relation-
ships among citizens. Beyond this observation, which is slowly being shared by a
growing number of observers, the changes presently underway involve not only an
adaptation of socioeconomic policies in Europe and Latin America to new con-
straints but also a more radical revision of the dominant paradigms of the world
economy. Therefore, this chapter focuses on the systemic aspects of the global crisis
that affects both regions and the rest of the world in order to prioritize the design of
a coherent solution for particular regions.
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...and global, characterized by unsustainability from macroeconomic policies to
democracy and the environment ....

Indeed, the crisis is global, not just in the geographical sense but also in the sys-
temic sense for being the manifestation of economic behaviours that accumulate,
the costs of which are passed on to subsequent generations with an exponentially
growing price. The most emblematic and fatal consequence is global warming,
which should lead soon to a general unsustainability of the present economic and
sociopolitical order. This unsustainability is not only limited to the environment,
with climate change, but also concerns the macroeconomic aspects of our econo-
mies, with a slowdown in growth and productivity, a lack of room for manoeuvres
in both monetary and fiscal policies, a concerning accumulation of debts and finan-
cial weaknesses, inefficiencies in financial globalization that increases pro-cyclical
instabilities, allocation of global savings towards overconsumption and involvement
of a massive waste of resources and of CO, emissions by the richest economies,
which are not moving towards more beneficial and sustainable productive invest-
ments. Unfair income distribution and insufficient welfare expenditures increase
and drive our societies towards political deadlock, exposing democracies to populist
waves and ultimately to the destruction of life on the planet. Paradoxically, climate
change, which is the worst global dimension of the present sustainability crisis, is
not effectively prioritized either by policymakers and public opinion — except the
recent wake-up call from the youth! — or by economists. This amazing procrastina-
tion threatens life on the planet and is dramatically increasing the costs of any
solution.

...which are linked together...

The key thesis of this chapter is that climate change, the global macroeconomic
crisis and the weakening of democracy are all expressions of the same incoherence
in the current global economic system, which operates on the basis of the same
principle, ‘market failures’; i.e. those who cause damage to others do not pay for it
because biased relative prices do not incorporate fatal external effects: overly low
costs or no cost at all for carbon emissions, overly high relative returns for financial
activities with respect to productive activities and overly high prices for safe assets
in US dollars (overly low yields).

‘Climate change is a result of the greatest market failure the world has seen’
(Stern 2007) and the most emblematic consequence of the systemic unsustainability
that results from the overwhelming short-termism of our materialist rationality,
whatever be the ideological option (right or left). All these phenomena of dysfunc-
tional behaviours share a common systemic origin and respond to the same kind of
simple economic mechanisms through biased relative prices: the fact that numerous
important economic decisions are biases due to being mainly taken on the basis of
short-term, distorted, short-sighted price systems that amplify their damaging future
effects (social, economic and political). Furthermore, both climate change and

! Although it is an important step for spreading awareness in public opinion, this emerging move-
ment is still very unprepared and does not push concrete measures.
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financial/macroeconomic instability are also linked to financial reasons and are a
result of the same disinformation from vested interests. This short-termism and
materialist rationality rely, of course, upon values, but changing them is a much
more complex issue than changing relative prices and fighting against lobbies.

The reasons for such linked inefficiencies are explained below. It is a complex
result from a combination of financial flows, dogmatic views, deeper mental struc-
tures that prefer short-term advantages and sociopolitical features manipulated by
vested interests. In spite of these very resilient ultimate causes, these risky and
costly defects could be fixed with simple technical solutions insofar as they address
the same basic action mechanisms of these price distortions by using adjusted indi-
vidual incentives. They all come either from market or administrated prices that do
not correctly incorporate the externalities of these decentralized decisions or from a
lack of collective goods or their abuse by not paying adequately for them. In both
cases, relative prices are misleading. These typical situations of market failures are
characterized by a systemic divergence between private and social returns, which
creates a typical moral hazard that inevitably leads to unsustainability. Therefore, it
is futile and even counterproductive to try to attack the effects without correcting
first the systemic mechanisms. Furthermore, the different areas of unsustainability
even mutually reinforce each other, which explains the unsustainability and inevi-
table collapse of the present regime: macroeconomic and financial architecture
caveats feed global warming by diverting financial flows. The manipulation of
democracy and an increasingly unfair income distribution maintain the unsustain-
ability of these linked processes, which are a threat to democracy itself.

...and illustrated by three relevant cases of distortion...

We single out three emblematic cases of these mutually supportive price distor-
tions or incorrect market signals that make the present system not only inefficient
but also contradictory to economic efficiency and unsustainable, not only economi-
cally but also socially and therefore politically:

e The use of a national currency — the US dollar — as the main vehicle of interna-
tional payments and reserves makes the public good of the international mone-
tary system (IMS) asymmetric, impeding its management for world interests
(Triffin dilemma?); this dollar-based IMS generates several distortions and sig-
nificant spillovers upon the rest of the world: automatic financing of US external
and fiscal deficits at lower interest rates (price distortion) by capturing the world
demand for safe assets in order to allocate global savings to US overconsumption
by playing the role of international banking transformation. This function biases
the US policy mix towards expansionist, pro-consumption monetary policies and
causes significant spillovers upon the rest of the world including mismanage-
ment of global liquidities, accumulation of financial risks and overly low savings

>The Triffin dilemma expresses the simple fact that increasing international liquidity means
increasing the external liabilities of the US economy, the currency of which is demanded as an
international reserve; this fact leads to the logical impossibility of regulating global liquidity and
managing an optimal policy mix in the USA, which provokes global liquidity cycles and global
macroeconomic instability.
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(public good failures). This asymmetric IMS is so dysfunctional and unsustain-
able that the gap between the (increasing) power of unilateral US monetary pol-
icy and the (decreasing) relative weight of the US economy has risen dramatically
with the explosive increase of free international financial flows, the growing role
of global banks operating in dollars and the rapid development of emerging
economies resulting from the so-called globalization.

* The excessive financial globalization and deregulation promoted by the dollar-
based IMS have led to another kind of moral hazard provoked by key price dis-
tortions and lack of regulations: the higher profitability of financial speculation
with respect to production activities creates economic instability and high costs
because deregulated financial systems mechanistically propagate shocks and
endogenous financial crises which have amplified macroeconomic crises; finan-
cial markets are not the same as other markets because operators are dependent
upon the liquidity condition, which is a public good.

* More generally regarding non-financial markets, some significant price distor-
tions also result from the inadequate internalization of the externalities issued by
decentralized economic actors; it is the same kind of inner near-sightedness of
any decentralized (competitive) price system when prices do not incorporate all
the information or do not take adequate account of spillover effects, as is the case
for environmental damages and especially the very inadequate (or absent) price
on carbon emission.

The parallel between the damages caused by the excessive emission of CO, and
the excessive spillovers resulting from the conjunction of an asymmetric IMS and
untamed free financial markets deserves especial attention. It is not just a similarity
but an intertwined cumulative process. In concrete, positive terms, to reach the neu-
tral carbon output required for our survival as living species, crucial changes in rela-
tive prices are urgently needed not only for the internalization of all carbon footprints
but also for the IMS and financial markets in order to correct relative financial
returns capable of ensuring the (very) large financial flows required for making pos-
sible and directly profitable the output changes towards a low-carbon system in the
emerging economies and other LDCs. Also, the manipulation of public opinion and
policymakers is very similar in these three cases, with a combination of simplistic
dogmatism and rent-seeking by using financial resources to corrupt decision-makers
or misinform citizens.

...which form a pyramid of systemic unsustainability...

These three global destabilizing mechanisms are related and mutually supportive
both in their deeper causal origin and methods and in their functional connections
for a restoration of profitable sustainability and a change in the order based upon
inequality/power imbalances and the resulting lack of multilateral organization/
international cooperation. Indeed, the caveats of an asymmetric IMS allow for
maintaining international power for the US economy and oligarchic interests in the
rest of the world on the part of financial policymakers in central banks and treasur-
ies. This status quo combination makes global warming worse and impedes a sys-
temic solution towards a sustainable economic order on the planet.
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The lack of external constraint for the USA allows for the sustaining of a more
expansionist policy mix by accelerating the cheap financial inflows necessary for
feeding the global macroeconomic imbalances inherent to the (unsustainable) US
consumption way-of-life. This imbalance is closely linked to the need to import
external savings and to control fossil fuel markets.? Financial globalization through
large multinational banks operating basically in dollars is a complementary part of
the system based upon the free-market tale that permits an extension of unproduc-
tive financial capitalism. This extension is necessary for feeding the macroeconomic
imbalances as well as for sustaining the political bias and the manipulation that are
necessary to the status quo but that contribute to increases in the gap between eco-
nomic and political democracy.

The result is an excessive and counterproductive financial globalization because
capital movements flow in the wrong direction for sustainable economic develop-
ment: from poor to rich economies and from real investments to financial ones,
exposing the world to global macroeconomic disequilibrium and to the launch of
negative spillovers through a pro-cyclical, global financial cycle with perverse
effects upon exchange rates, capital flows, growth, savings and the environment.
These three major distortions are related to — and consolidate — inequality and power
abuses, thus manifesting an increasing gap between political and economic democ-
racy. There is a total correspondence between those who benefit the most from CO,
emissions and those who suffer the most from global warming. Rising temperatures
will cause the poorest to suffer the most, even in the wealthiest nation in the world
(Hsiang et al. 2017). In parallel, it is now obvious that the hypertrophy in the finan-
cial sector not only was not favourable to growth and social mobility but also
increased social costs, inequality and political instability. This growing divergence
between political and economic democracy is the main visible manifestation of the
inner contradiction upon which the economic system has lost its rationality through
fundamental relative price distortions that lead to destructive results that in turn cre-
ate mistrust in democratic institutions, which feeds the rapid expansion of popu-
lism. This is a fatal paradox since materialism leads to its own contradiction by
destroying the basis of material welfare and life.

...inwhich the unfounded belief in the efficiency of financial markets bears a very
heavy responsibility...

The radical neo-liberal reaction to the Triffin dilemma was free floating and
financial liberalization. Indeed, abandoning most of the regulations inhibiting capi-
tal movements appeared as the easiest and most coherent action in a binary reaction
against state intervention to face imbalances developed under less liberal policies.
Such a dogma was based upon the simplistic belief that financial markets would
necessarily be as efficient as any product market by fixing competitive asset prices
and yields as a result of their fundamental value.

This is an epistemological mistake that has triggered new mechanisms of addi-
tional macroeconomic imbalances. The paradigm of financial market efficiency

30il is traded in US dollars, like coal used to be traded in British £, when the £ was the main key
currency.
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plays a complementary role in the transmission of the ‘built-in destabilizer’
(Ghymers 1986; Triffin 1991) in the dollar system. The reason is merely that finan-
cial markets do not operate in the same way as product and service markets because
the behaviours of financial operators are not independent but linked through mimetic
competition to their assessment of liquidity conditions, which tends to be self-ful-
filling. This absence of operator independence impedes the efficiency of financial
markets and explains their inherent instability. Unlike in other markets, credit
demand and supply move together with liquidity conditions, keeping yields and
interest rates from playing the balancing role of ‘objective’ market prices. As shown
by Aglietta (2018), in Minsky’s (1982) line of Keynes’ interpretation, financial mar-
ket behaviours are not governed like other markets by the objective fundamental
value of assets with a symmetry of information but by liquidity, which is mainly
self-fulfilling and makes financial operators mutually dependent: liquidity intrinsi-
cally reflects this interdependency because financial markets operate under ‘mimetic
competition’ (Orléan 1999) when forming expectations of asset values and debt
sustainability: credit providers tend to expect the same kind of valuation change in
asset prices as borrowers do. This link biases the credit market indicators towards a
one-way bet. Therefore, credit demand and supply cannot ensure a stable equilib-
rium through yield changes like other markets used to do because demand and sup-
ply move together. Contrary to non-financial markets, in which the two sides of the
market have opposing interests with regard to prices since demand is subject to satu-
ration condition (i.e. the demand slope is negative), financial markets are inherently
unstable and inevitably generate a succession of euphoria and panic as a result of
their subjective common perceptions of liquidity, which link credit demand and
supply: the credit demand slope could be positive when the expected change in asset
value is higher than the costs of borrowing, but since this expectation is shared by
both borrowers and credit suppliers on financial markets, the expected yields cannot
have the stabilization role of normal competitive market prices. Liquidity is self-
fulfilling and pro-cyclical: in the cyclical upwards phase, optimistic expectations
increase the demand for credit even with interest rate increases, while lenders
increase also their supply of credit since they perceive fewer business risks and
since their collaterals acquire more value. Paradoxically, indebtedness tends to con-
tract the risk premium. When the cyclical bubble bursts, the same cumulative pro-
cess is in motion on the negative side: asset values decrease while debt values
remain (or even increase in real terms), moving back credit supply and demand. The
deterioration of debtors directly affects that of creditors and lenders, triggering a
deleverage adjustment process that has macroeconomic depressing effects (balance
sheet recession). Mimetic competition is necessarily biased towards pro-cyclical
behaviour, impeding the self-regulation of liquidity by credit price adjustments.
Here the market price distortion comes from the fact that financial prices are self-
correlated through liquidity perceptions by both sides of financial markets, which cre-
ates a destabilizing financial cycle. In the past 30 years, the size of global finance in
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the world economy has been moving from 280% of GDP to 430% (Artus 2019),* and
the causality relation between the real cycle and the financial cycle has been reversed:
the financial cycle explains the real cycle in the period of 19962018 while the con-
trary was true from 1980 to 1995. Except for emerging economies, the size of finance
is not favourable to growth. Furthermore, Artus (2019) shows that the gravity of reces-
sion increases with the size of finance in the GDP and the ‘allocative efficiency’ of
savings has been a concern since 1990, in the sense that savings have been oriented
mainly towards inefficient uses such as real estate or public consumption and not
towards productive investments. These contradictory economic results should call
into question the paradigm of financial market efficiency. Facts show that market
incentives are biased towards a hyper-development of financial capitalism. Distortions
in market incentives have induced non-financial business to reduce its deficit (dissav-
ing) to become a surplus (saving) sector in almost all industrial countries: real invest-
ments have been reduced in favour of financial investments, the stock of real assets
has been declining relative to financial assets, job creation and economic growth have
slowed, and unemployment has risen, such that even stability-oriented countries such
as Germany have been running budget deficits most of the time. Given the positive
interest-growth differential, the public debt-to-GDP ratio has risen strongly, leading to
over-indebtedness. At the same time and as a consequence of the easiness to ‘make
money with money’ in financial capitalism, a process of growing income inequality
has started to increase the gap between political and economic power, strengthening
the lobbies and amplifying the incoherence in the economic rationality. This feature is
at the very centre of the political, economic and moral crisis facing humanity: eco-
nomic power —ownership of financial resources in the hands of few — tends to become
immune to economic democracy, in contrast to the three first decades of the post-war
period, a period that showed a development of market economies oriented towards
real output and quasi-full employment.

...but remains unable to answer to the threat of global warming.

On top of this macroeconomic disequilibrium leading that has led to the political
crisis of the emerging populism is the unsustainability of the present Anthropocene
epoch: the fact that the acceleration of the influence of human behaviour on Earth’s
atmosphere in recent decades is threatening the existence of humankind as a bio-
logical species. This constraint is by definition the most global ever faced, but it is
also more radical than the previous ones faced by human societies insofar as — con-
trary to past economic constraints — the irreversibility of the damages for the planet
calls into question the existence of human life itself, not to mention the costs. In the
past, human societies faced many serious constraints but generally not the global
life system, and the successive constraints were successfully bypassed as a result of
the genetic basic instinct of our species for dominating and exploiting the Earth,
especially when translated into the materialist rationalism which has been shaping
our societies since the eighteenth century Enlightenment and its consequent expand-
ing industrial revolutions.

*These numbers are based upon Natixis data: finance weight is measured as the total of outstanding
loans, bonds, stock market capitalization and M2 money stock divided by world GDP at cur-
rent prices.
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How to Explain the Absence of a Coherent Reaction
to the Present Unsustainability of the World Economy?

The procrastination of all policymakers facing the three main facets of the systemic
unsustainability...

Itis really amazing that the global warming which has been scientifically identified
for at least half a century as an inescapable consequence of our consumption of fossil
energies remains without any significant counteraction in spite of the dramatic
increase of the costs of inaction. Neither the ecologists nor the economists — with
minor exceptions — have formulated adequate reactions. Trying to explain this irratio-
nal behaviour affecting all political regimes is the key for understanding the global
crisis and how to get out of it. Indeed, the socio-psychological mechanisms at stake
are the same for climate change and for the macroeconomic deadlocks as well as for
the asymmetric dollar-based IMS. The principles at work in CO, greenhouse effects’

SGlobal warming resulting from the CO, greenhouse effect, which was discovered by Joseph
Fourier in 1824, was scientifically established in 1856 by Eunice Newton Foote, an American
woman, who was not credited for her discovery due to being a female and suffragette. History
attributes the discovery to John Tyndall, who ‘rediscovered’ it in 1859. In 1896, Svante Arrhenius
(Swedish Nobel Prize winner) recalculated it. Further analysed in 1939 by Guy Stewart Calendar,
it was demonstrated empirically in 1953 by Gilbert Plass and in 1957 by Roger Revelle and Hans
Suess. The concept was diffused pedagogically by the magazines Time, Life, and in 1958 by the
‘Bell Science Hour’ and through a popular movie by Frank Capra. As of the 1950s, energy compa-
nies ordered several scientific studies, all concluding there was a causal link between the use of
fossil fuels and global warming, implying therefore a questioning of their future exploitation and
profits. In 1958, Revelle and Keeling started to measure a daily record of CO, concentration, based
upon which the so-called Keeling curve shows that CO, emissions were accelerating and reaching
arecord level in 3 million years. On these bases, as of 1960, the Jason Committee (a secret group
of elite scientists which advises the US government on strategic security matters of science and
technology) used MacDonald’s model on climate change to convince US presidents (beginning
with John Kennedy in 1961) that fossil fuel burning would lead to dangerous global warming that
would endanger the planet. These analyses all concluded by proving the reality of global warming
due to fossil energy and the need for urgent actions and for launching international measures,
including Revelle and Keeling’s report in 1977 and the Charney Report in 1979 (‘Carbon Dioxide
and Climate: A Scientific Assessment’), from which several initiatives emerged, such as the inter-
national carbon tax proposed by William Nordhaus (Carter’s economic adviser and Nobel Prize
winner in 2018), Carter’s ‘Changing Climate’ report (published in 1983) and the report by the
Environment Protection Agency, both of which scientifically confirmed Charney’s alarming report
and warned that it was urgent (and maybe too late) to act, but all were blocked or abolished by
President Reagan in the 1980s and the US press, influenced by lobbies seeking to divert the scien-
tific conclusions through the counter-argument that market forces would take charge, thanks to the
US scientific progress to come, therefore opposing any costly changes to the US economy. During
the 1988 presidential campaign, G. Bush took the electoral commitment to act for curbing global
warming, but the fossil energy industry and their major users organized a massive campaign of
disinformation (half a billion US dollars only in 1989 and 2 billion between 2000 and 2016),
throwing doubts upon the scientific basis of climate change risks and timing. In spite of a growing
international consensus for an international treaty to limit CO, emissions with carbon taxes, the
vested interests won the battle with the decisive influence of John Sununu (the head of the Bush
administration), who kept the Noordwijk Conference (November 1989) from enacting an interna-
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as well as those in any externality,’ the near-sighted financial market” and asymmetry
in the IMS,? have been scientifically known and explained extensively for more than
half a century. In spite of all the necessary information, both the scientific community
and policymakers have acknowledged that the huge gap between the causes and the
effects was making it too difficult and too risky for there to be any effective action to
face powerful lobbies because the value of the future was too low compared to the
immediate economic advantages for citizens resulting from burning fossil fuels: all
the progress in well-being since the industrial revolution has been produced by the
(overly) low price of energy afforded by burning fossil combustibles. Such a general-
ized procrastination has also been observed in the financial and monetary fields,
where the establishment strongly defends the status quo against regulations and
changes in the IMS.

...helps to identify the roots of our unsustainability in our materialist rationality,
with its male binary order resulting from the evolutionary process that was neces-
sary for our past survival and economic development...

This crazy race towards human destruction is based upon much deeper aspects
that analyses of economic or political economy might make clear. We are convinced
that pure economic mechanisms must be viewed as reflecting our ‘binary thinking’
bias. The way we think and base our scientific analysis is very ‘male-oriented’. This
seems to be the result of millions of years of evolutionary progress based upon a
primitive survival selection, combined later with the rationality built upon the post-
Socratic philosophy® imposed by thousands of years of economic selection. Such a
double natural selection has introduced fatal contradictions into our global eco-
nomic system which counteract our own pretention to materialist efficiency and
progress in productivity. As Sarah Myhre (2019) argues, not only is gender inequal-
ity not a ‘natural law’, but it is a monstrous unnatural bias destroying nature itself.
In the American Andes, the ‘Pachamama’ — a feminist Amerindian concept that
personalizes mother nature — transforms the abusive rationality of the male predator
into a rape which is eventually castigated by the self-destruction of its unnatural
material results, turning the expected material benefits and rationality into negative
output, i.e. showing the irrational male behaviour. Therefore, the survival of not

tional compulsory limitation of CO, emissions. The doubts about the existence of global warming
due to CO, are now scientifically discarded because, contrary to previous historic climatic changes,
this time the changes are global, i.e. simultaneously observed on all continents.

®The inefficiencies due to externalities in market economies were explained by Alfred Marshall in
1890 and elaborated by A. Pigou in 1920 and are an indisputable part of Economics.

"The instability of financial markets was analysed by Keynes in the 1930s.

8The incoherence of the dollar-based IMS was denounced tirelessly by Triffin from the 1950s up
to his death in 1993.

Plato and Aristotle believed that nature ordained not only physical differences between males and
female but mental differences as well, declaring that women were incapable of reasoning and as
such subjected to men: ‘Nature makes women inferior to men’. This long-lasting exclusion of half
of humanity has had severe consequences for peace, human harmony, economic and political
development and respect for life and our planet. See Whitbeck (1976) and Maloney (1991).
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only our own civilization but furthermore that of humankind would depend on our
ability to resolve the gender issue.

Admittedly, the cultural rationality has demonstrated its efficient supremacy.
Indeed, the progressive emergence of Western societies and their temporary mate-
rial superiority with the industrial revolution and its accelerated global extension are
the positive results of fragmented analyses and binary belief cultures. However,
these material successes are only one side of the real world. Negative spillovers and
perverse effects are becoming now explicit and visible. So far, the institution of a
rational materialistic science has imposed a ‘dictatorship of reason and material-
ism’!? in which science is not about developing human consciousness and life in a
holistic approach to the planet but about power and money in a linear, fragmented,
male binary hierarchical order. This order and its spectacular material results have
produced a terrific illusionary bias by separating our perception of our power from
our impacts on life and our planetary systems. One example is the fact that eco-
nomic growth and its measure in terms of GDP have become a pathetic illusion as
far as the negative output of CO, emissions and other depletions of natural species
and resources are not taken into account in the statistics. The result is a predatory,
unfair attitude on the part of the present generation against subsequent ones and of
the richest against the poorest.

