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Europe’s Answer to Globalization:

Reforming Macroeconomics First

Summary*

When preparing and entering the European Monetary and Economic Union
(EMU), most European countries turned their longstanding approach to integra-
tion upside-down. As a reaction to the increasing significance of international
capital flows, they switched from a trade-oriented emphasis on ever-increasing
(de-) regulation (but poor macroeconomic stability), to a regime of strict rules for

monetary and fiscal policy.

Beyond short-term distrust and policy deadlocks, this concept of macroeconomic
stability and reduced interference in private markets should unlock growth per-
spectives by providing room for (regional) capital flows and private market initia-
tives. This conceptual turn from microeconomic to macroeconomic harmonization
offers an important example for other countries in need of stability and growth —
although the currency union itself cannot directly be used as a blueprint for eco-

nomic stabilization in most other regions.

* I thank my former colleagues Michael Bolle and Ulrich Briickner for many dis-
cussions during joint work (see Bolle/Briickner/Schulz 1997) and seminars on EU
topics at Freie Universitét Berlin.
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1 Introduction

The step towards a European Economic and Monetary Union (EMU) taken at
Maastricht in 1991 marked a major departure from the former European integra-
tion approach of trade and market reform, and shifted the focus to macroeconom-
ics and policy reform. The creation of the EMU should therefore be primarily
viewed as a new approach to fitting economic policies to the demands of global-
ization and growing international capital flows, and not as a linear step to Euro-
pean integration in line with the (de-)regulatory attempts from the 1951 European
Coal and Steel Community to the European Single Market Act of 1993.

It is important to recognize this change, because it cuts through the lines of two
standard models for economic integration. First, it contradicts the policy oriented
“crowning” or “catalyst” approaches, which claim that a monetary union is just a
natural step on the path towards economic integration that will end in the final and
dominating goal of political union. In contrast to these ideas, I will show that the
step to an EMU was not (necessarily) dominated by teleological political goals,
because proper economic considerations were pointing into the same direction,
and because the EMU will not directly lead to further political integration. Second,
the Maastricht Treaty is positively inconsistent with the standard economic theory
for analyzing currency unions, the model of “optimum currency zones” (Mundell).
It was therefore often suspected that the EMU is lacking economic logic. The pa-
per will show, however, that the Maastricht Treaty indeed turned the concept of

optimum currency zones upside down, but still followed economic logic.

By consolidating and integrating major parts of macroeconomic policies first, and
hoping for the microeconomic effects to follow, the EMU concept follows a clas-
sic line of political economy (not even far from the optimum currency zones con-
cept), which asks for a consistent governmental market framework in which pri-
vate markets can thrive. But, as will be argued in section 2, the most important
ingredient of a political economy approach to stability and growth is not the trade-
based idea of sophistication through common standards and harmonized regula-

tions anymore. Instead, the increasing flows of capital from and to regions — and
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their accompanying exchange rate changes — have to be considered as the major
determinants for economic success today; and these flows are much more sensi-
tive to national and regional policies, than to trade harmonization. It was this in-
sight, which made the 1992 decision of European policy makers possible, to first
bind the expansionary use macroeconomic tools with the “Maastricht Criteria”
externally, and to shift monetary responsibilities completely to an independent
institution in another step (section 3).

It remains undisputed, however, that a monetary union is no necessary precondi-
tion for adopting the “rules of the game” (McKinnon 1993) of globalization. On
the contrary, any state should be able to set the macroeconomic conditions “right”
and become successful on its own. But most European countries seem to have not
been able to establish a sound macroeconomic environment without outside re-

strictions.

To demonstrate this, section 4 follows earlier European attempts along the lines of
the European Monetary System (EMS; a crawling peg exchange rate system). To
keep the currency system running, it became necessary to complement it by effec-
tive monetary restrictions (section 5), which found their final incarnation in the
institutionalization of the European Central Bank. The real departure for the EMU
from earlier attempts at macroeconomic coordination (i.e. the EMS), however,
became the acknowledged necessity to introduce a concept of fiscal restrictions in

the final stage of the EMU (section 6).

Finally, section 7 outlines some of the new (macroeconomic) rules of the EMU,
and section 8 concludes with a discussion of the applicability of a European-type
monetary union to other parts of the world — especially to Asia. Judging from the
arguments put forward in this paper, the example of the EMU as a tool for “Re-
forming Macroeconomics First” is extremely pertinent to policy makers in Asia as
well. This does not mean, however, that the introduction of a monetary union as a
new currency regime plus economic union is an economically sensible option for
Asia. On the contrary, given the different historical and regional developments,

countries in Asia will not be able to employ effective outside forces or anchors for
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their internal adjustments. They will have to reform their (macro-)economies on

their own.
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2 From an EEC of Microeconomics and Trade to an EMU
of Macroeconomics and Policy

The Maastricht Treaty (1993), the EMU, and the underlying general approach of
macroeconomic harmonization and integration are not the result of a linear or pre-
determined approach to European integration. In contrast, from its very beginnings
in 1951 as a European Coal and Steel Community (ECSC; a cartel to control the
production of iron and steel), the union’s governments and its common bureauc-
racy (the European Commission) had concentrated on microeconomic harmoniza-
tion and market reforms by developing an ever-increasing set of regulations and

deregulations.

In legal terms this approach was extremely successful, and became crowned with
the signing of the European Single Market Act in 1993, which constituted a com-
mon European Market. The economic results of this approach, however, were
rather disappointing. After a firm start in the 1950s, when European trade and in-
come growth resembled an economic miracle, the European approach of develop-
ing trade and production by building an increasingly harmonized and integrated
(“perfect”) market through common regulations seems to have become more of an
obstacle to international competitiveness than an advantage for the attractions of
the region. By the 1990s, European regulations and common policy guidelines had
developed from meager steel to agricultural regulations to the enormous current
set of the 80,000 pages “acquis communautaire.”! The underlying economies,
however, slowed to growth rates well below many Asian countries and the U.S.

Even worse, the newly developed European institutions, which were meant to ef-

The acquis communautaire (community heritage; or existing set of regulations and agree-
ments) covers 80,000 pages in the English edition, and most of them refer to the Common
Agricultural Policy. Although this body of regulations and agreements falls short of being
a constitution, it has to be accepted by any new member of the union. This effectively
means that any entering member would have to adapt its national rules and regulations to
the agreements of the union intended to solve specific topics under often very different
circumstances. The need for written consent on a body of rules and regulations not with-
standing, this type of constitutional development “sui generis” often raises the question of
whether a structured and revised formal constitution would not provide a better basis for
further development and enlargement of the union.
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ficiently replace the inefficiently diverse and scattered regional authorities, were
regarded as remote, powerless, poorly controlled, overpaid, even crony-like and
corrupt, and its policies became infamous for producing import barriers, high
prices, complicated controls, a network of incentive dependencies, and huge pub-
lic sectors throughout Europe. This was, of course, quite the opposite of their ob-

jectives.

What went wrong with this approach, which should have been successful by — in

its final form — targeting and superseding most protectionist national rules, har-

monizing 100,000 national standards, and scrapping 60 million customs and tax
formalities? Judging from today, basically two important ingredients miscarried
the textbook approach:

- First, the trade-based idea that common standards and harmonization of regu-
lations would be necessary for enhanced competition and growth resulted in
the opposite (Kregel 2000). National polities and bureaucracies kept growing
but paralyzed themselves by negotiations on such (obscure?) issues as how to
harmonize the brewing of beer, and developing common standards for the size
of condoms. European citizens, and their highly regional communities, on the
other hand, were left out of the race by seeing their regional identities gradu-
ally being sidelined and (national) central states growing. Consequently, they
blocked where the national bodies could finally agree.2

- Second, during the 80s, it became very clear that capital flows were starting to
dominate trade flows. Capital flows to and from the regions, and their accom-
panying exchange rate changes, however, are much more sensitive to national
and regional macroeconomic policies, like the control of inflation or fiscal
prudence, than to trade harmonization. Increasing capital flows therefore be-

gan to dilute any possible success from regulatory trade improvements.

Up to today, not even segregated and highly regulated European capital markets have
been deregulated to an extent in line with the spirit of the treaty. The Lamfalussy Commis-
sion (in charge of proposals for a regulatory framework), for example, described the situa-
tion as “Kafkaesque.”
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Consequently, capital flows became very much concentrated in Germany and the
Deutsche Mark, while the developing financial hierarchy shifted the focus of
European integration to macroeconomics and policy. Ironically, the endeavor to
deal with these shortcomings of integration policy by departing from the long-
standing track of “market optimization” to “policy optimization” started almost at

the same time when the regulatory Single Market Act was finally signed in 1993.
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3 A New Approach to European Integration?

The Maastricht Treaty on European Union, drafted in 1991 and signed in 1993,

turned the approach of trade and market harmonization but economic policy diver-

sity upside down. With the “subsidiarity” principle3 it placed emphasis on compe-

tition and diversity in the microeconomics of regulation, but enforced harmoniza-

tion in the macroeconomics of politics by introducing the “Maastricht Criteria.”