...but paradoxically this successful, historic evolutionary process has become a
destructive natural process...

Presently, the systemic difference between this crisis and the previous ones is
based upon the fact that the individual (male) genetic motor which permitted an
overcoming of previous material constraints and shaped our ‘way of thinking’ has
become itself the cause of the problem of unsustainability. According to neurosci-
ence — which will not be developed here since it lies outside the scope of the present
research!! — the most fundamental reason for the process of destruction of life on
Earth is based upon our brain structure, which has selected a segmented way of
thinking necessary for ensuring our material success and the industrial revolutions.
The resulting economic supremacy has pushed the world toward a male rationality
based upon a binary method that has led to a dichotomist conception of life, which

10See the work of Francisco Varela and the Santiago School of Cognition, e.g. Varela et al. (2016).

""The deeper roots of Western societies’ rationality extend far beyond the Enlightenment to the
whole post-Socratic way of thinking in Western cultures. See the ‘Institute of Human Conductivity’,
founded by Carlos Gonzalez Carrasco and based at Regent’s University, London, www.humancon-
ductivityinstitute.com: ‘The old scientific narrative is practiced as an exclusive binary. The prac-
tices of scientific materialism have caused a brutal process of dehumanisation and the unprecedented
destruction of our planet. Dominant “rational-logical” scientific materialistic practices have
reduced life to a degraded, debased and undignified monetised commodity. It has fragmented and
separated our mind from our body, our body from our spirit, human from humans and humans
from nature. This is a catastrophic and collective failure of human thinking. The old fixed and rigid
scientific paradigms and dogmas have decayed to the point of an irreversible collapse, a process of
continuous systemic crisis of its individual parts (corporate, economic, political, social, ecological,
spiritual, moral, ethical) but for HCI these individual expressions are in fact parts of a systemic
crisis of the whole’. See also Ghymers and Gonzalez Carrasco (2016).


http://www.humanconductivityinstitute.com
http://www.humanconductivityinstitute.com
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in turn has created an ‘illusory commodified reality’ that is engaging humankind in
a dehumanized deadlock (Gonzalez Carrasco 2017) and a fictitious immediate
well-being.

Such a destructive ‘natural selection’ seems to respond to an individual brain
structure that has been shaped by millions of years of survival struggle but that has
been unable, as a result of the actions of dopamine incentives, to spontaneously take
into account a collective global constraint and a long-term improvement instead of
an immediate satisfaction. As explained by S. Bohler (2019),the human brain bal-
ances immediate (‘animal’) impulses controlled by the striatum (mesencephalon)
and the (human) capacity to assess and plan for the future managed by the cortex
(frontostriatal fibres). The striatum was configured by the past animal fight for sur-
vival, which needed to give priority to immediate advantages when individuals were
in competition in the natural selection process, while the cortex development
emerged later in human societies as a result of the rational preference for the future.

...through an imbalance that is favourable to populism, which draws upon imme-
diate impulses instead of forecasting rationality...

Nevertheless, the recent technological and economic progresses combined with
the uncertain climate created by the global crisis have developed a culture biased
towards instantaneity, which tends to weaken the countervailing power of our cortex
upon our animal striatum through the issuance of dopamine that is neurochemically
dominated by our animal nature. The result would be a trend favourable to the ‘me
now’ of materialism and to short-term profits through individual brains in competi-
tion that prefer immediate advantages when uncertainty reigns.

This universal phenomenon, which is referred to as the psychological ‘temporal
loss of valorisation’, is not new but has been compensated by the easy economic
growth of the pre-global crisis period, during which apparently rapid productivity
increases combined with social protection fed an illusionary security. The general-
ization of economic uncertainty with the global crisis has created a socio-
psychological shock of popular fears, which weakens the collective ability to plan
for the future. The popular reflex of fear gives preference to the immediacy sup-
ported by the memory of the past, ‘democratically’ refusing any longer-term con-
siderations, rejecting the elites in power viewed as necessarily guilty for the current
deteriorations and, opting for status quo, condemning democracy to populism. This
risk was spectacularly illustrated by the recent French social revolt of the ‘gilets
jaunes’, in which 80% of the citizens opted for the immediate purchasing power
advantages of lower oil prices and deficit spending at the expense of the longer-term
collective interests of financing the energy transition.'?

...leading ‘ceteris paribus’to a civilizational collapse...

Our current sustainability crisis is the result of all the negative human impacts on
our vital planetary eco-systemic interdependencies, which the materialist-
fragmented-rationality paradigm ignores by maintaining an illusory reality. As

120f course, such a populist rejection of longer-term rationality was spurred and amplified by the
lack of fair distribution in the government measures. However, most of their claims reflect the
desire for immediacy instead of systemic improvements.
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already denounced some 20 years ago by Tom Bentley and Daniel Stedman Jones
(2001, p. 16), this triumph of individualism, still superficially defensible in terms of
social progress and justice, has most obviously contributed to the loss of faith in the
democratic frameworks and cultures which previously underpinned common life. In
every industrialised society, willingness to vote and place confidence in public insti-
tutions has steadily declined....but the collective consequences of unchecked indi-
vidualism, and its primary form of agency — market exchange — present basic
challenges not just to those societies in terms of their cohesiveness and quality of
life, but also to the world as a whole.

Since the method of Western thinking has led to an efficient conquest of power
and impressive technical and economic performance based upon predominantly
materialist cultures and apparently scientific arguments, a natural selection process
has diffused it globally. With this irreversible expansion, the inner caveats of
Western materialism (both capitalist and socialist) have been accumulating behav-
iours that are exponentially destructive for humanity and ecological systems, with
counterproductive socioeconomic results that generate exponentially growing eco-
nomic costs, which are leading to civilizational collapse. The reason for this threat
is the difficulty for a male culture to become more aware of the interdependent and
unitary nature of life as a whole when money is the main power and tends to be
concentrated and used by vested interests for exploiting the animal-male determin-
isms in people. Regulations have been systematically reduced or inhibited by dog-
matic reasoning without any scientific basis but merely driven by vested interests
and rent-seeking abuses created by this imbalanced male culture.

...because the strict law of universal entropy is not counteracted by a systemic
organizational progress towards a multilateral governance in the financial and
environmental areas...

The most visible proof of the wrong direction of a ‘simulated materialistic real-
ity’ is simply the deadlock created by our inability to wean our dependencies on
fossil fuels, explained — on top of obscure manipulations from vested interests and
conspiring ideologies — by our lack of vision and collective support for organizing
the deeper systemic transformation urgently required to ensure an economic sus-
tainability capable of safeguarding life and democracy through an effective multi-
lateral governance for regulating international trade and finance.

Among the main results of the joint research of this Jean Monnet Network is the
identification of a global systemic failure in the present economic order, which
explains the current sustainability crisis and the impossibility of breaking the status
quo in order to implement multilateral solutions. This present deadlock represents
the major challenge for the survival of humankind. The window of opportunity for
solving it is about to close in the midst of an amazing mood of civil reluctance or
passivity that is putting the present world on the brink of our own civilizational col-
lapse, which indicates that the systemic issue is much deeper and broader than its
traditional economic and political domains. We are facing a very powerful para-
digm; its roots are deeply genetic but have been transformed into cultural and philo-
sophical features with a gender inequality bias. Its powerful resilience comes from
the abuses of vested interests that exploit our genetic animal dependence upon
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dopamine in order to mask the growing gap between private and social returns. This
abuse of power means that institutional democracy is turned into an illusion because
there is no sufficient economic democracy but rather an excessive concentration of
monetary power in an ethical desert. In this process, without a strong reaction in
terms of ‘ethical values’, the emergence and achievement of ‘noogenesis’'* (Teilhard
de Chardin 1955), i.e. the inner social organizational forces of human life able to
countervail the entropic forces, are dangerously inhibited.

Some Paths Towards a Solution

Tackling global warming requires tackling the caveats in the global financial archi-
tecture... the materialist bias of our societies...

The pyramid of unsustainability, with its ‘moral hazard’ process based upon
price distortion mechanisms, is the expression of imbalances in the sociopolitical
organizational process, i.e. the gap between political and economic democracy.
Vested interests and increasingly unfair income distribution block the organiza-
tional responses to instability and inefficiencies, which are namely, reforms geared
towards regulated markets and international cooperation. In particular, Triffin’s
‘built-in destabilizer’ in the asymmetric dollar-based IMS, amplified by pro-cyclical
financial markets, impedes an answer to financial needs and a price correction for
solving the global warming challenge. Indeed, restoring climate sustainability
requires restoring macroeconomic and financial sustainability, i.e. not only revers-
ing the absorption of global savings by US consumers but also channelling financial
flows from speculative investments to real ones capable of ensuring profitable green
energy production everywhere, however mostly in emerging economies and LDCs.
This change would also solve the lack of macroeconomic growth by correcting the
biased relative yield between financial and real investments, making real output
attractive again and reaching a convergence between private and public returns.

Of course, such an ideal response would ideally need a consensual, coordinated
change at multilateral and national levels, which would require a radical change of
relative values in order to give priority to a holistic view of life and long-term social
interests, i.e. to ensure the organization of the “Teilhardian noogenesis’. Being real-
istic, such a primary solution would take too much time and not prevent disasters,
but economists could have a ‘quick fix” at hand for helping social and private returns
to converge through taxation/subsidy measures.

...by using precisely materialist incentives through market conformity measures...

If we admit this fact that the deepest origin of the problem is the generalized
‘moral hazard’ induced by the materialism with which we shape our thinking

BTeilhard de Chardin’s concept of noogenesis refers to the evolutionary process by which a
brighter scenario would be possible on Earth insofar as humankind could counteract the universal
law of entropy by the human capacity to organize social progress and cooperation through ethi-
cal values.
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through a lack of ethics that leads to the predominance of insufficiently regulated
market exchanges — something difficult to change in time for saving the planet — it
is fortunately possible and faster to cure the ‘moral hazard’ issue by merely using
the same materialist market mechanisms, however after correcting relative prices in
order to activate decentralized incentives through fiscal policies with a revenue-
neutral carbon tax (fair distribution of the costs across society) combined with a
withdrawal of the subsidies for fossil energies and an introduction of subsides for
renewable energies. The first priority is to scrap the annual $87 billion of implied
subsidies for fossil energies (Stefanski 2017) and to increase progressively, albeit
credibly, the prices of carbon emissions (including those included in all products).
This is urgent for channelling financial flows to more profitable low-carbon output.
In 1979, a similar correct response was already present in Nordhaus’ proposal to the
Carter administration, which would have been able to stop global warming but was
opposed by the Reagan administration. The alternative — an ethical change — is nec-
essary, but it relies on education and takes too much time for ensuring durable
ownership.

The same mechanism of market failure that explains climate disasters is also
responsible for other sustainability challenges with regard to social cohesion, lack
of key public goods and macro-financial instability. All the global issues share the
same systemic bias with regard to responsibilities, i.e. moral hazard. In particular,
the most influential one, due to its being macroeconomic, comes from untamed
financial markets based upon an asymmetrical international monetary system (IMS)
that provokes global liquidity waves and spillovers through the ‘exorbitant’ role of
the US dollar and the capital flows moved by big multinational banks. This very
systemic caveat is the origin of a pyramid of costly global disturbances character-
ized by the fact that those responsible for the spillovers or disturbances are not those
affected by the negative impacts of these behaviours. This creates a responsibility
bias (‘moral hazard’): ‘the polluters are not the payers’, but they are the exclusively
short-term beneficiaries.

Therefore, climate change risks and macroeconomic instability resulting from
the asymmetrical IMS are closely linked. Those risks — which are apparently very
different — not only intrinsically share the same systemic origin in their inner logic
but also are linked overall by their respective solutions and by their urgency.

Both global warming and the destabilizing international monetary system share
the same feature that condemns our world to unsustainability and eventual fatal
destruction due to their reliance upon near-sighted free market forces. Our current
sustainability crisis is the main symptom of the inability of pure free market regimes
as well as centralized economic regimes to generate stability together with long-
term social prosperity.

Indeed, basic economics teaches that ‘liberalism’ is inefficient when there are
significant spillovers or clear characteristics of a public good, as is obviously the
case both for the global environment and for the global monetary system and its
liquidity management. Unregulated free markets and uncoordinated monetary poli-
cies impede sustainable solutions and a fair supply for ensuring sustainable stability.
Opposing regimes with central planning, although theoretically able to better
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control externalities than market economies, present even worse failures that result
from rigid management, power concentration leading to weak incentives for innova-
tion and the negation of human rights, as demonstrated by numerous experiences.

The deterioration of the global environment comes from negative spillovers that
by definition escape adequate pricing by free markets, feeding a systemic and dev-
astating moral hazard for governments, corporations and individuals, while on the
financial side, a similar unsustainable situation is provoked by the asymmetries
resulting from the use of a national currency — the US dollar — as the main interna-
tional reserve currency, which, combined with the untamed financial deregulation
implemented for several decades, creates disturbing global monetary spillovers that
explain the succession of increasingly large crises: unmanaged liquidity waves,
financial asymmetries and persistent global payment disequilibrium.

...without starting with revolutionary changes but by organizing multilateral
market conformity rules within existing multilateral organizations....

Although the causes of the systemic caveats are deeply rooted in our materialist
cultures and will need long-term progressive changes and more ethical values, the
good news is that the required urgent changes are still possible at the technical level
by merely using market-conformity interventions. Indeed, they could be organized
at the multilateral level by focusing on the key mechanisms that are provoking
global unsustainability and without necessarily imposing centralistic regimes but
rather simple consensual regulations that draw upon relative price incentives. Of
course, a minimum improvement in international cooperation is required within the
existing multilateral order. This necessary international consensus is bound to
appear with the increasingly alarming degree of urgency combined with the grow-
ing awareness of the nonsense of nationalistic non-cooperative options: by defini-
tion, global systemic diseases require efficient global actions. The present opposition
of some national leaders cannot be an excuse for no action since there are ways to
exert pressure through the formation of large international coalitions that coordinate
retaliation against free riders: countervailing duties on imports with high carbon
paths and exclusion from multilateral financial resources, triggering heated domes-
tic debates inside the free-rider countries. The only immediate systemic solution to
the two identified key diseases is multilateral regulation and management in order
to correct market-price distortions by taking externalities (both positive and nega-
tive) into account. With regard to carbon emissions, there are some simple multilat-
eral options for pricing carbon in order to discourage its consumption while creating
incentives for alternative green energies (relative price effects created by CO, trad-
able permits or UN taxation reinforced by WTO custom duties according to carbon
footprint, financial green guarantees/facilities, etc.) or, in the second place, EU
regional options (custom duties and subsidies) to be bargained with other regional
partners or a few reluctant economies. In addition, concrete financial innovation and
regulation changes are indispensable for complementing the carbon pricing posi-
tively in order to make low-carbon investment more attractive, especially in LDCs.
Indeed, the magnitude of the financial resources necessary for controlling the risks
of climate change seems so high (around US$ 1 trillion yearly up to 2035, 2/3 of
which in emerging/LDCs) that systemic changes are simultaneously required for
the financial sector.
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Fortunately, these changes are necessary from both the social and the private
profitability perspectives at a time of increasing financial uncertainty and inade-
quate sustainable investment in the real economy. According to Art. 2 of the Paris
Agreement (COP21), there is a clear consensus between public and private actors
for ‘making finance flows consistent with a pathway towards low greenhouse gas
emissions and climate-resilient development’ (Dasgupta et al. 2018). This means
that moving to a sustainable economy is not only a survival imperative but also a
financial opportunity and therefore a decentralized incentive for financial reforms.
This convergence opens an important window of opportunity for systemic changes
in the international financial architecture.

...more precisely, the systemic solution to global warming requires a simultane-
ous systemic change in the international financial architecture...

Obviously, the public good nature of ensuring the transition to the new model of
prosperity laid out in the UN Sustainable Development Goals and the implied mas-
sive shift of resources and output require collective action at the global level. Neither
free market and national policy nor coercive centralization could alone ensure this
successful transformation. This is precisely where a systemic change in decentral-
ized incentives together with global financial regulation in a new multilateral mon-
etary system is the necessary complement for ensuring global sustainability. No
stability could result from free financial markets that cause damaging spillovers.
Furthermore, globalized financial markets operate without multilateral agreement
on an ultimate multilateral ‘safe asset’ issued by a genuine multilateral lender of last
resort, i.e. a currency which would not be the debt of any country but of the whole
system. Indeed, the IMS works with the dollar as a main international currency
reserve, i.e. a debt — at sight of the US economy. This impedes a global regulation
of liquidity since the US monetary policy is legitimately submitted to inwards-
looking management and not to global stability.

Only international cooperation could elaborate and enact strong and better finan-
cial regulation, and this would take time. Nevertheless, the most direct and rapid
way to act is by rebalancing the very asymmetrical — and thus unsustainable — inter-
national monetary system (IMS) by moving from the present dollar system to a
multilateral reserve currency which is not the debt of any economy but by definition
of the global system. In fact, the basis for such a systemic solution already exists; it
is the special drawing right (SDR) created by the IMF in 1968 in order to become
the main official reserve currency in a more symmetrical IMS. Indeed, the SDR
would reduce the asymmetrical effects of the dollar and its consequent spillovers,
enabling a collegial management of global liquidity as a global public good for the
sake of world stability. Private financial actors are favourable to such a kind of
improvement in the level playing field in order to ensure less financial turbulence.
However, in order to become the primary solution, the present SDR needs to be
upgraded through some adjustments in the IMF status in order to transform this cur-
rency basket of the five main international currencies (the US dollar, euro, pound,
yen and renminbi) into a genuine multilateral currency issued directly by the IMF
which would thus become a multilateral central bank. This quality would allow for
organizing the clearing of international payments above national central banks and
for the creation of a genuine multilateral lender of last resort, issuing the safest asset



3 The Systemic Nature of the Global Crisis and Some Principles for Tackling It 71

able to thus act upon the global monetary basis by buying or withdrawing eligible
national bonds to national central banks (Ghymers 2018).

...which should make opposing interests converge in order to capitalize on profit-
able opportunities from a peaceful transition to a low-carbon economy...

Contrary to traditional views, it is unnecessary to rely mainly upon idealistic
sponsors or massive ODA to LDCs in order to organize the financial changes because
the economic crisis forces private capital to look for stable profitable investments.
Sustainability — social and environmental — is becoming an attractive criterion for
private returns, making it clearly feasible to establish their convergence with public
(social) returns when the multilateral organization ensures a systemic correction of
misleading incentives, opening the path to the ‘Teilhardian noogenesis’.

An interesting observation developed by the CEPII (Aglietta and Couder) points
to the effects that the move to green energy could produce upon the international
financial architecture. Indeed, the hegemonic key currency of the past, the pound,
was closely associated with the role of coal in the economic supremacy of the UK,
while the following one, the dollar, has been closely associated with the oil markets
and their crucial role in the post—Second World War period. With the urgent need for
green energy markets, a massive geographical decentralization of energy produc-
tion should also be able to reshuffle the key currency roles, making multi-polarization
aspects essential for both financial and political stability in order to move to a mul-
tilateral key currency. Nevertheless, as clearly mentioned earlier, free financial mar-
kets are unable to ensure it due to their ‘built-in destabilizer’ logic. Due to the same
inner reason of being a macroeconomic ‘built-in destabilizer’, the US dollar is
unable to fulfil the role of a reliable international standard and issuer of ‘safe assets’.
The recent evolution towards the abuse of power, both in US macroeconomic poli-
cies (one trillion dollars of additional debt per year under Trump’s presidency with
visible pressures upon the FED to depreciate the reserve currency) and in other
vulgar ‘weaponizations’ of the dollar, is accelerating the conditions for a consensus
for changing the IMS in order to safeguard a financial and peaceful stability both for
private and public agents. As explained, only a multilateral currency which is not
the debt of any single economy can stabilize the whole system by offering the only
neutral, safe asset capable of pricing all the other assets and exchange rates, preserv-
ing fully national sovereignties while collegially managing global liquidity as a
public good, without any ‘weaponization’ or abuse.
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The Double Democratic Deficit
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Abstract This chapter will sketch how the EU has reacted to the financial crisis
and in particular to the unfolding sovereign debt crisis, revealing major flaws in
EMU’s architecture. It will not only address these design flaws but attempt to evalu-
ate the underlying causes, reasons and motives of the architects and decision takers
by comparing the more “federalist” Werner Plan with the more “intergovernmental”
blueprint of the EMU of the Maastricht Treaty, connect it with the paradigm change
on economic governance discussed by Schulmeister in Chap. 2 and show the conse-
quences for the crisis and its management in terms of efficiency, equity and demo-
cratic accountability.

Introduction

The global financial crisis of 2008, while having its origin in the US subprime crisis,
quickly spread to Europe through free global capital movement and deregulated
financial markets, and developed into a nearly existential crisis for the Economic
and Monetary Union (EMU). The crisis exposed major flaws of the architecture of
Economic and Monetary Union, leading to its failure to prevent or to protect the EU
and its citizens from the crisis; to manage the crisis in a credible, equitable and
democratic way; and to deliver the promises of growth, employment and wealth
improvements as a result of EMU. These failures brought about the greatest decep-
tion of Europe’s citizens in the European project with a loss of trust in the EU by
26% from 57% in 2006 to 31% between 2012 and 2014, and even if it improved
again since then, it triggered a wave of euro-scepticism, nationalism, separatism and
populism and puts the question of Europe’s democratic accountability and legiti-
macy at the heart of future reforms of the EU.
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This chapter will sketch how the EU has reacted to the financial crisis and in
particular to the unfolding sovereign debt crisis, revealing major flaws in EMU’s
architecture. It will not only address these design flaws but attempt to evaluate the
underlying causes, reasons and motives of the architects and decision takers by
comparing the more “federalist” Werner Plan with the more “intergovernmental”
blueprint of the EMU of the Maastricht Treaty, connect it with the paradigm change
on economic governance discussed by Schulmeister in Chap. 2 and show the conse-
quences for the crisis and its management in terms of efficiency, equity and demo-
cratic accountability.