It is most important to stress the novelty of this approach to European integration

because it shifts the basis of understanding and the research agenda in a number of

ways.

® First, the EMU is not the result of a historically unique — and often incompre-
hensible — master plan or long-run design rooted somewhere in the post- or
even pre-war history of Europe. Even the famous Werner Plan of the late 60s,
which placed a monetary union on the European agenda for the first time, tar-
geted trade and market harmonization instead of (monetary) policy issues as

its objective.’

3 The principle of subsidiarity was officially agreed and signed only in the 1997 Amsterdam
Treaty. Effectively, its content became a major pillar of the community policy already
embodied in Maastricht (Treaty on European Union, Article G, par. 5), however. The
principle implies that the public authorities do not take action when citizens can do this

adequately and effectively. The principle also introduces the concept of gradation, i.e.

higher levels of government act only when lower levels cannot do so satisfactorily.

To ensure and protect the body of already existing regulations, however, the Maastricht

Treaty also stressed the already mentioned acquis communautaire (community heritage) as

a body binding existing regulations. It became an explicit objective of the Union “to main-

tain the acquis communautaire and build on it.”

At the intergovernmental conference in Maastricht in 1992 the entrance criteria for the

EMU were set to a record of exchange-rate stability, defined as having observed the

“normal” EMS margins for two years, a low rate of inflation not higher than 1 percentage

point above the three best EU performers, interest rate convergence to the lower limit not

beyond 2 percentage points of the three best EU performers, net new indebtedness below

3%, and total (government) debt below 60% of GDP projected on the basis of the 1997

official statistics, and to be decided in 1998.

3 Because the monetary union was thought to be a merely necessary vehicle, it has to be
regarded as more of a coincidental forerunner than the source of an ongoing project. The
brief history can be told as follows:

The EEC Summit of 1969 in The Hague set up a group under the Luxembourg Prime
Minister, Pierre Werner, to report on the possibilities of an economic and monetary union.
The Council of Ministers adopted the Werner Plan in 1971, and committed themselves to
harmonizing their budgetary policies and reducing the margins of fluctuation between
their currencies until a full union would become possible in 1980. However, the point of
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® In contrast to the trade-based approach of the European Single Market Act,
which uses direct intervention, regulation, and deregulation to harmonize the
historically grown set of national market regulations, the Maastricht concept
of an EMU marks the start of a regime of general policy rules intended to ini-
tiate microeconomic reactions with less direct intervention. By restraining the
use of private funds for public interventions it is binding the hands of national
governments, and thus hopes for an enforcement of market demands for clear-
cut, undistorted structural reforms.

® [t defines a case where national governments recognized their inability to
adapt fast enough to structural changes by purely national policy and negotia-
tions. It is, to use a Japanese term, the European way of “gaiatsu,” or the poli-
tics of using outside pressures for internal reforms.

® Binding the hands of national governments with no (at least) equally powerful
supranational replacements shifts national decision-making power to regional
bodies. The move to an EMU must therefore be seen as an empowerment of
the regions, and not as a process of centralization. As the following sections
will show, the restrictions on national monetary and fiscal policy within the
EMU will increase the pressure to carry out effective structural reforms and
deregulations. Regional bodies will therefore have the chance and obligation
to fill this gap by competing for European capital with their own profiles of
attractive infrastructures and skilled human resources.

The echo of these changes to European integration work, which resulted in almost

two decades of frenetic negotiations and reform proposals, but yielded little results

valued by the European public, was enormous. The changes to the European

agenda were touted as a “highly sophisticated attempt on the part of European

countries to have the maximum possible influence over their future in a world of

globalized economic activity” as the former Vice-President of the European

departure of the Werner Plan was Keynesian inspired social and labor market politics, and
monetary and fiscal policy were only thought to be useful tools to reach goals like full
employment. Consequently, the plan was able to initiate corporatist trade initiatives like
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Commission, Lord Brittan, has put it. And it was said to be “an alternative to the
vain attempt to retain the hollow shell of total national sovereignty in a world
where the purported exercise of such sovereignty is in important respects no
longer effective” (Lord Brittan’s Cambridge University Lecture, 20th February
1997).

Academic analysts and commentators, however, were less optimistic about the
approach. Especially the more intervention and regulatory oriented camp was op-
posed to the departure from the course of implementing regulations and deregula-
tions finally enshrined in the Single Act. They saw the new emphasis on monetary
issues as a neo-liberal attack on the bureaucratic integration policy tools that gov-
erned harmonization through common norms, institutions, and structural funds.
Ironically, liberal observers developed almost the same objections from a very
different perspective. Based on a concept of efficient markets with no or little po-
litical intervention, a monetary union only made sense if it would be implemented
in an “optimum zone.” Only in an optimum currency zone, where flexible prices,
high mobility of capital and labor, and free competition guarantee a uniform
transmission of supply and demand signals from and to the single central bank,
could a single currency do some good by reducing transaction costs while not dis-
rupting regional monetary neutrality. Obviously, these conditions were not given
in Europe, and the liberal position therefore joined the more regulatory oriented by
asking for further policies of market harmonization before venturing into any far-

reaching monetary experiments.¢

the European Trade Union Confederation in 1973, but any further attempts in the direc-

tion of a monetary union were buried under a mountain of inflation.

Along the same lines, the Maastricht criteria were criticized as being inconsistent because

of their competing goals of exchange, monetary, financial, and fiscal stabilization.

- These goals were considered as mutually exclusive, or irresponsibly disruptive to eco-
nomic growth when targeted at the same time.

- Also, the (arbitrarily) chosen target values were found to lack analytical foundation,
and be insufficient to provide necessary economic harmonization.

- Last but not least, many academics thought the treaty would be inefficient, and no un-
ion would be reached in the end, because of a lack of binding constraints and en-
forcements in international agreements and regulations in general.
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Between these two poles, however, the private sector — from major (business) lob-
bies to households who voted for the EMU in the end — decided to ignore aca-
demic reservations, and made the Maastricht policy possible by supporting the
move to an EMU. As became clear with the unlikely success of the public votes
for the union after 1992, the demand for a change of national governance and
more open markets proved to be a so widespread and common interest in Europe,
that even the highly complex means of building an extended supra-national union
to accomplish a higher level of private and regional sovereignty became accepted.

From a liberal economic model point of view, or from the perspective of a country
with rather open markets, small public sectors, and rare public interventions, such
a strategy of “gaiatsu,” or using outside pressures for inside reforms, and the
strong emphasis on macroeconomics instead of microeconomics must look odd, of
course. But from a European perspective, limiting the might of national polities
seemed to be the best way of breaking up and renegotiating the numerous, often
inherited, deadlocks of stagnant corporatist agreements, even if the chosen strat-

egy would result in losses of income and wealth in the short-run.

Beyond the Maastricht Criteria, it was thought that the Euro, if finally introduced, would
become an “artificial currency,” lacking the “real” economic foundation of a national
economy, and therefore not accepted in or outside Europe. This skepticism — though theo-
retically questionable — drew on the disillusions from earlier attempts to institutionalize
new “synthetic” international currencies. As forerunners, the “Bancor,” proposed by John
Maynard Keynes during the negotiations on the new financial order after the Second
World War at Bretton Woods, and the also unsuccessful plan to expand the use of the
IMF’s Special Drawing Rights (SDR) up to a level feasible for an international currency,
demonstrated the handicaps of currencies with no backing tax authorities as guarantors of
last resort.
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4 EMS Exchange Rate Restrictions as an Early But Insuffi-
cient Step to Macroeconomic Coordination

The Maastricht Treaty was not the first serious attempt to international macroeco-
nomic coordination, of course. In Europe, following the Bretton Woods tradition
of exchange rate agreements, the most significant of such attempts was a multilat-
eral system of exchange rate bands against the U.S. dollar. The system, starting
with agreed common bandwidths against the dollar, developed into the EMS
(European Monetary System) during the 70s, and finally became the basis of the
EMU from an exchange rate perspective.” The background of this commitment
was the correct analysis that after the turbulence following the breakdown of the
Bretton Woods dollar-standard in 1972 only a stable exchange rate would attract

sufficient capital for investment and growth.®

Figure 1 demonstrates this basic correlation between exchange rate stability and
low capital costs in terms of real interest rates for the twenty-year period before
the signing of the Maastricht treaty. Any country that deviated strongly from the

level of the “world currency” U.S. dollar was punished by high real interest rates.

The 1979 introduced European exchange rate system (EMS) with the ECU (European
Currency Unit) in its center did not develop into a monetary union directly. It remained a
crawling peg system with a rather meaningless unit of accounting, which became prone to
crises especially from the late 80s.