EMU Crisis Management

“Bailing Out of the Banks”’: Yet Another Moral Hazard

As a first reaction to the shockwave triggered by the bankruptcy of the US bank
Lehmann’s Brothers, Member States of the EU speedily went to the rescue of the
financial market and “unconditionally” bailed out the banking sector. Ironically,
neoliberalism’s failure and fall could only be prevented by “nationalizing” its debts
and costs, which both created a “moral hazard” and jeopardized the sustainability of
public finance by “ballooning” previously consolidated public debt levels and push-
ing EMU countries with previously high debts to the edge of sovereign default. This
in turn brought about the cutting back of the welfare state and imposition of auster-
ity and liberalization policies and accumulated in the further pushing through of
neoliberal reforms and the retrenchment of countercyclical policies by the submis-
sion of governments under the control of the very same financial markets which had
caused the crisis and the “Troika” for countries most hit by the crisis. According to
the European Commission report on public finance 2008, public debt in 2007 was
actually down to a level of 66% of GDP in the euro area and 58% in the EU, and
public deficits stood at 0.6% in the Euro and 0.8% of GDP in the EU (European
Commission 2008). Indeed, Greece with a level of public debt to GDP of 94.5% was
an outlier among the countries later undergoing adjustment programs. Portugal with
63% was close to a public debt to GDP ceiling of 60%, Spain with 36.2% and
Ireland with as low as 25.4% were by far outperforming Germany with 65%.
However, when the housing and construction burst, bailing out the banks and the
procyclical adjustment programmes brought about a dramatic deterioration of the
debt to GDP level to 120% in Ireland in 2012 and to 101.3% in 2016 in Spain.
These figures teach us the following: firstly, decades of efforts of budget consoli-
dation can be wiped out at once by the destabilizing effects of liberalized and dereg-
ulated financial markets in an EMU with globally free capital movement in which
the EU had given up “any instruments to control credit growth or allocate credit”.
Second, the negligence of the destabilizing nature of deregulated financial markets
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and the moral hazard arising from their bailing out had been among the “original
sins” of the authors of the Maastricht Treaty. Third, the risks of the macroeconomic
imbalances within EMU were as well ignored. The high level of growth in Europe’s
peripheries in the first decade of EMU was (mis)perceived as the successful process
of convergence. Benefitting from the common currency and interest rates, periphery
countries enjoyed an unprecedented inflow of capital stimulating domestic demand,
growth and fuelling housing and construction bubbles. The consequences of it was
an increase in employment, demand and growth, but along with it wage and price
increases in the periphery eroded their competitiveness, while at the same time
blowing up their trade deficits and debts to the northern eurozone countries.
Additionally, the housing booms proofed to be not sustainable and eventually burst
in the aftermath of the US Lehmann’ Bank default. Fourth, the so-called sovereign
debt crisis has been a consequence of the global financial crisis. Greece with its high
public debt level prior to the crisis has rather been an “outlier” within the EMU
adjustment countries. There is no doubt that the previously high debt and deficit
level turned unsustainable when the financial crisis erupted. Nevertheless, it clearly
demonstrates that the combination of internal imbalances within the EMU and high
level of current account deficits and public debts increases the liquidity risks in a
situation of sudden stops.

De Grauwe (2011) observes that at the same time highly indebted countries out-
side of EMU such as the UK have not been threatened with sovereign default given
that they kept the control of their currency and interest rates and had their national
banks as lender of last resort in place. This indicates that EMU’s design did not
improve the crisis resilience of the eurozone countries but rather led to a weakening
of it, which is a further cause for the deception of the trust in the EU.

The EERP: EMU’s Only Countercyclical Fiscal Stimulus
Programme — A Short-Lived Experienced

The second reaction to the financial crisis of the EU was the “European Economic
Recovery Plan (EERP)” of the Member States, the EU Commission and the
European Investment Bank (EIB) in the form of stimulus programme of EUR 200
billion, equivalent to 1.5% of EU GDP. The EERP has been identified by the
European Fiscal Board as the only coordinated counter-cyclical fiscal policy of the
EMU within its 20 years of existence. However, in comparison with the US policy
response, the EU stimulus programme was rather modest (De Grauwe 2010) and
short-lived, with the return to fiscal austerity already in 2010 than in 2011 (USA)
(Mody 2015).
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Breaking the Sovereign Banking Nexus: Banking Union

The third reaction of the EU was its engagement to regulating financial markets by
establishing the legal framework to create the “Banking Union” with the ECB in
charge of the supervision of major banks, which was a real stepping stone forwards
and could not have been envisaged prior to the crisis and the pledge to contribute to
regulating financial markets globally in all the relevant global governance institu-
tions (UN Stiglitz Commission, G20 Summits). At the EU level, the introduction of
the Financial Transaction Tax (FTT) was proposed to compensate the costs they had
caused, which did not happen so far given the strong resistance and lobbying efforts
of the financial markets (see Schulmeister chapter on FTT). However, up to today,
the Banking Union remains incomplete without the European Deposit Insurance
Scheme (EDIS). Additionally, the considerable amount of non-performing loans
(NPL) and the increased number of banks “too big to fail” in the follow-up of the
crisis imply that the moral hazard of the financial markets persists.

Monetary Policy

In the field of monetary policy, the ECB was initially rather cautious and reluctant
to step into the role of lender of last resort while the FED’s policy was earlier and
from the beginning more aggressive (Kang et al. 2016). “The US Federal Reserve
lowered its policy interest rate (the Fed Funds rate) from 5.25% in September 2007
to 0-0.25% in December 2008, (...) initiated quantitative easing and began ‘forward
guidance’, making public its intention to keep interest rates low ‘for some time’”.
“In contrast to the FED the ECB’s first reaction to the Great Recession was in July
2008, with to ‘raise’ of the policy rate and only after the Lehman bankruptcy in
September 2008, the ECB joined an internationally coordinated rate reduction on 8
October” (Kang et al. 2016).

Evaluating the first phase of the EU’s reaction to the crisis and its manage-
ment — before the sovereign debt crisis erupted — we can identify the Banking
Union as a clearly positive reform (yet not completed: missing EDIS, prevailing
risks of non-performing loans and sovereign bank nexus and an even increased
number of financial institutions “too big to fail”, thus implying a persistent risk of
moral hazard of the financial market sector), yet costly policy errors both in the
fiscal and in the monetary field due to blind adherence to the ordo-liberal paradigm
and policies. While the EERP was initially largely successful, the early exit from
it together with two quasi-parallel hikes of interest rates by the ECB — in April and
July 2011 — lead to a double dip, aggravating the following recession of the euro
area and in particular the situation of the countries entering into a sovereign
debt crisis.
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The Sovereign Debt Crisis: Assessing Causes

The trigger to the sovereign debt crisis was the announcement of the newly elected
Greek prime minister George Papandreou in October 2009 that the public deficit,
which had been communicated by the previous government, was not 6% but 12.7%
(and later was corrected to more than 15% by Eurostat) of GDP. The consequence
of this revelation was that Greece turned into the “scapegoat” for the crisis
(Schulmeister 2018) and a systemic financial crisis was transformed into a sover-
eign debt crisis. De Grauwe (2010) highlighted that policymakers were using
“incorrect analysis of the fundamentals” by “repeating continuously that the source
of the debt crisis in the Eurozone is the profligacy of national governments”. As was
stressed earlier, prior to the emergence of the financial crisis, the government debt
to GDP ratio in the eurozone was declining thanks to the sacrifices of the population
of the countries striving to achieve the Maastricht objectives to join EMU and later
to respect the rules of “Euro club”. The efforts were to be rewarded by a common
currency, stability, growth, convergence and increased wealth. The fact that during
the same period, due to design flaws, internal imbalances occurred and led to an
increase of private debt (households and financial institutions) provoked by the
housing and construction bubble. These developments were however not given the
necessary attention neither by the EU watchdog institutions (Commission, Eurostat)
nor by the IMF.

Considering the amplitude and economic and social costs of global financial
crisis, a paradigm changes, and major reforms of the global economic model and
governance could have been expected, as was the case in the aftermath of the 1929
crisis — finally leading to WWII and of the energy crisis in the 1970s. Such reforms
have indeed been very much at the heart of the demands of the biggest protest and
social movement mobilization all over Europe and the USA (Indignados, Occupy
Wall Street) and worldwide since the 1960s with the Time magazine dedicating its
“Person of the Year” award to the protestor in 2012. The fact that both the neoliberal
economy and world order and the ordo-liberal architecture of the EMU proved to be
“unsustainable” and were on a crash course without the intervention of states and
politics — the actors whose room for manoeuvre was to be much reduced according
to these paradigms — and had provoked major financial, economic, social, political
and human cost remained largely unanswered, despite initial resolutions of the G20,
the UN and the EU. It is even more amazing that the recommendations advanced
after a near meltdown of the neoliberal system and the EMU, which had actually
rather worked as a transmission belt of the crisis than as a protection, were more of
the same: pushing for further neoliberal reforms and strengthening the rules-based
system of ordo-liberalism by increased controls and sanctions and further limiting
the discretionary powers of the Member States (Schmidt 2015). Indeed, the “Greek
sovereign debt crisis” came just in time to blame the guilt and responsibility of the
crisis on the profligacy of countries — “spending all their money on booze and
women and then asking for support” as expressed in a FAZ interview by former
Eurogroup president Dijsselbloem (Dijsselbloem, 2017) — and as a consequence
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pushing the reform focus to increase fiscal discipline, improve the surveillance and
strengthen possible sanctions for non-appliance with the adoption of the Six Pack
and the Two Pack of the SGP, Fiscal Compact and the ESM.

Proposals of “risk sharing” were off the table since it seemed to be out of the
question to justify a “transfer union”, even more so transferring taxpayer’s money
to countries, which were not respecting the rules, lying to the other partners and
indulging into fiscal excesses, while the bailing out of the banks had been decided
within the shortest time and without much considering public opinion. Indeed, the
possibility not to bail them out was never presented as an option, and the model of
Iceland, where the citizens refused to go this way and had actually succeeded in a
much smoother way to overcome the crisis, was largely suppressed and not pro-
moted but rather covered up by a silence both by the political elites and the media.
It is certainly correct that Greeks had not only lived above their means (as, by the
way, had the Spanish, Irish, Portuguese, English, Americans, etc.) but even worse
also engaged in unethical and dishonest “creative accounting measures”, among
which a derivative swap by Goldman Sachs to hide their true fiscal situation to the
EU when joining EMU and later. On the other hand, as Bagehot indicates, “excess
borrowing by fools would have been impossible without excess lending by fools:
creditors and debtors are joined at the hip. A country that chooses to run current-
account surpluses, indeed, one that has built its economy around generating
improved competitiveness and increased external surpluses, has to finance the coun-
terpart deficits” (Wolf 2014, p.80). Following Bagehot’s logic, there is as much a
responsibility of the creditor than there is of the debtor.

Furthermore, even given the case of a country, which obviously did not respect
the rules (in reality, it was not the only one considering Germany and France 2003),
Schauble’s and even Merkel’s public shaming and blaming and “punitive” approach
and policies against Greece — up to the threat of expulsion from the euro area — are
not only void of any spirit of European solidarity but on the contrary were awaking
nationalistic and populist spirits, which were later further radicalized by the migra-
tion crisis. This reminds of Goethe’s Zauberlehrling “Die ich rief, die Geister, werd
ich nun nicht los” (Goethe’s Sorcerer’s Apprentice: “the ones I called, the spirits, I
cannot get rid off”), implying and leading to a division of “Europe’s demos or
demoi” into Northern winners and savers against Southern losers “spending their
money on women and booze”, causing lasting damage to the project of the EU. How
different could Europe’s crisis management have been had Merkel expressed “Wir
schaffen das (we can make it) — as she had done confronted by the migration crisis —
and put her efforts into the elaboration of a more equitable crisis management and
reform of the EMU, mobilizing the support for the European’ project, by explaining
the reasons of the crisis and the need to reform the shortcomings. Such a behaviour
would have been more in line with Habermas “civilizational achievements”. Europe
managed to forge out of the ruins of the Second World War and could have pro-
pelled the EU to turn into “a place where the all the nations of Europe stand along-
side each other as equals in a democratically legitimate political union as opposed
to creditor and debtor member states of a dysfunctional monetary union”
(Folan 2015).
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Wolf interprets it as Germany’s “effort of self-exculpation: as the eurozone’s
largest supplier of surplus capital, its private sector bore substantial responsibility
for the excesses that led to the crisis”. One of the most outspoken critics of the
German government’s position and behaviour in the Greek crisis is Jurgen Habermas,
one of the most influential contemporary European intellectuals: “I fear that the
German government, including its social democratic faction, have gambled away in
one night all the political capital that a better Germany had accumulated in half a
century,” (...) by threatening Greece with an exit from the eurozone over the course
of the negotiations, Germany had “unashamedly revealed itself as Europe’s chief
disciplinarian and for the first time openly made a claim for German hegemony in
Europe” (Habermas 2015). For Habermas, the “European Council is effectively
declaring itself politically bankrupt: the de facto relegation of a member state to the
status of a protectorate openly contradicts the democratic principles of the European
Union” and “forcing the Greek government to agree to an economically question-
able, predominantly symbolic privatization fund cannot be understood as anything
other than an act of punishment against a left-wing government. It’s hard to see how
more damage could be done” (Habermas 2015). What we were witnessing in this
Greek drama at European stage was no less than the loss of national sovereignty
revealing the existence of a “democratic deficit” at national level. Instead of recog-
nizing the apparent design flaws in the architecture of EMU and assuming the co-
responsibility for the faulted EMU architecture and for ignoring the risks, such as
the “double moral hazard” caused by the financial market and by countries accumu-
lating unsustainable public debt level partly also as a consequence of the neglected
risks of the internal imbalances and looking jointlyfor more “equitable” solutions in
the common interest of a true Economic (and Monetary) Union, creditor countries
deviated the attention from the systemic failure by initiating a highly mediatized
blame and shame game. Article 122 of the Treaty of the Functioning of the European
Union was not invoked, which would have allowed for “financial assistance to the
Member State concerned” in a situation, “where a Member State is in difficulties or
is seriously threatened with severe difficulties caused by natural disasters or excep-
tional occurrences beyond its control”. Unfortunately, Europe’s political leaders
chose instead to engage in humiliating public insults against the lazy South and
hegemonic Northern European countries, creating division and hostility.

Additionally, the failure in the monitoring and surveillance procedures was
exposed as Greece has been part of EMU, and none of “the institutions” (European
Commission, IMF, Eurostat, ECB) detected that the Greek figures and finances
were fraudulent, or if they did they failed to ring the alarm bells in time. Even with-
out the “creative accounting measures”, the public deficit of 6% and the public debt
level of Greece above 90% of GDP were high and posed a risk. While the debt level
was an official precondition for joining EMU, and M3 money supply had been
monitored by the ECB until 2003, both indicators were later disregarded although
they could have been very important indicators for the internal imbalances and the
rising unsustainability. Instead, no safeguard measures or remedies against the risks
of macroeconomic imbalances were in place, and the policies to improve
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competitiveness through cohesion funds to prepare for EMU membership were not
sufficiently followed up once a member.

Furthermore, the publicly exposed punitive attitude with demands to expel
Greece, implying and even stimulating an imminent sovereign default, and at the
same time the exposed reluctance and negligent delays to assist Greece with the
purpose to win regional elections in Germany, caused the yields to spread (undoing
one of the major benefits of being a member of EMU), provoked the risk of conta-
gion and the crisis to deepen and put the entire EMU at risk.

“Seen in this light Eichengreen’s (2012: 132) puzzle as to “why the German
government...finds it even more difficult to sell its constituents on the idea that
taxpayer money should be used to recapitalise the country’s own banks than to bail
out Greece and Ireland””, H. Thomson argues that “If periphery bailouts have been
unpopular in Germany it is because they have not been understood for what they
were, which was an opportunity for Germany to ‘Europeanise’ the problems of its
own banking sector, (...), but explaining its utility to the domestic political audience
would have lessened the opportunity both to impose the costs of the banking crisis
entirely on the debtor states and to change economic policies in the periphery
through new institutional rules” (Thompson 2015). The imposition of the bailing
out of the banks was not only in Germany’s interest but as well shared by a number
of other core eurozone’s countries which joined efforts and policy stances to prevent
that the ordo-liberal design would end up discredited and the fiscal framework and
rules overhauled as a consequence. On the contrary, the Greek crisis served them
well to go even further in tightening the fiscal rules and imposing “one-size-fits-all”
austerity measures through the Troika and to undertake simultaneous fiscal budget
consolidation not only to all the countries undergoing adjustment programmes but
to furthermore impose it to the entire eurozone through the revised fiscal framework
(SGP reforms: six pack and two pack, fiscal compact, ESM) resulting in the deep-
ending and prolonging of the crisis.

Finally, the European Stability Mechanism (ESM), which was finally set up to
provide financial assistance to euro area Member States threatened by financial dif-
ficulties, was set up as an intergovernmental institution governed by the Eurogroup
in the form of its Board of Governors, and the Treaty on Stability, Coordination and
Governance in the EMU (Fiscal Compact) requires even more stringent fiscal rules
to be anchored within the national constitutions of the euro area countries. As a
result, the “Fiscal Compact” succeeded in increasing credibility and incentives of
fiscal consolidation but at the same time reduced the possibilities of counter-cyclical
pro-growth policies and investment. A further aggravating aspect of both the ESM
and the Fiscal Compact is that they are based — not on community law — but on
intergovernmental treaties, thus circumventing democratic accountability to the
European Parliament.
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Consequences of “Governing by Rules” and ‘‘Ruling
by Numbers” (Schmidt 2015)

As a consequence of this newly reinforced governance framework, Europe engaged
from 2011 in coordinated simultaneous fiscal contraction across Europe, promoting
austerity measures and retrenchment of the European social model and resulting in
a further deepening and prolonging of the economic crisis and greater inequality
and poverty in Europe. While the fiscal deficit was successfully reduced, neither the
SGP nor the adjustment programmes succeeded to considerably reduce the debt
level of the crisis countries (but had rather led to an increase due to the fall of GDP
growth as a consequence of the adjustment programmes), which remain in some
countries unsustainable in particular should another crisis erupt any time near. In
2013, the IMF revealed that “fiscal multipliers were substantially higher than
implicitly assumed by forecasters” and an economic paper of the European
Commission expressed concerns about the impact of simultaneous austerity policy
on negative spillovers across the euro area and on output (Veld 2013), admitting that
“Indeed, these negative spill-overs have made adjustment in the periphery harder,
and have further exacerbated the temporary worsening of debt-to-GDP ratios in
programme and vulnerable countries”. The clear implication, therefore, is that
countries would have grown more and would have seen their debt-to-GDP ratios fall
more, if they had engaged in less austerity (Griffith-Jones 2014). The Commission’s
economic paper concludes “Optimal policy coordination in the euro area would
have required a differentiation of consolidation efforts depending on the fiscal space
to minimize the negative spillovers” (Veld 2013).

In June 2014, the European Council finally reacted: “fiscal consolidation must
continue in a growth-friendly and differentiated manner. Structural reform that
enhance growth and improve fiscal sustainability should be given particular atten-
tion [...] while making best use of the flexibility that is built into the existing SGP”
(European Council 2014). On January 2015, the European Commission published a
communication on “Making the best use of the flexibility within the existing rules
of the Stability and Growth Pact” (European Commission 2015), with the purpose
to provide guidance on the best possible use of the flexibility built into the existing
rules of the Stability and Growth Pact (without changing the treaty) in order to
strengthen the link between investment, structural reforms and fiscal responsibility.
However, the European Fiscal Board’s president Thygesen expressed the paradoxi-
cal conclusion that the rules allowing flexibility proved to be too rigid and limiting
were applied at the wrong time and had procyclical effects and failed to protect
growth enhancing investment from budget consolidation (European Fiscal Board
2019). The economic consequence for the entire eurozone was a prolonged and
deepened crisis with major social and political costs that have transformed Europe
and the political systems at national level. In the countries undergoing adjustment
programmes, the effects were even dramatic and in some cases have even led to a
humanitarian crisis.
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In order to counteract these developments and to boost investment, employment
and growth in the EU, Jean-Claude Juncker launched an Investment Plan for Europe,
called the “Juncker Plan”, which allowed the European Investment Bank to instru-
mentalize part of the EU budget as a guarantee to leverage private investment, which
became a success story and gave rise to further proposals for investment supporting
programmes such as InvestEU and the European Investment Stabilization Function
(see Griffith Jones in Chap. 21).

Apart from the European Economic Recovery Programme and the Juncker Plan,
an evaluation of the crisis resilience and crisis management shows thus a rather
sombre picture. It is true that the total meltdown of the global financial system could
be avoided as was the sovereign default of one or several of EMU’s Member States
and with it the risk of its implosion. On the downside, we would have to point out
the deepening and prolonging of the financial and economic crisis leading to
Europe’s lost decade, reduced growth, serious problems of low investment (both
public and private), under-target inflation and low productivity growth, the rever-
sion of the achieved economic convergence and high social costs in the form of
mass unemployment, in particular affecting Europe’s South and youth (lost genera-
tion). Greece’s youth unemployment hit the record with 58.2% in 2013, which left
many of them no choice than to emigrate (celebrated by some economist as the
necessary labour mobility, lamented by others for the economic consequences of the
brain drain). Other consequences of the crisis for the entire euro area are the dis-
mantling of the European social model and the increase in poverty and precarious-
ness. In this way it is the European social model with strong welfare states paid the
price for the failure that neoliberism caused both in regard to the design of EMU and
in particularly concerning financial market’s role and regulation.

Finally, the political costs of the crisis and the way it had been managed find
reflection in the division of Europe in winners and losers, Northern and Southern
and core and periphery EMU members, a loss of trust in the EU and EMU, but even
more in mainstream political parties and systems at national level, which brought
about historic mass protests and the rise of new social movements asking for a para-
digm and system change and more direct democracy. After these demands had been
largely ignored, began the mushrooming of new parties, increasingly polarized, first
radically left and finally the rise of populist, nationalist and Eurosceptic movements
and parties.

These developments have lasting impacts on the political landscape nationally and
at EU level and led to an increasing polarization and destabilization of the national
political systems and also at the EU level and the weakening of multilateral gover-
nance. Additionally, the prolonged crisis, the publicly exposed conflict and lack of
solidarity between the member states, as well the retrenchment of the internationally
appraised European social model in application of typically IMF style adjustment
programmes, led to a loss of credibility, influence and international role of the Euro
and the EU. As a consequence, the European model of regional integration lost in
attractiveness in various regions of the world. While the worst of the financial and
economic crisis might be overcome by now, its political consequences are here
to stay.
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Going Back in Time: A Failure of Design?

Here we come to the Gretchen Frage: Why was the EU and in particular the EMU
not able to deliver appropriate and timely solutions and policies, first to avoid the
crisis and second to manage the crisis? What were the flaws of the architecture of
the EMU and which were the underlying reasons for them? Were the design flaws
caused by too much “federalism”, “European centralism” or “supranationalism” —
in other words were there too many competences and decisions transferred to the
EU level and were they too distant from the electorate? Or did the EU or EMU not
dispose of enough and adequate competences and tools at its disposition, in other
words was the crisis management too reliant on national and “intergovernmental”
elements and negotiations putting national interest before the “general interests of
the EU” and thus impeding a more “European and solidary” crisis response? But the
reading of the crisis resilience and management requires a deeper analysis, looking
into the drafting and development of EMU comparing it to its predecessor: the
Werner Plan in order to assess the impact of the paradigm change from Keynesian
to neoliberalism and/or ordo-liberalism for the design and functioning of EMU in
particular in view of the crisis, its management and resilience. What were the moti-
vations of and finally the reasons for the misjudgement, omissions and errors made
by the authors of the Maastricht Treaty? These questions are crucial to determine
the necessary reforms of EMU.

Let us start by the most obvious design flaws of EMU exposed by the crisis: by the
time the financial crisis swapped over to Europe, it became clear that the architects of
the Maastricht Treaty had first and foremost totally neglected the risk for financial and
monetary instability stemming from the deregulated financial markets and capital
market liberalization. Second, even more so, when the existence and consequences of
the internal imbalances became an obvious threat and with it, third, the realistic pos-
sibility of a sovereign default of EMU member states with, fourth, the risk of conta-
gion becoming undeniable and clashed with the, fifth, self-imposed constraints of the
prohibition of bailing out a member state in balance of payment crisis.

When the architecture of the building of EMU entails a number of “fundamen-
tal” errors, its stability is jeopardized; furthermore, the misconceptions proved even
worse; when the crisis broke out, EMU did not foresee any mechanism of stabiliza-
tion, mutual assistance or solidarity such as a euro-area budget, a European Monetary
Fund, a procedure for orderly debt restructuring. For inexplicable reasons, existing
treaty provisions (Art 122, 123 of the Treaty on the Functioning of the European
Union (TFEU)), which would have given a leeway for Member States in an excep-
tional situation, were not seized. The rules based on prohibiting risk-sharing or soli-
darity in order to work to counteract the risk of “moral hazard” of any Member State
indulging in fiscal profligacy and free-riding of the benefits of a common currency
on the other hand were considered prevailing over articles allowing for measures of
solidarity and support in a situation of exceptional crisis, which was certainly the
case considering the dimension of this financial crisis.
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Incoherently, at the same time the “risk of moral hazard arising from deregulated
financial markets destabilizing EMU” had not been previously considered and defi-
nitely not been treated the same way. Paradoxically, measures of mutual assistance
still remained possible for Member States which were not part of EMU, while for
the eurozone member, solidarity measures were interpreted as prohibited (no bail-
out) in the Maastricht Treaty leading to extremely difficult conditions for any crisis
management. Institutionally, the following design failures can thus be identified.
Schoeller (2017) identified the existence of the “twofold lack of institutions” with,
first, no institutions regulating the mutualisation of risk (distributional problem)
and, second, the institutions built to prevent moral hazard, basically the Stability
and Growth Pact and the “no-bailout clause” failing. Building on the analysis of
Schoeller, I would furthermore identify four key aspects: firstly, in intentional omis-
sion of institutions, tools and rules foreseen for mutual assistance for a country
faced with balance of payments problems or, to be more precise, treaty articles,
which could have served as a basis for measures in a situation of crisis, were inten-
tionally disregarded. On the contrary, the rules, which explicitly prohibit any soli-
darity action (risk sharing) — both by Member States and by the ECB — were strictly
applied until the risk of contagion threatened to blow up the euro area. Secondly, the
EMU did not foresee any lender of last resort or rescue, in spite of the fact that
national central banks were no longer able to play this role and the Member States
had lost the tool of devaluating their currency. The ECB is forbidden to directly sup-
port EMU Member States but intervened in the secondary market and only in a later
phase turned itself into a quasi-lender of last resort though “independent” (neither
acting on request of a MS nor being prevented by a MS nor a national Court of
Justice).

Thirdly, the treaties did not foresee any institution, decision-making process and
financial tools, measures or means (euro-area budget, European Monetary Fund,
Stabilization scheme or instrument) dealing with an EMU crisis. Historically, all
EU countries should have been part of EMU, in which case all decisions would have
taken place within its legal framework and institutions. Given that some countries,
such as the UK and Denmark, had negotiated an opt-out option of EMU, and other
countries have not “yet” joined EMU, the so-called Eurogroup was established as an
informal discussion body, consisting of the Finance Ministers of the countries
belonging to the eurozone. As a consequence, crisis management was done by the
famous Merkelian way of “meddling through” — under the extreme pressure of time
and financial markets — and, in a purely intergovernmental way, setting up further
intergovernmental institutions (Troika, ESM) by (ab-)using the communitarian
institutions (DG EcFin and the ECB) in an intergovernmental way and establishing
further intergovernmental treaties (Fiscal Compact), all of this by bypassing
accountability and democratic control by the European Parliament. As a conse-
quence, crisis management under these conditions allowed the richer and more
powerful northern countries to dictate the rules to follow not only during the crisis
management but also to the future as a precondition for any potential assistance.
Germany, which had until recently duly avoided a dominant behaviour, ended up as
being regarded as Europe’s authoritarian hegemon. Schoeller (2017) presents the
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Fiscal Compact as perceived as the legitimate counter price for Germany joining
the ESM.

Fourthly, the informal intergovernmental Eurogroup turned together with its
pendant, the Euro Summit (the heads of states and governments of the euro area),
into the most powerful decision-taking institutions. This development may well be
considered the origin and cause of the erosion, regression and asymmetry of democ-
racy at national level and EMU level. Whereby the decision-making process within
the Eurogroup should have been consensual, which effectively allowed the stron-
gest Member States (mostly also being the creditor countries), the strongest power,
to eventually delay decisions (among others for national election purposes), to stim-
ulate the discussion on a GREXIT and as a consequence of it speculation leading to
higher yields until the risk of contagion threatened the breakup of the eurozone. The
so-called consensus decision-taking gives single countries the opportunity to black-
mail the others to obtain the agreement. The structure and decision-taking proce-
dure gave rise to a hegemony, which is detrimental to the European integration
process in which all countries should participate as equals. Additionally, the hege-
mon could then determine the creation and design of future risk management insti-
tutions such as the ESM and as a precondition the so-called fiscal compact, both
negotiated outside of the EU legal framework and circumventing the co-decision of
the European Parliament and the accountability to it.

Fifthly, the Eurogroup “instrumentalized” community institutions for the pur-
pose of intergovernmental governance and implementation: the European
Commission and the ECB served the Eurogroup within the so-called TROIKA, add-
ing the IMF to elaborate and implement adjustment programmes for the debtor
countries. These adjustment programmes, in particularly the one for Greece, should
probably rather be described as “punitive measures” than “assistance programmes”
and had little to do with any spirit of solidarity. The motive behind was to create a
deterrent for the future so that no country would engage in financial profligacy and
plan to be a free rider. In fact, for the same reason Germany stimulated the debate
and speculation on a GREXIT.

In fact it was the lack of EMU crisis institutions, instruments, procedures and tools
within the legal framework of the EU which led to the ascension of the Eurogroup to
the most important player, with a totally opaque decision-taking procedure and quasi-
zero democratic accountability. One of the most outspoken critics of the euro area
crisis decision-taking process is the former EU Commissioner Moscovici who called
it “a scandal in terms of democratic processes by deciding in this way the fate of a
nation, imposing detailed decisions on pensions, the labour market” (Moscovici
2017). He also criticized the Eurogroup’s extensive decisions, its structure, lack of
transparency and accountability: “T am talking about the basic details of the life of a
country which were decided in a body, behind closed doors, whose work is being
prepared by technocrats without the minimum control of a parliament. Without the
media really knowing what is being said, without stable criteria or a common guide-
line” (Ibid). Furthermore, Moscovici highlighted that the Eurogroup is not a place
where national interests are overcome but rather that it has become the arena in which
they clash so that the general European interest does not prevail. Indeed, the two
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institutions, which represent the community interest within the EU legal framework,
one is the European Commission and the other one is the European Parliament, have
largely been sidelined by the Eurogroup — an informal and deeply intergovernmental
forum without any pre-established rules and regulations and without any proper
accountability. Within the Troika, the European Commission seems to be rather in the
role of implementing the guidelines given by the Eurogroup, than assuming its role as
the guardian of the treaties. Considering the intrusive recommendations of the Troika,
one also wonders to what extent the Collegium has been involved in the decision-
taking or whether the Commission’s DG EcFin had a dominating role without taking
into account social impact assessments. The European Parliament expressed itself as
“alarmed by the admission by the former President of the Eurogroup before the
European Parliament that the Eurogroup endorsed the recommendations of the Troika
without extensive consideration of their specific policy implications” and stressed
“that, if accurate, this does not discharge euro area finance ministers from their politi-
cal responsibility for the macroeconomic adjustment programmes and the MoUs”.
Additionally, the European Parliament’s resolution on the Troika pointed out “that this
admission sheds a worrying light on the blurred scope of the ‘technical advising’ and
‘Burogroup agency’ roles devolved to both the Commission and the ECB in the
framework of the design, implementation and assessment of assistance programmes.”
(European Parliament 2014a).

The Eurogroup’s decision-taking process remains opaque due to its confidential-
ity and lack of democratic accountability, which has been strongly criticized by the
European Parliament and by the EU’s Ombudsman Emily O’Reilly — “It is obvi-
ously difficult for Europeans to understand that the Eurogroup, whose decisions can
have a significant impact on their lives, [isn’t] subject to the usual democratic checks
and balances”, both calling for reform (Smith-Meyer and Heath 2017). In particular
on the subject of the crisis and its resolution, the Eurogroup had not foreseen any
guidance, rules and procedures but actually works as an intergovernmental institu-
tion on the basis of “consensus” votes. On the one hand, this proved to be very
detrimental in the situation of an “imminent” sovereign debt crisis requiring urgent
decisions under pressure of financial market speculation. On the other hand, in the
case of the Greek crisis, the existing rules were bent in two ways, there was no
“consensus” attempted with Greece on the adjustment programs, but Greece was
rather pressured into a “take it or leave it”, with neither elections (of governments
with a programme, which was clearly opposing the kind of policies imposed by the
adjustment programs) nor a referendum with two thirds majority against the auster-
ity policies making any difference and with putting pressure on the Greek govern-
ment and prime minister, one being replaced by a quasi-imposed caretaker
government, not even being able to negotiate the choice of measures to achieve a
determined objective of the bailout programme. Given the loopholes of properly
governing institutions, the entire EMU construction bears a major flaw in terms of
democratic accountability and legitimacy. Neither the Eurogroup nor the Euro
Summit are official institutions of the EU legal framework, but informal bodies,
which allow them to circumvent democratic accountability to the European
Parliament. Although as a consequence of the critiscism raised by the European
Parliament, the EU Ombudsman and numerous academics, the president of the
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Eurogroup engaged on a voluntary basis to participate regularly in exchange of
views in the European Parliament, however this does not change the fact that the
Eurogroup remains legally not democratically accountable to the European
Parliament. This lack of “identifiable”, in the sense to know who is really taking
which decision, and “accountable” institutions provoked a severe lack of demo-
cratic accountability at national and European level. Indeed, only in a few countries
there was a real accountability of the “national” finance minister to a “national”
parliament on the adjustment programmes. The parliaments of the crisis countries
were usually obliged to adopt a Memorandum of Understanding of the EMU with
the euro area Member State in crisis as a precondition for financial assistance in the
way of a “take it or leave it” deal, leaving little or virtually no choice of the mea-
sures to achieve the economic objectives to them and, at European level, by circum-
venting the European Parliament through an intergovernmental crisis management
thus creating a “double democratic deficit”. Social partners of the crisis countries
were also not properly consulted on the Memorandums of Understanding (MoUs),
but the recommendations of the MoUs even interfered with traditional collective
bargaining structures to the detriment of labour in violation of EU’s Charter of
Fundamental Rights and ILO conventions.

In retrospect, it is clear that the failures and flaws of the European economic archi-
tecture had proven to be very costly economically, socially and politically with deep
and long-lasting effects on the European social model and democracy, as discussed in
other articles of the book. The loss of trust in the EU was historic and only outper-
formed by the loss of trust in national institutions and parties, which is an indicator
that citizens are indeed able to identify the politicians responsible for these failures
and errors. The article will now attempt to sketch the role of the architects, their ideo-
logical mindset and the impact of the paradigm change for the design of EMU by
comparing it to its predecessor, the Werner Plan, looking for the causes of these major
flaws, omissions, errors and neglect, which proved so costly for Europe and its citi-
zens. As discussed in other chapters of this volume, especially Schulmeister, the
negotiation of the Maastricht Treaty fell into the era of neoliberalism and shows clear
traits of it as the comparison to its predecessor, which had still fallen in the era of
Keynesianism. Accordingly, the single currency should eliminate transaction cost
linked to currency conversion, and instabilities linked to exchange rate fluctuations in
the single market, free capital flow and deregulated and globalized financial markets
would lead to greater resource allocation and efficiency. Monetary policy with the
primary objective of prices stability should play the predominant role and fiscal and
labour policy, in the form of labour mobility, and accommodative wage policies
should accommodate it. Political intervention and fiscal discretionary policy should
be limited and tied into a very strict “golden straightjacket” and closely monitored.
Within the EMU of Maastricht, the design foresees a “supranational monetary union”,
which effectively had been “delegated” to an independent European Central Bank
(ECB) with a very clear and limited mandate giving primacy to “price stability”, on
the one hand, and a predominantly “intergovernmental economic union”’, which fore-
sees a loose coordination with “disciplining” surveillance procedures by the suprana-
tional Commission and sanctions decided by the EcoFin Council, on the other hand.
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When considering the dominant role and absolute independence of the ECB and
the disciplining aspect of economic policy without any solidarity mechanism in the
Maastricht Treaty, it comes as no surprise that the blueprint of EMU has been
drafted predominantly by the governors of Europe’s central banks, under the leader-
ship of the Deutsche Bundesbank. John Singleton described EMU “as a triumph for
central bankers, and proof that they had become an influential epistemic commu-
nity. Predominantly central bankers and not politicians or the European central
bureaucracy drew up the plans for the ECB and the Monetary Union, and they did
so in accordance with the latest monetary orthodoxy” (Singleton 2011). The result
is an “ordo-liberal” version of how Economic and Monetary Union should be
designed and vision of the world, which stands in clear contrast to its “federalist”
predecessor drafted by Pierre Werner in the 1970s.

Yves Mersch (2010) encouraged revisiting the Werner Plan: “We can call it truly
visionary. Although many of the proposals of the original Werner plan have been
realized, some of the original thoughts were ignored or diluted and we might with
the benefit of hindsight, ask ourselves whether this has not been a mistake” (Mersch
2010). The comparison of the blueprint of the Werner Plan with the Maastricht
Treaty on Economic and Monetary Union clearly demonstrates that the Werner Plan
is at the same time the more European and federalist in terms of being suprana-
tional, democratic and inclusive, involving both the European Parliament and the
European social partners (both sides of industry) in an institutionalized way and the
far more comprehensive including a monetary, an economic, a political, a cohesion
and a social dimensions. The Werner Plan was clearly a child of the Keynesian era
and regarded the European social model as a vital dimension of economic integra-
tion (Danescu 2018).

Both drafts did foresee the free movement of capital, not only within the EU but
globally. However, only the Werner Plan addressed concerns about the destabilizing
impacts financial speculation could have for EMU and proposed financial regulation
and the taxation of capital. The same is true for the occurrence of internal imbalances.
The Werner Plan showed far more visionary about the risk of the destabilizing effects
of imbalances, which could occur in an Economic and Monetary Union, which did not
achieve sufficient convergence. This was also the reason why Werner did include eco-
nomic and regional convergence into his EMU plan. The Werner Plan was more com-
plete in terms of a symmetric construction of EMU, of institution building both in
terms of clearly identifiable decision-taking institution and accountability and in
terms of a stabilization function. Regarding the power balance between economic and
monetary policy, the Werner Plan did include both an European Economic Union and
a Community system for the central banks. For the European Economic Union the
Werner plan envisaged “a gradual transfer of powers of decision-taking to the EU
level and at the final stage the establishment of a “centre of decision for economic
policy”. In parallel, Werner planed the gradual development of a “Community system
for the central banks” and a “European Fund for monetary cooperation under the con-
trol of the Governors of the central banks.” The role of this fund was supposed to be
to absorb the mechanisms for monetary support at short term and for financial aid at
medium term, a stabilization instrument intentionally missing in the EMU blueprint.
These institutions, while safeguarding their own responsibilities, were to be furnished



4 The Double Democratic Deficit 91

with effective powers of decision and to work together for the realization of the same
objectives. The centre of economic decision was planned to be politically responsible
to a European Parliament.
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The comparison between the Werner Plan and the Maastricht Treaty puts in evi-
dence the influence and impact of the paradigm change from Keynesianism to neo-
and ordo-liberalism in the construction of EMU, exchanging a “federalist” for an
“intergovernmental” blueprint of EMU, which led to the elimination of crucial ele-
ments and building stones of EMU architecture, which would have been essential to
make the EMU more resistant and resilient to crisis and would have allowed a more
efficient, equitable and democratic crisis management. These elements which had
been removed from the Werner plan and turned the Maastricht Treaty deficient
reach from taking account of the risks of deregulated financial markets and internal
imbalances, to political institution building and appropriate democratic account-
ability and to solidarity or “risk sharing” and stabilization elements such as a
European Monetary Fund and an EMU budget. According to the McDougall report,
which analysed the conditions necessary for the implementation of EMU from the
Werner Plan, the EMU budget should have been between 2.5 and 10% of Union
GNI. These intentional omissions of the Maastricht blueprint in turn proved to be
the major flaws in the design of EMU when the financial crisis broke out and largely
contributed to the sovereign debt crisis, became the source of policy errors in crisis
management and led to a major EMU governance crisis due to publicly exposed
conflicts.

The Werner Plan in contrast did foresee a two-pillar model with both a monetary
union and an economic union called “centre of decisions for economic policy”, and
both pillars “must work together for the realization of the same objectives” (Werner
1970). In the moment of crisis, it was actually precisely the supranational pillar, the
ECB, which after initial hesitations, was the one to provide support, stabilize the
situation and bring resilience to the euro area, in particular from the moment on,
when former ECB president M. Draghi pronounced his magic words on 12 July
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2012: “within our mandate, the ECB is ready to do whatever it takes to preserve the
euro. And believe me, it will be enough” (Draghi 2012). From that date on, the ECB
started to take over its responsibility as a lender of last resort and became the stron-
gest element warranting the survival of EMU. His words put a halt to financial
speculation and contained the sovereign debt crisis to restore confidence through a
series of extraordinary measures to support euro area’s governments and banks,
proof of the effectiveness of risk sharing. Had the countries of the Eurogroup
behaved in similar unitary, determined and problem-solving-oriented manner, the
probability of a sovereign debt crisis would have been much reduced and the crisis
shorter, less profound and less painful and politically could have strengthened the
EU internationally and externally. The ECB, being independent and supranational,
had uncontestably made the greatest contribution to contain the crisis and had turned
into one of the most powerful, and certainly the most independent central banks in
the world. Powerful because, on the one hand, it turned into the real “European
Central Bank,” and a “quasi lender of last resort” with an additionally extended
mandate to the supervision of the banks. The ECB grew and gained power with this
crisis, in which it had initially been too timid to assume its role to act with counter-
cyclical measures to contain and combat the crisis but turned into the strongest actor
of crisis management in the aftermath of the financial crisis.

On the downside of the increased power, we note that the ECB started to over-
reach its powers by actively interfering, controlling and in some cases even sanc-
tioning economic and fiscal policies of Member States such as Greece, Ireland and
even Italy (which was not even undergoing a Troika adjustment programme). The
latter role has brought the ECB considerable criticism for its “overreach” and inter-
ference and apparent “conflict of interest” between its role as central bank and
lender of last resort of all the MS, including the debtor countries, and its role, inter-
est and measures within the TROIKA and as a creditor. The ECB engaged actively
in fiscal but also socioeconomic affairs of the Member States, impacting distribu-
tional aspects and the social fabric such as pushing for the transferal of collective
bargaining from central or sectoral level to the enterprise level and other matters of
collective bargaining and labour law, always in the direction of weakening the
power and conditions of labour, which paradoxically implies that the “independent”
central bank interferes in the “independent” social partner negotiations and struc-
tures in violation of the article 152 of the TFEU, which explicitly enshrines that
“The Union recognises and promotes the role of the social partners at its level, tak-
ing into account the diversity of national systems. It shall facilitate dialogue between
the social partners, respecting their autonomy.” The consequence of this interfer-
ence within the adjustment programmes is the weakening of the bargaining power
of the labour side, which economically translates in the result that the recent
improvement of the labour market does not have the appropriate consequences on
wage growth and thus contributes directly to the lower than target inflation rate of
2%. The ECB finds itself confronted with the (self-inflicted) dilemma that while of
the improved labour market trends are improving, this does not sufficiently translate
into wage growth and consequently does not find reflection in inflation growth. The
underlying reasons for this development are the imposed structural reforms leading



4 The Double Democratic Deficit 97

to labour slack (underemployment of labour in involuntary part time and flexible
and precarious jobs) and the interference in collective bargaining structures to the
detriment of labour (ECB 2019).

The first institution to voice criticism about the conflict of interest, the overreach
and the lack of democratic accountability given its increase in powers was the
European Parliament, which had installed a Special Committee on the Financial,
Economic and Social Crisis (CRIS) in 2010 and a Troika Inquiry Committee in
2014-2015. The ECB can be considered the most independent of all central banks
since the ECB has only a “formal” accountability requirement to the European
Parliament, which consists rather in a transparency obligation while the EP has
limited possibilities to “change” the policy of the ECB, mainly through the hearings
of the president and the board of the ECB and through public pressure. In contrast
to the European Parliament, the FED has a “dual” mandate, price stability and
employment, and has a “factual accountability”. The Congress has the possibility to
actually change the mandate of the FED, if it is not satisfied with the institution and
its work (Hoffmann-Althelm 2017).

In Europe, a change of the mandate of the ECB would require a treaty change,
which is very difficult to achieve since all MS have to agree. The result of the
Maastricht Treaty in line with the objectives of neoliberalism is a shift of power to
the markets by guaranteeing free capital flows and deregulated financial markets
and to “limit the discretionary power of government(s)”, by a framework of strict
budgetary and fiscal rules and criteria and the transfer of monetary competences to
an independent central bank with a restricted mandate on price stability.
Neoliberalism and ordo-liberalism left a clear imprint on the Maastricht design, by
basically “eliminating” the economic union pillar from the original Werner EMU
blueprint: its institutions, instruments and stabilization and convergence tools and
democratic accountability to the European Parliament and horizontal democracy by
a stronger involvement of the social partners from the more “federalist” Werner
plan. In spite of forming an “Economic and Monetary Union”, any element of soli-
darity or risk sharing or stabilization function such as a euro area budget, a European
Monetary Fund, Eurobond or an unemployment insurance scheme to assist in cases
of balance of payment problems has been eliminated. According to the architects of
Maastricht, the risk of a sovereign default should have been avoided by the prohibi-
tions of “bailouts” and the “disciplining role of financial markets”, imposing “own
responsibility on the Member States” and with two ways of combating a sovereign
default: first, by internal devaluation, in this way by the application of tough budget
consolidation and rigid austerity measures, to the greatest extent by cutting wages,
pensions and social benefits, thus on the back of the poorest strata of society, and,
second, by bailing-in the creditors — that private creditors (banks) would take over
the losses in case of sovereign default.

Although the bailing-in option had been Germany’s position all the way during
and after the negotiations of the Maastricht Treaty (Moody), Thompson (2015)
points out that Germany found itself in the delicate situation that these private credi-
tors, which were to shoulder the loss, were in the Greek case, mainly French and
German banks. Additionally, nearly half of foreign claims on Portugal, Ireland,
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Italy, Greece and Spain in the final quarter of 2009 belonged to the two countries.
German banks were already vulnerable “to the prevailing problems of funding in
the wholesale markets, as well as the collapse of the sub-prime mortgage-backed
securities market”. “The German government had already taken measure to respond
to the financial crisis by establishing a €480B federal bank rescue fund, and by mid-
February 2009, the cost of German financial stabilization amounted to 3.1 per cent
of GDP, compared to 1.8 per cent for France and 0.9 per cent for Italy (IMF 2009:
48). Additionally, Germany also had by the same time $556B of sovereign guaran-
teed bank debt, which was significantly higher than that reported by the IMF for
other European states except Ireland (IMF 2009: 49) (Thompson 2015). On the
background of these massive interests, Germany’s reaction to the Greek sovereign
debt crisis becomes clearer. Germany was the country which most delayed an EU
reaction and even stirred the crisis of confidence by public statements which envis-
aged the possibility of a GREXIT. Germany had prevented Greece turning to the
IMF to request balance of payment assistance in the early phase of the Greek crisis
but later was one of the strongest supporters of their involvement. The reason behind
is that the IMF as a usual praxis initiates its involvement with a debt sustainability
assessment and would have suggested an early debt restructuring, which had been
the IMF’s position throughout its involvement. At the same time, Germany refused
the possibility of a “European solution” but simply threatened a Grexit and delayed
the decision-taking leading to the spread of the yields until it became clear that there
was a clear risk of contagion to other periphery countries among which some “too
big to fail”, which might put the existence of the eurozone at risk.

In the case of an early declaration of sovereign default by Greece and a later col-
lapse of the eurozone, the burden of the debts would have fallen on the private credi-
tors of the central or northern countries and would probably have resulted in their
bailing out through their governments and figured among their public debt. It
appears to be logically in the interest of Germany to support the bailout programmes
to Europe’s periphery under the condition that the funds would be used to bail out
the private creditors: “In outcomes, the first Greek bailout and the subsequent deals
for Ireland and Portugal effectively moved liability for bad loans in the periphery
from German and French banks to the IMF, EU, ECB and EFSF for which Germany
and France bore a share of responsibility but not the whole. Put differently, these
bailouts shifted the risk of default in the periphery from German and French banks
to collective European and other taxpayers, and the burden of the internal imbal-
ances entirely to the debtor countries” (Thompson 2015).

Had the objective been an efficient and equitable bailout of Greece and avoiding
the euro crisis, then “the haircut should have taken place much earlier so that private
creditors would have taken the loss” (Rocholl and Stahmer 2016). The Swiss ESMT
study on the Greek bailout assessed that less than 10 billion euros (9.7 billion) from
Greece’s first two international bailouts of the amount of 216 billion euros ended up
in the hands of the Greek treasury to help the economy to kick start. The lion’s share
of the rescue money sent to Greece was used for debt repayments (86.9 bn), interest
payments (52.3 bn), bank recapitalization (37.3 bn) and debt restructuring.
Additionally, there come accusations that Germany had “massively profited from
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the crisis in Greece” (Rocholl and Stahmer 2016). The German Green MP, Sven-
Christian Kindler, expressed his disapproval: “It cannot be the case that the German
government consolidates the German budget with billions in Greek interest profits”;
“Greece needs air to breath and room for manoeuvre for investments and fighting
poverty in the country”. Germany has received euro 3.4 billion in interest payments
on Greek bonds that were both through the no-defunct bond-buying programme
according to the figures that were obtained from the government on Thursday by
Germany’s Green Party. Germany has also received a total of euro 400 m on a loan
from the KfW development bank. Germany has so far repaid euro 527 m of interest
payments to Greece in 2013 and euro 387 m in 2014. But those repayments were
halted after Greece’s second bailout programme was agreed in 2015, leaving
Germany accumulating the ongoing Greek interest payments (Allen and Chazan
2018). Eurozone countries bought 210 bn euros of government paper, including
Greek bonds, from 2010 onwards in a bid to provide greater liquidity to the bloc’s
banks as the Greek debt crisis took hold (ibid).

Finally, debt restructuring for sovereign creditors was not achieved in the form of
a haircut, as had been for private creditors after Deauville, but in a postponement of
the majority of repayments on the euro 228 bin that Greece owes to the rest of the
eurozone until after 2030. It also includes returning to Greece the annual profits that
euro area central banks made on their holdings of the country’s debt, however only
from 2017 financial year onwards. Tied to it remains the closer monitoring of
Greece’s fiscal policy and its obligations signed in the MoUs. As Geoffrey Sachs
said, “the German taxpayers believe that they have been extremely generous to
Greece, giving Greece repeated financial loans. Yet this is partly a mirage. The tax-
payers have been generous to their own banks, not to Greece” (Sachs 2015).

De Grauwe (2015) highlights that the eurocrisis is in reality a systemic problem
of the architecture of EMU. First, EMU ripped off Member States their capacity of
exchange rate devaluations and of the automatic stabilizers for the recovery without
any compensating EMU stabilization function nor solidarity mechanism in place at
European level. Second, he underlines the destabilizing role of the financial markets
for the stability of EMU, “When entering a monetary union, member-countries
change the nature of their sovereign debt in a fundamental way, i.e. they cease to
have control over the currency in which their debt is issued”. As a result, financial
markets can force these countries’ sovereigns into default. In this sense, member
countries of a monetary union are downgraded to the status of emerging economies.
This makes the monetary union fragile and vulnerable to changing market senti-
ments. De Grauwe concludes that, thus, “in a monetary union, financial markets
acquire tremendous power and can force any member country on its knees, (...) This
has the effect of pushing the country into a bad equilibrium, characterized by pun-
ishingly high interest rates, chronically high budget deficits, low growth and a
domestic banking crisis”. Third, he argues that given the degree of financial integra-
tion in the monetary union, other countries are affected by the risk of contagion.
And at last, De Grauwe, after analysing the implications of this fragility for the
governance of the Eurozone, concludes that additionally “some of the features of
the new financial assistance are likely to increase this fragility. In addition, it is also
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likely to rip member-states of their ability to use the automatic stabilizers during a
recession. This is surely a step backward in the long history of social progress in
Europe”.

Democratic Legitimacy and Accountability

After sketching the EMU crisis response and exposing the design flaws of EMU
architecture and their economic, social and political consequences, and after analys-
ing the impact of the ordo-liberal mindset of the epistemic community in charge of
drafting the blueprint as well as the impact of the of the paradigm change on the
design and on its more “federalist” or more “intergovernmental” features by com-
paring the Werner Plan versus the Maastricht Treaty, the chapter will last but not
least turn to the core question of the democratic consequences and legitimacy crisis
exposed by the crisis: the Double Democratic Deficit. The rapporteur of the
European Parliament’s Special Committee on the Financial, Economic and Social
Crisis (CRIS) report, and of the EP review of the economic governance framework:
stocktaking and challenges, Pervenche Beres, expressed her opinion that “there is
an increasing sense of a double democratic deficit in an enhanced economic gover-
nance framework of the Union at both the EU and at national levels. There is thus a
need for both the European Parliament and National Parliaments to seek ways to
increase their involvement, taking into account their respective roles” (European
Parliament 2014b).

The “original sin” in terms of a weakening of the democratic legitimacy and
accountability started when the Eurogroup, originally foreseen as an informal and
confidential coordination club among euro area finance ministers, turned with the
eurocrisis into the most powerful institution in the EU and led to a “shift away from
the Community method towards intergovernmental coordination. The European
Council and the Eurogroup have played a dominant role throughout the process and
have often interfered in the prerogatives of the European Parliament, e.g. when it
unilaterally decided that the EU budget would guarantee for the EFSM loans with
the margin between the Multiannual Financial Framework (MFF) ceiling and the
Own Resources ceiling. In the newly created institutional setting, the European
Parliament and its national counterparts only play a marginal role and have thus
been largely deprived of their constitutionally granted powers as regards budgetary
autonomy respectively oversight” (European Parliament 2016). This put the spot-
light to the increasing erosion of democracy at EMU level, while at the same time
euro area finance ministers argue that they are accountable only to national parlia-
ments in particular since the responsibility of the budget lies with them.

One of the most outspoken critics of the euro area crisis decision-making process
is the former commissioner Moscovici, when he expressed that “It is a scandal in
terms of democratic processes, not because the decisions were scandalous, but
because by deciding in this way the fate of a nation, imposing detailed decisions on
pensions, the labour market” (Moscovici 2015). He also criticized the Eurogroup’s
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extensive decisions, its structure, lack of transparency and accountability. “I am
talking about the basic details of the life of a country which were decided in a body,
behind closed doors, whose work is being prepared by technocrats without the mini-
mum control of a parliament. Without the media really knowing what is being said,
without stable criteria or a common guideline” (Moscovici 2015).

The German finance minister Scholz defended in a meeting in the Economic and
Monetary Committee of the European Parliament that the national finance ministers
are accountable to their national parliaments and thus democratic accountability is
warranted. This argument is strengthened on the one hand by the fact that the
national parliament is the one which has control on the budget foreseen and taking
into account the ruling of the German Constitutional Court which anchors the role
of the German national parliament for any major financial obligations or transfers.
Yet his statement bears a certain weakness since the finance minister is only elected
and mandated nationally to represent national interests but decides on policies of the
entire euro area without being accountable to neither the European Parliament nor
to the parliaments of the crisis country, while the institutions which represent the
general interest of the EU were either “instrumentalized” for the purposes of inter-
governmental governance and submitted under the interest of the most powerful
member states or cut out of the decision-making process creating an “imbalance
between the decision-taking institutions at EU level” and leading to a regression of
democratic decision-taking rights. For this reason, Commissioner Moscovici
expressed his doubts about the Eurogroup’s capacity to negotiate a consensus in
which the general European interest prevails: “The Eurogroup is not a place where
national interests are overcome; it has become the arena in which they clash”
(Moscovici 2015). This is even more true in the moment of an urgent crisis when
considerable national interests are at stake. Interestingly, at global level, it is the
debtor country, which penalizes the creditor countries and changes the rules, while
at EMU level, it occurs the other way around. The common trait is that the most
powerful states turn into hegemons to the detriment of a more democratic order or
multilateral organization of equals. An interesting question to analyse in a future
research is the correlation between democracy and supranationalism and multilat-
eral governance with the rise of the hegemons.

Indeed, considering the EU architecture, we can identify both intergovernmental
institutions, such as the Council or national parliaments and supranational institu-
tions such as the European Commission, the European Parliament, the ECB and the
European Court of Justice representing the community interest. Just like in the
USA, the two houses, Senate and Congress, guarantee a balance between national
interest and the community or general interests of the Union and in the case of the
EP of the citizens too. Yet, within Economic and Monetary Union, this balance has
not been ensured or not even constructed from the moment on that the possibility of
an opting out had been granted and thus have led to the creation of the Eurogroup,
leading to a situation that the more decisions had been taken on an intergovernmen-
tal basis, treaties have been signed and institutions have been founded on an inter-
governmental basis, the more democracy has been eroded at national and at EMU
level. However, within the EMU construction, the Commission could not assume



102 B. De Souza Guilherme

the role it has been assigned within the EU Treaties: to defend the Community inter-
est and to defend the European Treaties and laws. As Commissioner Moscovici
notes “Yet the voice of the Commission does not carry as far as the Eurogroup — an
informal and deeply intergovernmental forum without any pre-established rules and
regulations — or it does not carry far enough, at any rate, to allow the general
European interest to prevail” (Moscovici 2015).

The same lack of the priority or in some cases even vision of the “general
European interest” together with the lack of capacity to negotiate a European com-
promise or grand deal is true for the national parliaments. The mandate of a member
of a national parliament (NP) is to look after their national interest, which finds
reflection in their divergent positions in the matter of economic governance. “There
is no such a thing like a NPs’ unitary position on how to cope with the democratic
weaknesses of the system of coordination of national economic policies. Next to the
divide between Eurozone vs. non-Eurozone NPs, there are divides between parlia-
ments of rescued countries and parliaments of the states that most prominently
offered financial assistance and between parliaments of ‘Southern Europe’, in
favour of anti-cyclical policies, and parliaments of ‘Northern Europe’ supporting
austerity measures’ (Fasone 2019).

The European Parliament, in contrast to the national parliaments, is the locus,
public space or agora, in which these deliberations and debates are being held and
compromise positions are being negotiated, of which the numerous resolutions on
the crisis and reform proposals are proof and may serve a precious advice for future
reforms of EMU and its crisis management. In the European Parliament, directly
elected members from all the Member States form ideological groups or parties and
mostly vote along the ideological lines, which allows compromises that bridge the
interest conflicts between creditor and debtor countries. However, given that EMU
crisis management took place outside of the EU legal framework, the European
Parliament was largely excluded from the real decision-taking process. P. Mocscovici
resumed on the European Parliament’s role and influence in the crisis management:
“It was the great absentee in the Greek crisis. But then, to whom should it have
turned? To the Commission in its capacity as negotiator? To the president of the
Eurogroup, who is not answerable to it? To the IMF, which is even less answerable
to it? Or to the European Stability Mechanism, which is a purely intergovernmental
organisation? And the secondary question is this: how much weight did the European
Parliament carry in the Greek crisis by comparison with the German Bundestag or
the Finnish Eduskunta?” (Moscovici 2017).

Commissioner Moscovici’s remarks reveal the further democratic regression
provoked by the eurozone crisis having given rise to a quasi-oligarchic dominance
among the MS, asymmetry and certainly an increasing disparity in democratic
rights between creditor and debt countries. “Although there are exceptions, typi-
cally the parliaments of Eurozone countries receiving financial assistance or support
(Cyprus, Greece, Ireland, Italy, Portugal, Spain) have been those most concerned by
a significant loss of influence in budgetary matters. By contrast, the legislatures of
some Eurozone countries regarded as fiscally virtuous, like Austria, Finland and
Germany, have seen their budgetary powers, at least, safeguarded domestically in
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the constitutional framework emerging from the Euro-crisis” (Riekmann and Wydra
2013). Eurobarometer opinion polls on “My Voice counts in the EU” reflect the
same picture since the outbreak of the crisis: citizens of the creditor countries con-
sider with a large majority that their voice counts in the EU, while the citizens of the
deficit countries have the opposite feeling that their voice does not count. As a con-
sequence, we would have to conclude that the EMU architecture and eurozone crisis
led not only to a regression in terms of economic and social convergence but also in
terms of democratic decision-taking and accountability rights within the eurozone,
reminding of the initial stage of democracies in Greece, where democratic rights
were limited to a citizen of a certain level of wealth (and at that time also sex and
nationality) and early stages of European democracies.

As a consequence of the euro crisis, the national parliaments of the deficit coun-
tries mostly only had the choice between the lesser of two evils: sovereign default
and leaving the euro area or adjustment programmes, which in the end turned out to
be economically either doubt or harmful, procyclical, socially and politically pain-
ful and destabilizing by leading to an internal devaluation of 25% by imposing
austerity and social cuts. Democratically, these MoUs were largely imposed by the
Eurogroup via the Troika, in many cases without considering the local economic,
social and political situation or priorities, without a proper impact assessment and
broader democratic consultation. It is rather doubtful that the “general European
interest” has been in the focus of the crisis management of the eurozone, when con-
sidering the following three points: First, the burden of adjustment was entirely put
on the deficit countries: both in the obligation to bail out the banks and in terms of
the policy mix they had to follow. The IMF had already in 2011 given the same
advice as the European Fiscal Board emphasizes in 2019 that the countries which
find themselves with more fiscal space should run an expansionary policy while the
countries with excessive deficits and debts need to undertake measures of budget
consolidation. In reality, Germany and the other countries which should have played
the role of the motors of the European recovery preferred to prove themselves as
examples in budget consolidation, leading Europe’s economy to the verge of
recession.

Second, the Troika follows the instructions of whom and was/is accountable to
whom? In other words, who decided these policies and on the basis of which rules,
guidelines, principles and interests? Who carries the responsibility for their deci-
sions and as was the case with the past adjustment programmes for their heavy
economic, social and political costs? In any sound democratic system, there would
be checks and balances; in the case of decisions taken by elected representatives,
they would either be rewarded through re-elections or sanctioned by losing the elec-
tions and their political mandate in the case that the policies were not considered
successful or appropriate. If the decisions were based on the expertise of some tech-
nocratic entity to which the decision-taking or at least shaping powers have been
delegated, these experts or technocrats would lose their credibility and reputation
and would sooner or later also lose their function or the entire institution to which
the decision-taking or shaping power was delegated would be abolished or at least
diminished in influence. In the case of the eurocrisis decision, the situation is not so
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clear. Some countries succeeded to push through decisions which were very much
in their national interest, and from a national (short-term) perspective, these deci-
sions were beneficial (to their nation) and thus will be rewarded. Other nations did
not really have much choice and influence, in which case there would either occur a
sanctioning through elections or on the contrary a sympathy and identification with
the national leader against certain other European leaders or the EU as a whole. The
prolonged crisis, fall of investment and growth and the fact that the adjustment pro-
grammes did not lead to a debt reduction in highly indebted countries but had rather
increased them and prolonged and deepened the crisis are rather interpreted as con-
sequences of not following the rules and insufficient reform efforts by the crisis
countries than as wrong policy recommendations and procedures.

Transparency EU summarizes the malaise of the Eurogroup’s accountability
regime with two quotes: one by German finance minister Wolfgang Schéuble,
“Elections change nothing. There are rules”, and the other by the Finnish finance
minister describing Germany’s raw power: “Schiduble has been the treasurer of
Europe and the de facto finance minister for the eurozone”. It concludes “When
votes and electoral outcomes can ‘change nothing’, while the finance minister of a
‘creditor’ country is described as the ‘de facto finance minister’ of several ‘debtor’
countries, citizens (rightly) see ‘constrained government’ and ‘democracy without
choice’, with negative consequences for their participation in elections and their
satisfaction with democracy”. This is consistent with Seymour Martin Lipset’s
warning that without democratic participation and accountability, a society loses the
capacity “to engender and maintain the belief that the existing political institutions
are the most appropriate ones”. In other words, what is at stake in the debate about
economic governance in the euro area is nothing less than the legitimacy, and viabil-
ity, of liberal democracy (Braun and Huebner 2019).

Third, the rise of the hegemon. Here, we touch a vulnerable point of the current
decisions in the crisis management and in the shaping of the adjustment pro-
grammes. Clearly, the one institution with the strongest decision-taking power is the
Eurogroup, on the basis of which decisions the Euro Summit takes the final deci-
sions. The Troika itself is consisting of three very different institutions with differ-
ent mandates: The Commission, the ECB and the IMF. Both the first two institutions
are bound to the treaties and objectives of the EU, yet it seems that they have rather
been “instrumentalized” by the informal Eurogroup without the adequate role
assigned to them by the European Treaties, thus losing their “independence” vis-a-
vis the Member States (in particularly the most powerful), by the fact that the
Eurogroup is not an institution anchored in the EU treaties. The IMF has been added
to form the Troika, for its “know-how”, already having the appropriate reputation
about its Washington consensus style adjustment programmes, which would lead to
more neoliberal reforms in the adjustment countries. While Germany had initially
been fiercely opposed that Greece as a euro area country would go to the IMF to ask
for assistance of balance of payment problems, in a later phase it was particularly
Germany who was most in favour of adding the IMF to the Troika, when the deci-
sions on the first bailout programmes to Greece had already been taken. Indeed, the
reason behind the change of attitude could be that the IMF usually assesses the debt
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sustainability of any candidate for an adjustment programme. In a case like Greece,
the usual advice of the IMF would have been a haircut of the creditors, meaning a
bailing-in of the banks which had provided the easy credits. In the case of Greece,
this would have been mainly French and German banks (ESMT’s Jorg Rochol).

The Commission had lost power within the euro area crisis management, in par-
ticular when we think of its “right to initiative”. It had rather the role of a technocrat
organization which had to prepare economic justifications for political guidelines or
orders which came from the Eurogroup or single members of the Eurogroup and
later execute them and monitor the implementation, for which the European
Commission is being blamed as being the disadvantage of a more “politicized
Commission” and for not having guarded its respective role as a guardian of the
European Treaties and the acquis communautaire, including the Charter of
Fundamental Rights and the Social Rights. One cannot but wonder if the Commission
did take these decisions by Collegium and about the role of the Commissioner in
charge of social policy. On the one hand, the Commission is blamed for not having
been sufficiently strict in terms of monitoring the fiscal policies and situation of the
Member States before the crisis. The later aspect has led to two reforms: on the one
hand, a strengthened role for the Commission in the surveillance of the fiscal poli-
cies and, on the other hand, also to the establishment of the European Fiscal Board
and analogous independent fiscal boards at national level.

The European Court of Justice warned in its Pringle Judgement of a certain con-
flict of interest of its role as the guardian of the Treaties and the one in the Troika.
Additionally, the “instrumentalization” of the Commission by the Eurogroup within
the Troika has also led to an increasing asymmetry of accountability of the European
Commission between the EP and the Council.

The ECB’s role was already addressed above; interestingly, the supranational
pillar turned out to be the most effective regarding crisis management. However, on
the downside was the “overreach” of an independent central bank on national gov-
ernments policy priorities, with the double problematic that it cannot be its role and
mandate and in particular without the “appropriate” democratic accountability nei-
ther at national nor at EU level. Should the ECB entitled to determine which kind of
fiscal priorities, social policies and wage policies and collective bargaining a
Member State should execute? Where in this scenario is the sovereign’s will be
playing a role and what meaning has the word democracy in within it? Additionally,
a further criticism has been raised by Wehlan concerning the ECB’s decision and
cutting liquidity to Greece at the moment of the referendum on the austerity pro-
gramme. It sheds a dubious light of political activism and interventionism on the
ECB and exposes its conflict of interest as the central bank of all Member States,
including of Greece, and its role as a creditor and supervisor of systemically rele-
vant banks and within the Troika.

Schmidt (2015) argues that eurozone governance combined excessive intergov-
ernmentalism with an increased supranationalism of the ECB pressing “Member
States for more austerity measures and structural reforms in a quid pro quo for more
vigorous monetary interventions” and the European Commission receiving more
competences in budgetary oversight while the European Parliament remained
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largely sidelined. “The resulting rules-based and numbers-focused government
framework has not only generated problems for the European economy; it has also
cast doubts on the European Union’s democratic legitimacy and its social solidar-
ity”. The eurocrisis has led to a regression of democracy in the EU, both at the
national level of the periphery countries and at the regional level. Indeed, in parallel
some core Member States parliaments have acquired increased power being able to
impose to another MS policies and priorities, which have a strong impact on the
lives of the citizens of other Member States. EMU has not only reduced the periph-
ery and (later) indebted countries to the status of emerging countries by depriving
them of the instrument of exchange rate devaluations, reducing their possibilities to
let the automatic stabilizers work for a more rapid and social recovery but politically
and democratically has degraded them to the status of colonies of the larger hege-
mons, by eroding the democratic rights of the peoples to decide on their economic
and social policies and in the case of a crisis, at least on the priorities of which
measures to take, thus undermining their sovereignty.

The intergovernmental framework with the exclusion or submission of the insti-
tutions standing for the general interest of the EU instrumentalized supranational
institutions for the national interests of the hegemonic Member States by protecting
their own national banks from major haircuts in a crisis caused by a global eco-
nomic system and design of the EMU, which had largely been influenced by the
same hegemons (and their banks), and even benefitting from the crisis through the
interest. The involvement of the national parliaments of creditor countries in the
decision-making process, including on the adjustment programmes, can in no way
compensate the lack of decision power of the national parliament and social part-
ners in determining the measures to combat the debt crisis in an equitable way and
adjusted to local realities, needs and democratic priorities and to assist their econo-
mies in their recovery but rather illustrate the increasing asymmetry and disparity in
democratic rights within the European Economic and Monetary Union. The EMU
architecture has thus even led to an erosion of democracy both at EU level and at
national level.

Conclusions

Ten years after the eurocrisis and more than 12 years after the global financial crisis
broke out, EMU reforms have attempted to realize a banking union but have not
completed it since it shies away from any risk-sharing instruments, schemes or tools
such as a common backstop or a European Deposit Insurance Scheme. In the field
of fiscal and budgetary policies, EMU actually strengthened the “risk avoidance” or
ordo-liberal orientation and the straight jacket of the national finance ministers, giv-
ing greater surveillance powers to the European Commission, anchoring debt and
deficit ceilings in national constitutions and facilitating sanctions at Council level.
The “risk-sharing” or solidarity side of the economic governance framework with
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the creation of a possible euro area budget, a stabilization function, an unemploy-
ment insurance or reinsurance scheme or an EMF has not been realized to this date.

The paradigm change from Keynesianism to ordo- and neoliberalism has largely
influenced the architects and design of monetary union, in particular leading to
changes and omissions in regard to the more federalist predecessor, called the
“Werner Plan”, which had strong traits of Keynesianism. It is important to note that
the paradigm change led to omission of central building stones of EMU which could
have either helped to avert a crisis and increase crisis resilience or allowed a more
efficient, equitable and democratic crisis management, such as the reflectance of the
risks of deregulated financial markets, of internal imbalances, a euro area budget
and other stabilization elements like the EMF, convergence policies, an evolution
towards an economic union with the step-by-step transferral of decisions to the EU
level and democratic accountability. While the EMU crisis management has avoided
a sovereign default and the implosion of EMU, the new governance framework has
prolonged and deepened the crisis and its economic and social consequences. In
terms of equity, it has largely increased unemployment, poverty and income inequal-
ity; additionally it has led to a reversion of the achieved economic convergence. The
measures implemented have not been able to reduce the debts of highly indebted
countries and have worked largely procyclical, reducing growth and investment,
also in the stronger economies, putting future competitiveness and the global role of
the EU in question.

While economically the worst crisis is over, the political landscape has changed
for good with an increase of political protest and historical mobilization of social
movements, the mushrooming of new parties, the increasing polarization and radi-
calization of political parties. These developments can be interpreted as direct con-
sequences of the negative input, output and throughput democracy (Schmidt 2015)
and increasing disparity of democratic rights within the EU and at EU level.

Disclaimer The opinions expressed in this introduction/volume are the sole responsibility of the
authors and do not necessarily represent the official position of the European Parliament or of any
other EU institution.
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Chapter 5

European Union’s Democratic Legitimacy
after the MoUs: The Political Legacy
of an Economic Crisis

Dimitris Katsikas

Abstract This chapter focuses on two significant aspects of crisis management in
the Eurozone: (a) its democratic legitimacy and (b) its socioeconomic consequences.
The two issues are very important, since both the socioeconomic effects of an
adjustment program and its democratic credentials determine to a large extent its
“ownership” by local societies and consequently its chances of success. Effectively,
these two aspects refer to the “input” and “output” side of democratic legitimacy,
that is, to legitimation through democratic processes and representation, and policy
outcomes respectively. The analysis evaluates the first aspect of the legitimacy
equation using criteria derived from democratic theory and applying them to the
governance structure of the bailout programs. On the second aspect of legitimacy,
that of outcomes, the socioeconomic consequences of the crisis management are
reviewed, and their distributive aspects discussed. The chapter demonstrates that the
EU’s legitimacy has suffered along both aspects as a result of the crisis and the way
it was handled. This leaves the EU in a particularly vulnerable state in the event of
a future crisis.

Introduction

The European Economic and Monetary Union (EMU) proved the biggest victim of
the global financial crisis that broke out in 2008. This was due to two factors: (a) the
incomplete nature of the EMU and (b) the lack of a supranational crisis mechanism.
By now, it is commonly acknowledged that before the crisis, significant imbalances
had emerged among the economies of EMU’s member states. Countries in the mon-
etary union’s periphery exhibited sluggish productivity growth which, coupled with
high credit inflows, led to unsustainable current account deficits (Baldwin and
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Giavazzi 2015). Investors from the capital-rich North directed their funds to profit-
able investments in the relatively capital-poor South. However, these capital flows
did not fund productive investments; they were instead directed toward the non-
tradable sectors of these countries’ economies, raising wages and inflation, under-
mining further their already weak international competitiveness, and boosting asset
and real estate prices, thereby creating financial bubbles; in some countries, they
were also used to fund mounting fiscal deficits. When, in the aftermath of the global
financial crisis, there was a “sudden stop” of the capital flows, these countries had
to face a harsh adjustment process. The EMU could not deal with such imbalances
because of its flawed governance; its monetary pillar, built around the European
Central Bank (ECB), had a clear institutional framework, a strong policy mandate
and statutory independence from political interference. On the other hand, the
remaining governance pillars were weak. In fiscal policy, the Stability and Growth
Pact lacked enforcement powers and proved unable to control fiscal laxity in many
member states (Begg 2011). Moreover, there was no supranational coordinating
mechanism for the EU-wide stance of fiscal policy and its synchronization with
ECB’s monetary policy. In terms of broader economic policy surveillance, the
Council’s voluntary Broad Economic Policy Guidelines proved completely ineffec-
tive (Pisani-Ferry 2006). As a result, the EU lacked effective institutions with a clear
mandate to prevent excessive imbalances.

Still, these imbalances did not have to lead to a full-blown regional debt crisis,
which threatened the survival of the EMU itself. A major reason for this develop-
ment was the absence of a crisis handling mechanism in the EMU, which led to an
ad hoc, intergovernmental, and increasingly political handling of the crisis. In this
context, “moral hazard” preoccupations prevailed; creditor countries worried that
facilitating the recovery of crisis-hit countries would ease the pressure for fiscal
adjustment and reforms. Such a rationale was also dictated by the politics of the
time: bailing out crisis-hit countries that were depicted in the press as spendthrift
and/or corrupt was not a particularly popular proposition, especially following the
public bailouts of banks during the financial crisis only a couple of years earlier. The
result was crisis management along an “individual responsibility” approach: every
country needed to get its house in order (Katsikas 2012). This approach had two
main characteristics:

(a) Individual bailout programs for each country that could not fund itself in the
markets. The bailout loans were accompanied by conditionality; countries
signed Memoranda of Understanding (MoUs), which spelled out the policy
measures and structural reforms that had to be implemented in exchange for the
funds. The design of the conditionality! and the supervision of its implementa-
tion were the responsibility of the Troika, which comprised representatives of

'The design of the programs was decided together with the governments of the countries receiving
the loans, which had the opportunity to propose measures of their own, particularly regarding the
more detailed aspects of the policies put forward; having said that, the proposed measures had to
be approved by the Troika.
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the creditors, namely, the European Commission, the ECB, and the International
Monetary Fund (IMF). The reforms promoted had a liberal direction, aiming to
improve the international competitiveness of these countries; in some cases, the
MoUs also included comprehensive public administration reforms, with the
aim to increase the efficiency and the fiscal sustainability of the state mecha-
nism. It is worth noting that similar policies were promoted by countries which
did not sign a bailout agreement, but faced similar problems, as was the case
with Spain, which signed a more limited bailout agreement for its financial sec-
tor, and to a lesser degree, Italy.

(b) The cost of the adjustment process was entirely borne by the crisis-hit coun-
tries. The MoUs were the only way to deal with the crisis; there was no scope
for any supranational mechanism of compensation for the economic and social
losses of the adjustment process or for encouraging growth in the economies
facing a deep recession, in large part, due to the promoted austerity policies.
Some EU-wide growth funding initiatives, such as the Compact for Growth and
Jobs agreed at the European Council of June 2012, were put forward but were
never really implemented. An investment mechanism, the so-called Juncker
Plan, was effectively put in place much later, after 2015, during the recovery of
the European economy; it is worth noting that even this mechanism did not
involve new public funding, but relied on the redeployment of already available
funds in the EU budget and mainly the leveraging of new private funds.

This approach produced negative results not only for the affected economies but
also for the cohesion and public support of the EU itself. The conditionality imposed
through the MoUs in crisis-hit countries was extensive, ambitious, and in certain
respects harsh, as was the case with the austerity policies promoted. This in turn
caused or at the very least deepened the economic recession affecting the countries
receiving the bailout funds. As a result, in the countries of the South, people living
in adverse material circumstances felt alienated, disappointed, and increasingly
angry by what they perceived to be a lack of solidarity by the European Union and
the countries of the North, whom they often accused as responsible for the crisis. On
the other hand, in the countries of Northern Europe, there was also a growing feel-
ing of hostility developing toward the European project, as citizens questioned the
decisions of their governments to “bail out” the countries of the South, which were
often portrayed as “reckless” and “irresponsible.” This rift, and more broadly the
way the crisis was handled, ultimately undermined the legitimacy of the EU itself.

The aim of this chapter is to examine how the democratic legitimacy of the EU
was affected by the crisis and the way this was handled, with a focus on the crisis-hit
countries and particularly those of the European South. After a brief introduction in
the issue of democratic legitimacy in the EU, different aspects of the crisis manage-
ment will be analyzed, and their impact on the democratic legitimacy of the EU will
be evaluated.
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EU’s Legitimacy Before the Crisis

The political authority to issue rules and policy dictates necessitates legitimacy, that
is, a sense of obligation on the part of the subjects of authority to conform to its
pronouncements (Flathman 1980). Authority is not obeyed because people consider
its individual decrees and rules to be always in their individual interest but due to a
sense of obligation and an acknowledgement of the legitimate right of authority to
issue commands and pronouncements. In this sense, legitimacy is a prerequisite not
only for the effective operation but also for the very existence of political authority.>
In democratic regimes, this sense of obligation stems from the assurance that gov-
ernments represent the people and that they will exercise their authority in ways
which serve the people’s interests in accordance with their values. These two aspects
are often analyzed separately as two different forms of legitimacy: input and output
legitimacy (Scharpf 1999; Schmidt 2013).> Input legitimacy refers to processes
which ensure the representation of the interests and values of the people in policy-
making, primarily by establishing the accountability of policy-makers to the people,
for example, through electoral processes. Output legitimacy refers to policy out-
comes; legitimacy is ensured when the promoted policies do in fact serve the com-
mon good and improve the lives of the citizens. Political authority in democracies
necessitates both types of legitimacy, but there is a trade-off; if a political entity is
somewhat lacking in one dimension, it can “make it up” in the other dimension
(Schmidt 2015).

Before the crisis, EU’s record in terms of democratic legitimacy was mixed. Its
input legitimacy was considered by many as lacking. Indeed, there was a lively
academic debate about the so-called EU’s democratic deficit (Weiler et al. 1995;
Majone 1998; Moravcsik 2002, 2008; Follesdal and Hix 2006; Hix 2008). Follesdal
and Hix (2006) summarized the arguments of the critics into five distinct claims,
which referred to the strengthening of the executive power, at both the national and
EU levels, at the expense of parliamentary control; the related weakness of the
European Parliament and the absence of truly “European” elections; the distance of
EU from the voters, who do not really understand and identify with it; and as a con-
sequence of all the above, a “policy drift” away from voters’ “ideal” policy prefer-
ences. Others objected to this critique; Andrew Moravcsik, one the leading scholars
in EU studies, has rejected the democratic deficit theory as a myth, arguing that the
EU is a limited-purpose organization which should not be held to an ideal standard
of democracy more appropriate for nation states. Indeed, he believes that even

2This is true not only for democracy but for all kinds of government. What changes are the criteria
based on which authority is judged; for example, in monarchies it could be blood lineage and the
divine right, or in more primitive societies the sanctity of tradition. Having said that, the prolonged
deterioration of people’s living standards will ultimately erode authority, irrespective of its source.
3Vivien Schmidt has added another aspect of democratic legitimacy in her analysis, the so-called
throughput legitimacy, which effectively refers to the quality of governance processes (e.g., trans-
parency, inclusiveness, etc.). This aspect is not examined here.
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within the confines of its limited mandate, the EU “is at least as democratic, and
generally more so, than its member states” (Moravcsik 2008, p. 332).

While Moravcsik may be right that the EU has a more limited mandate compared
to national governments and that on the whole its function is subject to a — not
inconsequential — array of democratic checks and balances, it is hard to deny the
claim that the EU citizens do not understand or identify with the EU. Indeed, the
very progress of European integration has been associated with the lack of citizens’
participation; European elites have been thought to enjoy a “permissive consensus”
by the general public, which allowed them significant leeway in promoting the proj-
ect of European integration (Lindberg and Scheingold 1970). Democratization
always came afterward in an effort to catch up with the integration progress, which
was mainly driven by economic considerations (Fossum 2016).

In this context, the European integration process before the crisis was mostly
driven by output legitimacy. As long as integration yielded economic benefits for
the member states, it did not become an issue of strong political contestation in
European societies. The advanced economies of the North took advantage of the
benefits offered by the European single market to boost further their competitive-
ness and leverage the international presence of their companies, while the poorer
countries of the South received significant economic aid in the form of structural
funds, intended to help their economies adjust and gradually converge to those of
the North. Later, the new entrants from Central and Eastern Europe also became
beneficiaries of such funding and through their participation in the single market
were able to link their economies to global value chains and receive substantial
investment inflows. In this sense, before the crisis, the less than perfect record of the
EU in terms of input legitimacy did not pose a major obstacle in European integra-
tion because the EU was thought to deliver prosperity to its citizens.*

EU’s Legitimacy After the Crisis

The crisis undermined the legitimacy of the EU in a number of ways. The handling
of the crisis raised serious concerns regarding its conformity to democratic norms,
weakening further the already challenged input legitimacy of the EU. At the same
time, the intensity and extent of the crisis, related to the austerity policies promoted
through the MoUs, severely undermined its output legitimacy.

*Still, already before the crisis, problems in terms of legitimacy were becoming increasingly visi-
ble. The deepening and widening of the integration process that followed the Maastricht Treaty
weakened the permissive consensus. European integration became increasingly intertwined with
issues pertaining to core aspects of national sovereignty and identity, making it more controversial
and politicized, and thus increasingly part of domestic party politics; as a result, it gradually started
becoming subject to an intensifying “constraining dissensus” (Hooghe and Marks 2009).
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EU’s Input Legitimacy and the Crisis

Turning first to the issue of input legitimacy, the MoUs and the Troika challenged
democratic norms of policy-making at both the national and EU levels. More spe-
cifically, at the EU level, the institutional set-up and operation of the Troika and the
policies promoted through the MoUs produced a number of challenges for demo-
cratic legitimacy. First, the Troika was an ad hoc institutional mechanism, created in
haste to deal with the crisis. This created several problems: there were no estab-
lished procedures, in relation to the other EU institutions and in particular the
European Parliament, which could increase the democratic accountability of its
operation. Moreover, the IMF, being an international economic organization, had no
obligation to inform or report to European institutions about its actions and deci-
sions in the context of the Troika. All in all, there was lack of transparency in
Troika’s decision-making which undermined its accountability. Moreover, the
Troika had no legal mandate stemming from the EU Treaties and no clearly defined
objective. As a result, procedures were followed which did not have any legal basis,
putting in doubt not only the legitimacy but also the legality of its actions; for exam-
ple, Eurogroup’s mandate to the European Commission to negotiate on its behalf
the details of the bailout programs with the countries receiving the loans was legally
unfounded, as such a procedure is not specified in EU law and because the Eurogroup
is not an official EU body (European Parliament Report 2014, p. 16).

Secondly, Troika’s composition was highly problematic: both the European
Commission and the European Central Bank faced serious conflicts of interest.
More specifically, as part of the Troika, the European Commission was acting as an
agent of the member states, which had authorized it to negotiate and supervise the
implementation of the bailout programs. At the same time, the European Commission
is considered the “guardian of the Treaties,” the supranational organ entrusted to
supervise the application of EU laws and norms. In other words, the European
Commission came to act as both the agent and the “supervisor” of national govern-
ments, and more often than not, this conflict worked at the expense of the latter role,
which however is the one institutionally assigned to the European Commission.
Moreover, in terms of the MoUs’ policy content, the bailout programs’ conditional-
ity extended to policy areas such as healthcare, labor, and social policy, which for
the most part are outside the remit of EU policy competence. In addition, many of
the policies promoted violated either directly or indirectly, through their results, the
principles enshrined in essential EU legal texts such as the Charter of Fundamental
Rights of the EU or strategic policy agendas like “Europe 2020,” exposing once
again the untenable position of the Commission as both the guardian and violator of
EU principles.

Similar problems were also raised with relation to ECB’s role in the Troika, as its
role extended well beyond its mandate regarding monetary policy. Indeed, the ECB

SRegulation (EU) No 472/2013 changed this, as it provided an institutional basis for the operation
of the Troika.
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was involved in decisions relating to fiscal, wage, and financial policies and struc-
tural reforms in a number of policy areas, all of which were well outside its author-
ity. These decisions had often significant distributional consequences (e.g., its
decision not to bail in the senior-bondholders of the Irish banks in 2010), were
employed by the Troika as leverage during the negotiations of the bailout agree-
ments (e.g., the threatened termination of emergency liquidity assistance in the
cases of Ireland and Cyprus in 2010 and 2013, respectively, and its actual termina-
tion in the case of Greece in early 2015), and/or constituted direct interventions in
the political system of the countries in crisis, as was the case with the letters sent by
the ECB to the governments of Spain, Italy, and Ireland. These actions proved con-
troversial and had clear political ramifications, which undermined the status of the
ECB and its credibility as a central bank independent from politics. What is more,
the ECB’s accountability framework was not appropriate for this kind of political
decision-making, which further undermined the legitimacy of these decisions
(Transparency International EU 2017).

The problems with the Troika’s institutional set-up were not unrelated to the new
mode of EU’s operation during the crisis. In the course of the crisis, decisions were
increasingly taken in the context of a renewed intergovernmentalism, where the
European Council took the decision-making initiative and the Eurogroup acted as
its “legislative-executive arm,” setting out more detailed guidelines for the European
Commission. The latter, in its role as the initiator of EU policies and the European
Parliament as a co-decision agent and an accountability mechanism, were largely
sidestepped. It is telling that both of EU’s funding mechanisms, the European
Financial Stability Facility (EFSF) and the European Stability Mechanism (ESM),
were created on the basis of intergovernmental agreements, outside the EU legal
framework. The same is true for one of the most important reforms of the EU’s
economic governance following the crisis, the so-called Fiscal Compact.
Intergovernmental bargaining meant that the creditor countries, enjoying a highly
asymmetrical negotiating advantage, came to dictate the terms of the bailout agree-
ments according to their national preferences (Schimmelfennig 2015). In this con-
text, established EU rules, norms, and practices often took second place in the
negotiating table.

Beyond undermining democratic legitimacy at the EU level, the dominance of
creditor countries’ preferences in the design and implementation of bailout agree-
ments affected negatively the input legitimacy of the MoUs in crisis-hit countries as
well. The perception that the policies contained in the MoUs, and more generally
the terms of the agreements, were dictated by the countries of the North and imposed
on the countries in the South receiving the loans undermined from the beginning the
“ownership” of the programs.® According to the IMF itself, ownership is a key fac-
tor for the success of a bailout program (IMF 2006). If the prevailing perception in

®According to the IMF, “National ownership refers to a commitment to a program of policies, by
country officials who have the responsibility to formulate and carry out those policies, based on
their understanding that the program is achievable and is in the country’s best interests” (IMF
2006, p. 1).
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a country is that conditionality is externally imposed, or that the program serves the
interests of particular interest groups, in or even out of the country (Gould 2003),
then opposition to the program conditionality is likely to be high, particularly when
the proposed measures inflict economic losses on large parts of the population, as
was the case with the MoUs’ austerity and internal devaluation policies.

Moreover, opposition can be high against structural reforms. Structural reforms
have distributional consequences, which can produce resistance not only from those
that know that they stand to lose but also from broader population groups, which
face uncertainty over the distribution of costs and benefits and opt for the risk-averse
solution of the status quo (Ferndndez and Rodrik 1991). The MoUs promoted
reforms, which were unrealistically ambitious, anticipating major restructuring in a
wide array of policy areas, ranging from the labor and product markets to public
administration and the welfare state, in a short period of time. This created uncer-
tainty, disrupting further the depressed economies, undermined the effectiveness of
the reforms, and created losers who resisted the MoUs’ conditionality. The com-
bined effect of austerity and structural reforms, in combination with the widely
shared, and largely accurate, impression that the MoUs were imposed by the credi-
tor countries, completely undermined ownership of the promoted policies; in other
words there was a lack of socio-political consensus for the promoted policies, which
for large parts of the population rendered them effectively “unauthorized” (Bellamy
and Weale 2015).

This impression was progressively strengthened by the fact that the same kinds
of policies were promoted despite the alternation of parties with different ideologi-
cal orientation in government. It was as if it did not matter which government was
in power; elections produced different governments, but not different policies. This
effectively “hollowed out” the domestic political process, resulting in what has been
termed “politics without policy” (Schmidt 2015) or “politics of constrained choice”
(Laffan 2014). This political impression took on a substantive institutional manifes-
tation in the way national parliaments operated during the crisis. The functioning of
national parliaments became hostage to a permanent ‘“state of emergency,” which
allowed incumbent governments to pass bills with limited parliamentary oversight
under emergency procedures, which effectively forbade a comprehensive discus-
sion of the proposed measures; in effect parliaments became rubber-stamping insti-
tutions for policies decided in intergovernmental negotiations at the EU level, while
in some cases they were completely by-passed, as was the case in Portugal where
the MoU was not brought to parliament for ratification. The continuous erosion of
MoUs’ input legitimacy undermined public trust in domestic political systems,
which in turn created space for the emergence of populist and Eurosceptic parties.
In other words, the way the crisis was handled undermined not only the democratic
legitimacy of the EU but also that of the domestic political institutions, raising con-
cerns about the quality and operation of democracy in crisis-hit countries.
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The Impact of the Crisis and EU’s Output Legitimacy

The erosion of input legitimacy due to the policies promoted under the MoUs could
have been perhaps tolerated by the publics in crisis-hit countries, if these measures
improved their economic situation. On the contrary, the policies promoted produced
severe negative short-term economic consequences, which undermined the hitherto
strong pillar of EU’s democratic legitimacy, that of output legitimacy.

The austerity and internal devaluation policies led to a sharp decline of dispos-
able income and economic activity, which sent the crisis-hit economies into
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recession (Fig. 5.1).7 The negative income shock was combined with problems in
the banking sector, already ailing from the global financial crisis, and long-term
structural weaknesses that kept productivity and international competitiveness low.
These problems made recovery difficult, particularly as the Troika persisted in set-
ting unrealistic fiscal targets, which did not take into account the effects of the reces-
sion, necessitating thereby new austerity measures, a process which drove economies
into a downward economic spiral. As a result, unemployment rates rose fast, often
reaching unprecedented levels, as was the case in Greece and Spain (Fig. 5.2). The
situation in the labor market was in sharp contrast with that of the countries of the
“core,” which experienced mild increases in their unemployment rate if at all (e.g.,
Germany’s unemployment rate kept falling from 2010 onward and throughout the
crisis).

The large numbers of unemployed people in turn meant a deterioration of their
material circumstances, made worse by the well-known weaknesses of the welfare
systems in the countries of Southern Europe (Ferrera 1996). In addition to fragmen-
tation and operational inefficiencies, the welfare system in these countries struggled
to cope financially, under circumstances of declining income flows as a result of
reduced insurance contributions (due to the rising unemployment) and state funding
(due to austerity policies), while needs for expenditures rose (e.g., for
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Fig. 5.3 At-risk-of-poverty rate anchored at a fixed moment in time (2005) by age and sex, coun-
tries of the EU South and average EU Core (% of the population 2009-2018). Note 1: A fixed
poverty line measures poverty compared to a fixed level of income which does not change through
time. A fixed poverty line can be a very useful analytical tool in cases of big and rapid positive or
negative changes in economic output in a country. In such circumstances there is a tendency for the
entire distribution to move upward (or downward), leaving thus relative poverty largely unchanged.
Accordingly, in such circumstances it makes sense to compare peoples’ level of living not with
other people in the same society, but with the same peoples’ living circumstances of only a few
years ago, before the boom (crisis) took hold.) . Note 2: The “average core” excludes France due
data unavailability. (Source: Author’s elaboration of Eurostat data)

"The graph does not include Ireland due to some uncertainty regarding its GDP statistics, particu-
larly during the recovery period after 2015. See, for example, Halpin (2016).
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unemployment benefits). As a result, levels of poverty and/or social exclusion
started to rise substantially, Greece being in a category of its own (Fig. 5.3). The
result was a social crisis, which fed further people’s anger, contributed to the dele-
gitimation of domestic political systems and the quest for alternative solutions,
often found in the rhetoric of populist parties.

Why did the creditors insist on policies that sent the crisis-hit economies in
recession and stirred social and political turmoil? The answer lies in the way the
crisis was handled; the intergovernmental and highly political handling of the crisis
led to bailout programs whose overriding priority was the reduction of fiscal deficits
and the sustainability of public debt. The reasons for this were twofold: firstly, the
obvious desire of creditors to limit their funding to debtor countries, in order to
safeguard their own fiscal integrity, but most importantly to address the concerns
that dominated domestic political discourse about using taxpayers money to bail out
the “irresponsible” partners in the South; secondly, to limit the “moral hazard” asso-
ciated with bailing out the countries in crisis, that is, the danger that they would
become dependent on such financing and relax their fiscal consolidation and reform
efforts.

The desire to limit moral hazard was evident in the rhetoric adapted to justify the
proposed policies; the crisis was typically presented as one of fiscal profligacy on
the part of the debtor countries, which does not stand up to scrutiny given the solid
fiscal record of countries like Ireland and Spain before the global financial crisis.
Nonetheless this became the dominant narrative in the early stages of the crisis and
affected the design of the programs, which emphasized front-loaded austerity and a
“big-bang” of structural reforms. This unavoidably led to a “one-size-fits-all”
approach, which proved problematic because there was disregard for the distinct
features of these economies, as well as for the different causes of the crisis in differ-
ent countries. As a result, Troika’s projections proved highly erroneous (typically
over-optimistic) and led to the oft-cited IMF’s acknowledgement of its failure to
calculate properly the fiscal multipliers (Blanchard and Leigh 2013), on which the
design of austerity policies had been based. Similar mistakes were repeated in the
area of structural reforms, where knowledge of local economic realities but also of
political and institutional characteristics are more important. Rodrik (2016) has
criticized the ambitious “big-bang” programs, which eventually resulted in micro-
management of the economy and/or the public service, costing precious political
capital while producing moderate economic results.

The internal devaluation policies are a case in point; one of the factors that may
account for the very different trajectories of Greece and Ireland during the crisis is
the fact that Ireland’s labor and product markets were considered flexible and
dynamic before the crisis, which maximized the benefits of the internal devaluation
policy that was adopted; in Greece on the other hand, the internal devaluation policy
did not yield similar results, given the closed nature of the economy and the struc-
tural rigidities in the product and labor markets (see, e.g., Zografakis and Kastelli
2017). Indeed, it seems that in Greece, the focus on internal devaluation led to a
sequencing of reforms in the labor and product markets which proved
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counter-productive in terms of economic results (Petralias et al. 2018), but highly
disruptive in terms of its social and political repercussions.

All these problems were not new; they have all been documented before in the
literature on the IMF, which has also been criticized for the “one-size-fits-all”
approach (e.g., Stiglitz 2002; Ostry et al. 2016) and for biased, typically over-
optimistic, projections (e.g., Atoyan and Conway 2011). Despite this knowledge
and previous experience, the same mistakes were repeated causing social, political,
and institutional backlash which not only undermined the effectiveness of the
reforms but also strengthened Eurosceptic rhetoric, attitudes, and parties.

Conclusions

Before the crisis, EU’s democratic legitimacy record was mixed. Its input legiti-
macy was challenged from many quarters, but European integration continued to
progress given the material prosperity it was thought to deliver to Europeans. The
crisis delivered a blow to the democratic legitimacy of the EU. Its already chal-
lenged input legitimacy suffered further, as the ad hoc, intergovernmental, and
increasingly political handling of the crisis violated EU norms and institutions. The
resulting policies were forced on crisis-hit member states, with limited parliamen-
tary scrutiny and democratic debate, hollowing out the domestic political systems.
Such practices created space for anti-systemic and Eurosceptic populist parties,
which gained strength in a number of member states.

In recent years, economic recovery has improved the image of the EU once
again, confirming to some degree the output legitimacy hypothesis. However, sig-
nificant challenges remain. While the image of the EU has almost fully recovered,
trust in the EU is still well below its pre-crisis levels for most countries (see Chap.
16, of Verney and Katsikas, this volume). Moreover, the damage to the credibility
and legitimacy of domestic political institutions is harder to overcome; the refugee
crisis of 2015-2016 added strength to the rise of populist, Eurosceptic, and nation-
alistic parties, not only in the crisis-hit countries but also in the countries of the
North. Moreover, the economic and social consequences of the crisis are still not
fully overcome in most of the crisis-hit countries. This increases their vulnerability
to the effects of a new international or European crisis; indeed, such fears are on the
rise again given the slowdown in the world and European economy in 2018 and
2019. In sum, while the EU was able to overcome the crisis, the way this was han-
dled has left a negative legacy of political mistrust toward both the EU and the
domestic political systems, which has undermined their democratic legitimacy.
Given the additional pressures that have arisen due to the refugee crisis and the
growing discontent about the effects of globalization, this legacy may be more last-
ing and consequential than it currently appears.
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Chapter 6
Finance Capitalism and Democracy:
The Case of the Financial Transactions Tax

Stephan Schulmeister

Abstract This chapter analyses the pros and cons of financial transaction taxes
(FTT) as mechanisms to mitigate financial instability and the proposal of the
European Commission to implement an FTT in the EU in September 2011 until its
suspension, as well as the prospects for it to be adopted in the future.

Introduction

The proposal of the European Commission to implement a financial transaction tax
(FTT) in the EU (September 2011) can be considered an attempt to mitigate the
contradiction between rising financial instability in the “real world” and mainstream
economists’ unbroken belief in financial market efficiency. Such a tax would
dampen asset price volatility, in particular caused by (ultra)fast trading techniques,
yet it would represent a “softer” means of interference in market processes as com-
pared to direct regulations. Based on empirical research on asset price dynamics, the
Austrian Institute of Economic Research (WIFO) had presented already in February
2008 a comprehensive concept of a general FTT (Schulmeister et al. 2008). In con-
trast to a Tobin tax, the FTT should be levied on all transactions with any type of
financial asset. The essential features of the WIFO proposal were as follows!:

e The FTT is levied on all transactions involving buying/selling of spot and deriva-
tive assets, traded either on organized exchanges or over the counter.

* The tax base is the value of the underlying asset, in the case of derivatives their
notional/contract value.

'"The WIFO concept was not the first one, which would propose a general FTT. Pollin et al. (2003)
proposed a “securities transaction tax” for the US markets, Summers and Summers (1989) had
made “a cautious case” for such taxes. However, the WIFO concept was the most detailed and most
comprehensive concept.
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¢ The tax rate should be low (between 0.01% and 0.05%).

This concept ensures the following: The “faster” an asset is traded and the higher
is the leverage ratio, the more will the FTT increase transaction costs. Hence, an
FTT with a low and uniform rate specifically dampens very short-term speculation
in derivatives. High-frequency trading would become unprofitable even at a tax rate
of 0.01% (or less). All other forms of short-term speculation would at least be
dampened. As a consequence, asset price runs would occur less frequently and
would become less persistent. Since long-term trends (“bulls” and “bears”) are the
result of the accumulation of short-term runs, an FTT would also dampen the long
swings of exchange rates, commodity prices and stock prices. As the financial crisis
2008 was directly related to the “tilting” of the bull markets of stock prices, com-
modity prices and house prices into three bear markets, the concept of a general
FTT got more attention than ever before in the subsequent years.

The struggle over the FTT developed in three phases. In the first phase (2009 to
2011), the supporters of the tax went on the offensive. This phase ended with their
(preliminary) “victory” in the form of the FT'T proposal of the European Commission
(EC) in September 201 1. The second phase was shaped by the search for ways how
to implement the FTT within the EU. It ended with the publication of a modified
FTT proposal by the EC in February 2013 as basis for the implementation in 11
Member States (EU11). In the last phase, a strong counter-offensive of big “finan-
cial players” like Goldman Sachs deepened the conflicts among the EU11 group. As
a consequence, several member states called for more modifications of the FTT
concept of the EC and finally gave it up.

After the Financial Crisis: Pros and Cons of an FTT
and the Fight for Public Opinion

Almost all NGOs active in the field of development aid and fighting poverty had for
many years called for the Tobin tax. In the aftermath of the financial crisis, these
groups switched to demanding a general FTT. Their campaigning was so successful
that already in November 2010 61% of the respondents of a “Eurobarometer” poll
supported the introduction of an FTT (EC 2011a). At the same time, the leaders of
the two most important EU Member States, Chancellor Merkel and President
Sarkozy, began to endorse such a tax. The “counter-attacks” against the FTT were
put forward by economists of the IMF and — at first — also of the EC (IMF 2010; EC
2010a, b). Their objections were derived from equilibrium theory in general and
financial market efficiency in particular.

e Objection 1: An FTT reduces liquidity and therefore hampers the price discovery
process. It is assumed that rational traders drive the asset price to its fundamental
equilibrium known to everybody. In reality, however, information is (very)
imperfect, uncertainty is particularly pronounced in financial markets, and trad-
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ing is not only based on rational calculations but also on emotions and social
interaction (contagion, herding, market sentiments).

e Objection 2: The FTT does not specifically increase the costs of destabilizing
trading. In fact, an FTT with the notional value as tax base increases the tax bur-
den the more the faster transactions are carried out and the higher their leverage is.

* Objection 3: The distortive effects of an FTT will be higher than those of other
kinds of taxes, in particular of a VAT, because the FTT is a turnover tax. This
analogy is misleading. Buying an asset does not represent an (intermediate)
input, and selling an asset does not represent an (intermediate) output. A more
precise analogy to an FTT would be taxes on gambling where usually any bet/
transaction is taxed.

* Objection 4: An FTT would raise the cost of capital because it has the same effect
as taxes on future dividends. The assertion is wrong since a tax on dividends
would affect any stock, whereas the FTT would affect only those stocks which
are (frequently) traded. Compared to the trading volume of stock (index) deriva-
tives, the volume of stock spot transactions is low.

* Objection 5: Most financial transactions are not driven by (destabilizing) specu-
lation but stem from distributing risk. Before something can be distributed, it has
to be produced. The production of risk and uncertainty in financial markets has
risen due to the dominance of (automated) trading systems which disregard mar-
ket fundamentals and are therefore destabilizing.

* Objection 6: Derivatives should not be taxed because this would increase hedg-
ing costs. Hedging involves only two transactions, opening and closing a deriva-
tive (counter-)position. At an FTT rate of 0.01%, the hedging costs would be
only 0.02% of the insured value.

The Proposal of the European Commission and the Attempts
to Implement the Tax

The European Commission changed its position towards the tax fundamentally
between August 2010 (when it still rejected such a tax — see EC 2010b) and
September 2011 (when it proposed a common system of financial transaction tax —
see EC 2011b, c). The reasons for this turn were predominantly political: NGOs
continued to campaign intensively for the FTT, most people in the EU supported it
(EP 2011), and the European Parliament as well as the German and French govern-
ment called for the introduction of this tax. The main features of the FTT proposal
of the EC (ECP) are as follows (EC 2013).2

The tax base is defined comprehensively. Almost all transactions in financial
instruments carried out by financial institutions (FIs) are subject to the tax. Tax

>For a more detailed summary of the EU proposal as well as a theoretical discussion of financial
transaction taxes in general, see Griffith-Jones and Persaud (2012).
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revenues accrue to the FT'T countries (FTTCs) according to the “residence princi-
ple” and the “issuance principle”. The residence principle means that all transac-
tions of FIs established in one of the 11 FTTCs are subject to the tax wherever the
latter are carried out. The issuance principle means that also transactions in financial
instruments, which are issued in an FTTC, are subject to the FTT even if none of the
parties is established in an FTTC. For the minimum tax rates, the ECP proposes
0.1% as regards financial instruments other than derivatives (i.e. spot transactions)
and 0.01% as regards derivative transactions. Each party has to pay the tax at the
respective rates, i.e. 0.1% or 0.01%, respectively.

In February 2013, the EC published its modified proposal for an FTT implemen-
tation in the 11 EU Member States joining the ECP, among them all big euro coun-
tries. Finally, it seemed as if the FTT would soon be implemented in 11 countries.
But it should come quite differently.

The Successful Counter-attack of the Financial Lobby
Since 2013

Even though the modified proposal of the EC did not differ essentially from the
original, the reaction of the financial lobby to its publication was completely differ-
ent from the situation in fall 2011. This time, the respective institutions had enough
time to prepare a most powerful campaign. Its targets were as follows:

e Bomb the public and politicians with as many assertions about the disastrous
effects of an FTT as possible within a short period of time. What counts is quan-
tity, not quality.

e Pretend that the interests of the national finance industry are national interests.

e Pretend that the interests of governments to finance their debts stay in conflict
with the FTT proposal of the EC.

e Pretend that an FTT harms the interest of the (little) private investor in having
his/her money “work”, in particular for his/her retirement.

e Ignore all arguments of FTT proponents concerning trading practices, ‘“‘manic-
depressive” asset price fluctuations and their impact on the real economy.

The most important intermediate target of the campaign against the FTT was to
play off groups of actors and their interests against each other: national interests
against the interests of “Brussels bureaucrats”, interests of EU Member States
against each other, government’s interest in easy debt financing against the interests
of the civil society, the interests of the latter against the interests of the (little) private
investor, etc. The campaign of the financial institutions materialized primarily in
pamphlets and press conferences of practically all big banks (Goldman Sachs,
Morgan Stanley, Deutsche Bank, JP Morgan, Citigroup, etc.) and lobby organiza-
tions (International Banking Federation, International Capital Market Association,
European Repo Council, European Fund and Asset Management Association, etc.).
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In all their messages, the financial lobby repeated over and over again: The tax
would hamper liquidity, increase the cost of capital and of financing the government
debt; the tax would reduce profits of banks and, hence, their tax payments; hedging
costs would rise; and, as a consequence, overall financial stability would be reduced.
These assertions were then used to drive a wedge between the 11 FTT countries, in
particular between France and Germany: “Indeed, we think the FTT would de facto
be a transfer of French taxes (on, e.g., derivative transactions of the French banks,
which are the market leaders in Equity Derivatives) to other jurisdictions” (Morgan
2013, p. 2).

The intention to play off governments against each other was facilitated by the
fact that France and Italy introduced their own FTT in 2012 and 2013, respectively.
The French tax is essentially a “stamp duty” on the change of ownership of French
stocks, the scope of the Italian tax is wider as it also covers some derivatives. Once
there were national FTTs introduced, the respective governments did no longer stick
to the FTT proposal of the EC but wanted the latter to be changed according to their
national FTT concepts. For example, the French government wanted the residence
principle to be removed and derivatives to be excluded from the tax as both mea-
sures would hurt their national banks (in France, all big banks have specialized in
“finance alchemy”, only Deutsche Bank). The financial lobby also mobilized the
central banks. In May 2013, the then Governor of the Bank of England stated bluntly
about the FTT: “Within Europe, I can’t find anyone in the central banking commu-
nity who thinks it’s a good idea”. At the same time, the Governor of the Banque de
France and the President of the German Bundesbank criticized the FTT explicitly in
the public (see Corporate Europe Observatory 2013).

In addition, the financial lobby opened a new “front”: An FTT would almost
destroy the repo market (with a repurchasing agreement, a bank raises cash by sell-
ing a security — usually a government bond — to the lender and commits itself to
repurchase the security when the repo expires, in most cases just after 1 day). This
assertion turned out to become the most effective weapon against the FTT proposal
of the EC:

e As the EC had not dealt explicitly with the repo market, the lobby could pretend
that the proposal had overlooked how this market would be affected.

e Politicians who had supported the FTT proposal became uncertain as they were
in fact not familiar with repos.

e At first glance, it does indeed seem inconsistent that unsecured credits remain
FTT-free whereas collateralized borrowing is taxed.

* The most important types of collateral in repos are government bonds. Hence,
the financial lobby asserted that the FTT would raise the costs of financing the
public debt.

e In a similar manner, it was argued that also pension funds would see lower
returns as consequence of higher repo costs.

All this reasoning hides the core properties of repo transactions and of the repo
market as the core component of the shadow banking system:
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* Most repo transactions finance very short-term trading activities, in particular
proprietary trading of banks.? Intraday trading is financed by so-called tri-party
repos where purchasing and repurchasing take place within hours.

* Repos facilitate leveraged trading to the extreme in the sense that one can pur-
chase an asset (almost) without cash by borrowing money to buy the asset and
simultaneously posting the asset as collateral.

e Short-selling is fostered by the repo market. One lends money in the repo market,
takes the security one intends to short as collateral and then sells the security.

* The extremely high leverage of repo transactions strengthens boom-bust cycles
and increases systemic risks: Rising asset prices stimulate repo financing which
feeds back onto the bull market and conversely in the case of a bear market.

* The possibility to reuse the collateral produces “repo chains” (e.g. bank A sells a
security to bank B in return for cash, bank B sells the security to bank C, etc.),
feeding back on the strength of bull or bear markets.*

It is no surprise that the increasingly short-term repo transactions developed in
tandem with the increasingly short-term proprietary trading of banks. This type of
trading is predominantly unrelated to market fundamentals (it is to a large extent
driven by trading systems). The financial lobby rightly expects repo financing to
become unprofitable due to the implementation of an FTT. This, however, would be
an advantage to the economy as a whole as these transactions finance predominantly
short-term and destabilizing asset speculation. The “production” of systemic risks
by short-term repos is confirmed by their role in the recent financial crisis (e.g.
Hordahl and King 2008; Gorton and Metrick 2010; Tuckman 2010; for a summary,
see Gabor 2016): Banks and their “special purpose vehicles” created securities from
loans which often were backed by subprime mortgages. These securities were then
used as collateral for repos. In this way, “securitized banking” created liquidity
which further fuelled the booms of asset prices.

When the confidence in the real value of mortgage-backed securities became
weaker, the confidence crisis spilled over to the repo market as a whole. The subse-
quent “run on repo” caused interbank interest rates to shoot up, and the bankruptcy
of Lehman Brothers in September then accelerated the simultaneous fall of stock
prices, house prices and commodity prices dramatically, turning the liquidity crisis
of the banking system into a solvency crisis. All these aspects were neglected in the
“scientific” documentation of the harmfulness of an FTT provided by the financial
lobby. The most influential study became a research report of Goldman Sachs, in the
following termed “GS study” (Goldman 2013).

This study is a perfect example how economists develop methods guided by the
interest in reaching certain results, in this case “blowing up” the costs of the FTT to
the maximum extent. The GS study summarizes the main results right at the

3According to survey studies of the Bank of England, two thirds of repo turnover concern over-
night deals (Hordahl and King 2008).

“For the different channels through which the repo market produces (avoidable) systemic risk, see
the excellent paper by Gabor (2016) and the literature quoted there.
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beginning: “On a 2012 pro-forma basis, the FTT would amount to €170 bn...for the
42 European banks we have analysed.... By affected balance sheet category, the
bulk of the impact stems from the European banks’ REPO books (€118 bn), fol-
lowed by derivatives (€32 bn), equities (€11 bn) and government bond books (€4
bn). By bank, the impact extends across business models — investment, universal,
global and domestic retail banks. Similarly, by geography, it has a reach well beyond
the EU-11. Indeed, we show some of the most affected banks would be those in the
UK and Switzerland. Individually, we show that the most affected banks are the
French and German institutions. The six French and German banks show a 2012
pro-forma FTT as a percentage of 2015E PBT (i.e., profits before taxes) ranging
from 168% (BNP), up to 362% (DBK) and finally 423% (Natixis). But even pure-
play retail lenders — the Italian/Spanish domestic banks for example — stand to be
significantly impacted (16—130% of 2015E PBT)” (Goldman 2013, p. 4).

In order to arrive at these “magic” figures, the GS researchers invented a new
estimation procedure: “...we attempt to gauge what the 2012 FTT (theoretically)
payable by individual banks would be, were they asked to apply FTT retroactively,
to 2012 balances. This is a theoretical, ‘all else equal’, exercise...” (Goldman 2013,
p. 16). In other words, when calculating the costs of the FTT, GS researchers
assumed that transaction volumes remain unaffected by the tax — they call this the
“pro-forma effect”. The seriousness of this procedure can be illustrated using the
following example. Trading volume in UK financial markets amounted to 563 times
the British GDP in 2010 (even without repo transactions which are not covered by
the BIS data base).’ On a “pro-forma” base, an FTT rate of 0.1% would generate tax
revenues of 56.3% of GDP; at a rate of 1%, the British government might even
receive revenues amounting to 5.6 times the British GDP.

The GS researchers justify the “pro-forma” estimation arguing that “the results
allow us to identify the business areas/product lines where the FTT impact would be
most pronounced...”. This is simply wrong: The structure of activities differs
between European banks. Banks which are specialized on short-term trading and
repo financing (“finance alchemy banking”) will reduce these activities in reaction
to the FTT implementation to a much greater extent than the more traditionally
operating banks (“boring banking”). To serve its “research interest”, GS researchers
introduced the concept of an “effective annual tax rate”. This means that the esti-
mated annual FTT payments are related to the average repo value. In this way, one
can document astronomically high “tax rates” as these rates become the higher the
shorter the financing period of the REPO is. For tri-party REPOS which are turned
over three to five times per day, GS Research arrives at an “effective annual tax rate”
of the FTT of 360% (Goldman 2013, Exhibit 12 on p. 19). The absurdity of this
procedure becomes evident if one considers the following example: A US house-
hold spends every day on average 100$ on consumption for which it has to pay 5$

SBased on data from the World Federation of Exchanges (WFE) and the BIS, overall transaction
volume in 2010 on UK markets is estimated at 1270,4 tn. $.
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in sales tax. What sense does it make to calculate an “annual effective sales tax” of
365 times 5% = 1825% instead of speaking of a general sales tax rate of 5%?

Another example for the predominance of the “research interest”: When discuss-
ing the FTT impact on the profits of European exchanges, the researchers did not
stick to their “pro-forma” estimation but assumed an FTT-induced reduction of trad-
ing volumes. In this way, the GS reports arrive at the following conclusion: “...we
estimate that the average European Exchange & IDB (i.e., interdealer brokers)
under our coverage would see pre-tax profits decline by 22% as a result of the
tax...” (Goldman 2013, p. 44). An exquisite example of manipulation concerns the
impact of the FTT on retail investors: “Our analysis suggests that much of the bur-
den of the FTT would fall on retail investors rather than institutional investors... we
estimate that a typical retail investor from the Euro-11 area could expect to incur an
annual FTT charge of 33 bp, while a similar institutional fund manager would incur
11 bp in tax. On this basis, a 30-year-old retail investor in the Euro-11 area who
invested €1,000 a year until retirement at 65 could expect to see 14% of the princi-
pal investment consumed by the FTT” (GS Report, p. 54).

These calculations are biased in three respects. First, it is assumed that investors
would not reduce the turnover of their portfolio due to the FTT. Second, it is — unre-
alistically — assumed that the retail portfolio returns over 35 years 6% p. a. on aver-
age. Both assumptions result in a high sum of cumulative tax payments (4875 €).
Third, this sum is then related to the cumulative cash invested (35,000 €) leaving out
the interest-compound effect. If one takes the latter — correctly — into account, the
cumulative tax burdens amount to only 4.1% of the closing portfolio (this ratio is
documented in Exhibit 34 but not mentioned in the main text).

The “dirty” campaign of the financial lobby was successful: The tensions
between members of the “coalition of the willing” rose, in particular between
Germany and France. On May 6, 2014, finance ministers of the EU11 declared:
“...Our commitment to the introduction of a financial transaction tax remains
strong...We agree on the following key elements...The progressive implementation
will first focus on the taxation of shares and some derivatives”.

In plain language, this passage should read as follows: “The campaign of the
financial lobby was too strong. This forced us to give up the ‘all institutions, all
markets, all instruments’ approach proposed by the European Commission. Instead,
as a first step we shall introduce a tax just on shares. We commit ourselves to call it
‘financial transaction tax’”.

It took the finance ministers of the ECP more than 4 years to finally arrive at this
result. In December 2018, the German and French minister proposed the French
model as the “new European Financial Transactions Tax”: Only spot transactions of
stocks issued in an EU country should be taxed. One year later, the German Finance
Minister Olaf Scholz trimmed the concept further: Only transactions with stocks of
companies with a market value of more than 1 bn € should be comprised by the new
“FTT”. This would mean that only less than 0.3% (!) of all financial transactions in
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the EU would be taxed® and it would also mean the “FTT” would tax exactly only
those trades which are less used for short-term speculation and more for holding
wealth (compared to derivatives). It won’t be too difficult for pension and invest-
ment funds to carry out a campaign against such a one-sided “FTT”. In addition,
countries like Belgium and Austria which have been always supporting a compre-
hensive FTT (including derivatives) will leave the “coalition of the willing”. This
means that Scholz” “FTT” cannot not be implemented as the so-called enhanced
cooperation needs the participation of at least nine member states (as yet, only ten
have remained in the group). As a first indication of this development, the Austrian
Ministry of Finance published a study immediately after the publication of the
Scholz proposal which sharply criticized the “FTT” which would only tax stock
transactions. However, in case of a new financial crisis, the idea of implementing a
general FTT will pop up again.
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Chapter 7 m
Regional Governance and Macroeconomic e
Crisis Management in Latin America

Maria Antonieta Del Tedesco Lins and Andrea Ribeiro Hoffmann

Abstract This chapter analyses the governance institutions in Latin America, i.e.
norms, instruments and mechanisms designed to deal with macroeconomic and
financial crisis management, and their use during the financial crisis which started
in 2008 in the USA and reached the region mostly towards the mid-2010s. It argues
that Latin American regional institutions never prioritized the harmonization or the
development of common macroeconomic policies or mechanisms to deal with
financial crises, and the few multilateral initiatives created were not successful.

Introduction

As the 2008 financial crisis evolved, the governments of most countries in the world
assessed its potential impact on their domestic stability and adjusted their macro-
economic policies accordingly, complementing or substituting for with various lev-
els of success. Some regions, such as Europe, have had or developed regional
governance structures to deal with the crisis collectively, member-states measures
given the existence of common regional arrangements, as discussed in several chap-
ters of this volume. In Latin America, most regional organizations did not have or
did not develop such structures, and the management of the crisis was handled
mainly at the domestic level; the reactions by Argentina, Brazil and Mexico, for
instance, are analysed by Lins in Chap. 11 of this volume.

The absence or weakness of common regional structures to deal with external
financial crises in Latin America is quite puzzling given that, at the one hand, the
region has been fertile for the establishment of regional institutions and structures
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of governance over the years, as discussed by Bricefio-Ruiz and Ribeiro Hoffmann
in Chap. 18, and, on the other hand, it has been particularly vulnerable to global
macroeconomic instability and financial crisis such as in the 1980s and 1990s. This
chapter does not explore the reasons for the lack of more robust regional frame-
works to respond to financial crisis; rather, it analyses if and how the (few) existing
governance institutions played a role in the management of the 2008 crisis (Martins
2017; Kacef and Monti 2010). We argue that, despite the existence of a myriad of
regional institutions, the level of cooperation among their member-states and their
capacity to act in crisis situations has been extremely limited. It is worth mentioning
that most Latin American organizations have norms, instruments and mechanisms
in the social areas which were or could have been used to control the damages of
macroeconomic instability by compensating for the lost in jobs, revenues and rights,
either temporarily or permanently (Medeiros 2016). This chapter does not delve
into these governance structures, but we acknowledge their relevance as policy
instruments to deal with macroeconomic and financial crisis from a broader
perspective.

The chapter is structured in three sections, covering, firstly, the governance struc-
tures set by the main regional organizations active during and since 2008 such as
Mercosur, UNASUR, ALBA, the Pacific Alliance and CELAC, and secondly, other
multilateral institutions such the Corporaciéon Andina de Fomento (CAF) and the
Fondo Latinoamericano de Reservas (FLAR), followed by the concluding remarks.

Regional Governance and Economic Crisis Management
in Latin America by Regional Organizations

Despite the enormous variance in terms of issue areas covered and priorities, cur-
rently existing regional organizations have practically no norms, instruments and
mechanisms to promote the harmonization, cooperation and integration in macro-
economic and financial matters. By the time the 2008 crisis burst, the main organi-
zations active in the region were the key organizations created during the so-called
first and second waves of regionalism, i.e. Mercosur, the Andean Community
(CAN), the Central American Common Market (CACM) and the Caribbean
Common Market (CARICOM), and ALBA, created in 2004 by Cuba and Venezuela
to promote a counter-model of regional integration based on the twenty-first Century
Socialism. In 2008, UNASUR was created, and soon after, the Pacific Alliance and
CELAC (in 2011 and 2012, respectively). UNASUR and CELAC are exemplar of
the regional trend in this period, which became to be known as “post-liberal” or
“post-hegemonic”, given the lack of consensus on free markets as the main motor of
regional integration. The Pacific Alliance, instead, must be seen as a reaction to the
twenty-first Century Socialism and a regrouping by free-trade countries in the
Andean region and Chile. The return to a pro-market approach also led to the cre-
ation of Prosur in 2019, but it is too soon to include this organization in the analysis.
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From among organizations, Mercosur and the Pacific Alliance have adopted a
more liberal approach to development, even if Mercosur changed over time, as dis-
cussed in the already mentioned Chap. 18. UNASUR and CELAC were conceived
as broad organizations, covering economic, social and cultural areas, but given their
size of membership and diversity of policy preferences of their member-states, they
have had a less coherent profile in their economic/development initiatives. One
would expect that, independent their of more liberal or more developmentalist pro-
files, these organizations and their member-states would have an interest in creating
buffers against global level instability and external shocks, but this has not been the
case. Several reasons are pointed out in the literature, such as asymmetries of
domestic macroeconomic indicators, lack of interdependence, political choices and
ideologies, but the objective of this chapter is not to explore the causes but rather to
map the existing mechanisms and to what extent they were used following the crisis.

Starting with Mercosur, despite many achievements in setting norms and stan-
dards, and establishing structures of governance in issue areas such as trade, migra-
tion and education, the regulation of services and capital has been a fiasco. The
Protocol of Montevideo to foster the integration of financial services, concluded in
1997, entered into force in Brazil and Uruguay in 2019, but it did not play a role so
far. Mercosur has actually a bad record in fostering cooperation in macroeconomic
and financial matters; the unilateral decision in Brazil to devaluate its currency, the
real, without discussing with Mercosur member-states, in 1999, following the con-
tagion of the Asian crisis of 1997, has left a shadow in the region (Bouzas et al.
2002, p. 17-19). When the international liquidity crunch came in 2008, Mercosur
countries responded to the crisis according to their domestic priorities, and as a
consequence, no common policies were set nor were any specific common interests
discussed. Countercyclical policies were effective in Mercosur countries, as all four
member-states combined monetary and fiscal policies in order to avoid a heavier fall
in consumption and investment than that which the decline in external demand
would have originally imposed on their economies. Like in most countries around
the world, quite traditional instruments were used: expansion of liquidity, tax
exemptions and stimulus to specific sectors and expansion of credit by state-owned
financial institutions. Mercosur countries were free from rigid exchange rate poli-
cies, even if to very different degrees. A great virtue of the floating exchange rate
regime is precisely its ability to absorb external shocks and thus allow the domestic
economy to accommodate to the new global situation. This was an important ele-
ment of the varied reactions of Mercosur countries to the crisis. The four member-
countries’ exchange rates depreciated in the initial moments of the crisis, but this
was followed by quick monetary accommodation. The exception in this case was
Argentina who, as a matter of deliberate policy, allowed the peso to continue to
depreciate even after the worst period of the crisis had passed. Monetary measures
were all devoted to the expansion of liquidity and the reduction of interest rates. In
Brazil, federal banks pursed an aggressive increase in the availability of credit
through several different instruments according to their specific jobs. Foreign
exchange and trade policies were also dictated by the need to protect companies
from the shortage in international credit lines. Independently of their relative
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success, the point is that Mercosur member-states did not use the organization as a
platform for discussion, coordination or the development of a common approach to
handle the crisis.

UNASUR has provided space for a critical discussion about global financial
architecture given its more developmentalist profile during the peak days of the “left
turn.” Meanwhile, Venezuela and Brazil supported the creation of a Bank of the
South as an alternative source for the financing of infrastructure to the Bretton
Woods institutions and the Inter-American Development Bank (IDB), such as the
case of the New Development Bank (NDB) proposed by the BRICS countries in
2014. The Constitutive Act establishing the Bank of the South was signed by Brazil,
Bolivia, Argentina, Ecuador, Uruguay, Paraguay and Venezuela in 2007, and the
Constitutional Agreement was approved in 2009. The expectation was that it would
have a capital of USD 7 bi from the founding members with contributions from
Brazil, Argentina and Venezuela (USD 2 bi each), Ecuador and Uruguay (USD 400
mi each), Bolivia and Paraguay (USD 100 mi each), but, unlike the NDB, it was
never capitalized, and the project was suspended with the paralysation of Unasur
(Calixtre and Barros 2010; Palestini 2016).

ALBA openly promoted a non-capitalist model of regional integration, rejecting
free trade and key principles of the capitalist system such as private property and
intellectual property. In addition to the oil regime and the creation of Petrocaribe,
one of the most ambitious economic initiatives was the creation of a common cur-
rency, the Sucre, but to be used mainly as a mechanism of compensation for trade.
Cusack argued that although trade via Sucre “grew rapidly from 2010 to 2012,
rather than being balanced, this boom consisted largely of Venezuelan imports from
Ecuador (...) And beyond 2012, it also became clear that the system was facilitating
forms of corruption” (Cusack 2018, p. 127). Benzi (2017, p. 110) also argued that
Sucre was undermined by corruption. Venezuela was a partner in 98% of Sucre
trade, and the Venezuelan-Ecuador relationship alone accounted for 89% of Sucre
trade (Cusack 2018, p. 129). Exchange between Cuba and Ecuador, for example,
represented just 5.5% of Sucre Trade in 2016 (Cusack 2018, p. 130). Apart from
Sucre, ALBA did not develop any mechanism that could be used to design a com-
mon approach to handle with the financial crisis.

The Pacific Alliance was created in 2011 by Chile, Colombia, Mexico and Peru,
and its priorities are to foster trade liberalization and establish investment partner-
ships with Asia, especially China. An innovative initiative in the area of macroeco-
nomics was the creation of the Latin American Integrated Market (MILA), an
agreement initially made between the Santiago Stock Exchange, the Colombia
Stock Exchange and the Lima Stock Exchange, later joined by Mexico in 2014 to
establish a regional market allowing for gains in scale by the trading of stock shares
in each of the national markets.! Martins (2017, p.110) argues that by 2015 MILA
had not achieved the expected results; the impact of its creation in terms of
correlation, risk and profitability was marginal and in terms of volume negotiated

https://mercadomila.com/en/who-we-are/our-history/
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negative. Even if MILA’s record improved since then, this mechanism was not rel-
evant in terms of managing the impact of the 2008 crisis.

Finally, CELAC priorities have not included (macro)economic matters either.
Moreover, as Sanahuja argues (Caetano and Sanahuja 2019, p. 31), CELAC can be
well defined as another example of summit diplomacy in the region, where presi-
dents have a key say but little interest in institutionalizing common approaches.
That said, CELAC has received technical support by CEPAL and SELAC to foster
harmonization and the consolidation of regional trade and investment markets
(Vadell 2018, p.16), but this process has been hindered by the extreme divergence
among its member-states. As highlighted by Bonilla and Jaramillo (2013), CELAC
included countries which had very different approaches to trade and macroeco-
nomic policies at the time of its creation, from the (neo)liberal Chile and Peru to
(twenty-first century) socialists Venezuela and Cuba, and also countries from the
Caribbean, which have also great variation of insertion in the global trade and finan-
cial markets. For that reason, it has also been deeply affected by the polarization
around the Venezuelan crisis, and its last Presidential Summit took place in 2017, in
Punta Cana, Dominican Republic, when only 11 from the 22 presidents were pres-
ent.? CELAC has also promoted Ministerial Summits, but the last took place in
2015. The third ministerial summit foreseen to take place in 2017 was cancelled.
Macroeconomic dialogue was not a priority even during the good times of CELAC,?
but this channel was the most appropriate to foster cooperation with the EU
(Ghymers discusses a proposal to strengthen this dialogue in Chap. 22 of this vol-
ume). In fact, in addition to its role within the region, CELAC has been a platform
for the region to dialogue and cooperate multilaterally with partners such as the EU
and China. The EU has given special attention to CELAC given its preference to
structure its bi-regional relations in formal agreement frameworks. EU-LAC
bi-regional relations include Special Partnerships with Brazil and Mexico, bilateral
dialogue and/or agreements with individual countries and sub-regions such as the
Andean Community, Central American Common Market and Mercosur.*

2http://observatorio.repri.org/artigos/celac-a-retorica-da-integracao/; http://observatorio.repri.org/
artigos/celac-de-la-convergencia-a-la-paralisis/;http://revistafal.com/
la-celac-en-el-nuevo-escenario-regional/

3The Plan of Action approved in 2013 established eight priorities: science, research, innovation
and technology; sustainable development; climate change; regional integration and interconnectiv-
ity; social cohesion; migration; education; and labor, drugs, gender, investments and entrepreneur-
ship; and the Action plan approved in 2015 added higher education and citizenship security. https://
www.consilium.europa.eu/media/24235/read-the-assessment-of-programmes-and-actions.pdf.
See as well http://alcuenet.eu/policy.php

*The EU and LAC countries have created a think tank to forward studies about the bi-regional

relations, located in Hamburg. https://eulacfoundation.org/en. Veja também https://eeas.europa.eu/
delegations/brazil/48562/rela%C3%A7%C3%B5es-ue-celac_pt
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Other Multilateral Mechanisms to Manage Economic Crisis
in Latin America

A matter of great importance in the debate between nations and as with multilateral
institutions since the 1990s emerging economies’ financial crises, the struggle to
maintain global financial stability has given rise to a series of regional initiatives.
The global financial crisis outbreak (2007-2009) reinforced the concern with mar-
ket stability and brought to the floor the concept of global safety nets (Ocampo
2006; Fritz and Miihlich 2019). Since the establishment of the Chiang Mai Initiative
in response to the impacts of the 1997 Asian crisis, a number of collaborative initia-
tives between regional partners have taken shape.

Although some regional integration initiatives were already present in Latin
America, they did not play a decisive countercyclical role in the most recent crisis.
Rather, national states have conducted their own stimulus policies taking into
account their economic possibilities and political dynamics. Latin America has not
been particularly fertile in establishing regional financial arrangements — RFA. When
compared to the European and even Asian cases, the few initiatives carried out in
Latin America reveal its limited character, both in terms of the extent of participa-
tion and in terms of financial collaboration among its members. To fairly look for all
possible forms of regional coordination in the face of economic crises, long existing
institutions are worth mentioned: the Corporaciéon Andina de Fomento (CAF), the
Fondo Latinoamericano de Reservas (FLAR), the Central American Bank for
Economic Integration (created in 1961), the Caribbean Development Bank (1969)
and the Financial Fund for the Rio de la Plata Basin, FONPLATA (1969) (Garcia
2015). From them, CAF and FLAR - though not bringing together a considerable
number of countries in the region — could have played a more integrative role in the
face of the crisis.

A veteran institution of financial integration, since it was first created in 1968 by
the Andean Group, CAF is formally an Ibero-American development bank.’ It has a
contingent credit line, and its loan program has broadened to several sectors since
the 2000s. However, the characteristics of CAF’s financing lines and projects indi-
cate that it operates mainly as a development bank and less as a regional relief fund,
even considering its support to sovereign debt issuance and its increasing activities
in global markets.

FLAR was created in 1978, by founding members Bolivia, Ecuador, Colombia,
Peru and Venezuela. Its functions are typically those of a liquidity fund aimed at
supporting countries in the face of problems in their balance of payments through
loans and encouraging better management of international reserves, in addition to
fostering financial cooperation between partners. Its institutional structure allows
the fund to easily incorporate new members, and its very objectives could allow it

SCAF was created in 1970. It is owned by the 17 Latin American and the Caribbean countries and
by Spain and Portugal. It has 13 private banks of the region as shareholders. https://www.caf.com/
en/about-caf/who-we-are/
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to turn into a powerful Latin American RFA (Lochagin 2015) should the largest
economies of the region join. This could also enhance the FLAR’s funding
capacities.

Given the limited role of formal regional institutions in the region in combating
the effects of the global recession, it is interesting to look for other actions carried
out jointly by countries in the region to deal with the credit crunch that mastered the
late 2000s in global economy. In the absence of regional institutions with macroeco-
nomic cooperation programs, or multilateral financial arrangements or relief funds,
some Latin American countries could have possibly established bilateral credit lines
or other forms of bailout or mutual aid. The joint issuance of sovereign bonds by
Argentina and Venezuela in 2006 — the Bonos del Sur — is an interesting case of
credibility borrowing between countries. The markets saw this joint issue as a sign
of Argentina’s creditworthiness, which eased the country’s access to debt financing.
Phillips (2013) describes how the three different bonds (two Argentines and one
Venezuelan) were initially issued as a package in the primary market but could be
traded separately in the secondary market. Although there was no formal guarantee
from the Venezuelan government to the Argentine issue, the market evaluated these
bonds differently when compared to other Argentine sovereign bonds with similar
maturity and yield. This was a very particular case that must be analysed in the
perspective of Venezuela’s struggle for greater regional leadership, against the back-
drop of high availability of resources derived from oil and disputing this leadership
with the Brazilian centre-left government.

Concluding Remarks

This chapter has shown that, despite the plurality and achievements of regional
organizations and regional institutions created in Latin America in the past decades,
they have never prioritized cooperation and integration on macroeconomic and
financial matters. The few existing initiatives such as Mercosur’s financial services
protocol, UNASUR’s Bank of the South, ALBA’s common currency Sucre, Pacific
Alliance’s integration of stock exchanges (MILA) and the Fondo Latinoamericano
de Reservas (FLAR) were not used or not effective to buffer the 2008 crisis. Latin
American countries handled the impact of the 2008 crisis mainly at the domestic
level as they lacked viable mechanisms to react collectively.
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