With the establishment of flexible exchange rates and capital flows to the U.S. dollar or
competing currencies like the Japanese yen, they concluded, international capital investors
would avoid keeping their capital in a country known for its depreciations. The conse-
quences would be an increasing scarcity of capital and rising interest rates with the likeli-
hood of further depreciations, or, even worse, a ‘vicious circle’ of capital flight, inflation,
and depreciation. At the time, such consequences could easily be observed in South Amer-
ica.
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Figure 1 OECD U.S. Dollar Exchange Rate Changes (1974-1993) and Real
Interest Rates (1993)
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The choice of a crawling peg currency regime to establish such stable exchange
rates had, however, little to do with the ongoing negotiations for further trade in-
tegration or of the regular calls for further political integration. It was, as in most
other regions of the world linked in one way or the other to the U.S. dollar, the
result of the inability of national political bodies to deal with the consequences of
international monetary independence and increasing capital flows by themselves.
Most of these countries, in Europe and elsewhere, were unable to establish an in-
dependent national monetary policy, which could anchor their currencies domesti-
cally against the changes of the worlds’ currency markets, because they could not
shield their central banks from political quarrels, and were unable to protect their

fiscal policies from expansionary requests.

Instead, most European countries chose to peg their currencies to the traditionally
stability oriented monetary policy of the German Bundesbank, which became a

forerunner for independent monetary policies with a clear-cut monetarist monetary
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targeting concept. The result was the introduction of the EMS in 1979, which used
the Deutsche Mark (DM) as an anchor for a float against the U.S. Dollar and the

rest of the world.

Unfortunately, this commitment to a “fixed” exchange rate system could neither
offer the hoped for monetary stability nor the targeted exchange rate stability, as
Figure 2 demonstrates. This situation, which made it very clear that exchange rate
stability can only be gained by (at least) successful domestic monetary stabiliza-
tion, evolved because most dependent countries thought that important degrees of
freedom for an independent national monetary and fiscal policy were still pre-
served by capital controls and exchange rate realignments — the commitment to the
EMS notwithstanding.® The intended ‘automatic’ monetary stabilization policy,
created by effectively linking to the policy of the German Bundesbank, therefore
never materialized, and inflation rates as well as the U.S. Dollar exchange rate still

deviated largely within the EMS.10

9 The preserved capital and exchange controls were thought to drive a wedge between do-
mestic and international interest rates to permit the central bank to use its domestic and in-
ternational assets as two fairly independent instruments, one to pursue domestic policy
goals and the other for exchange-rate management (Wyplosz 1988). Furthermore, capital
and exchange controls have also been necessary in the ERM to avoid speculative attacks
on the system when markets anticipated a realignment (Hagen 1993).

10 Between 1974 and 2000, any country with higher inflation than the U.S. found its cur-
rency severely depreciated.
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Figure 2 OECD Price and Exchange Rate Changes Relative to the U.S. (1974-
2000)
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This lack of commitment to the “rules of the game” had easily destabilized the
exchange rate system already during the 80s, when growing international capital
flows and the advancements of the internal market project made capital controls
increasingly inefficient or even unavailable. By the early 90s, the system therefore
became vulnerable to successful speculative attacks like the ones on Britain and

Italy in 1992.11

As a result, and instead of providing a final solution to exchange rate instability or
monetary unreliability, the system resulted in a quite different development. It
gave an overwhelmingly important role to the Bundesbank with the DM as a key
currency in Europe. This became obvious during the crisis in 1992. Any country

within the EMS would have to adapt to the stance of German monetary policy —

11 When the British pound faced speculative attacks betting on a probable devaluation after a
period of monetary expansion in Britain and restrictive policy in Germany, the only way
to avoid depreciation or exiting from the EMS in 1992 would have been a significant in-
crease in interest rates. But raising interest rates through a restrictive monetary policy
would have diminished income growth, which was so desperately needed after the
Thatcher reforms. After some ineffective exchange rate interventions, Britain therefore
opted out of the EMS in September 1992.
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no matter how diverse the economic situation in a country (especially after the
shock of German unification) might be — or leave the system and its promise of

stability.

In 1992, Britain therefore opted out of the EMS because it thought it would be
able to build up a reputation for stability on its own. Based on its market reforms
from the Thatcher-years in the long run, and by collecting some initial short-term
gains from devaluation, it hoped to establish its currency as a counterweight to the
DM. The other countries of the EMS, in contrast, did not see this option for them-
selves and chose to stick to the system (or promised to reenter it later) while fi-
nally adding monetary and fiscal restrictions to their national policies. On top of
this, they even developed into strong supporters of a new currency regime, which
promised the chance to tame the might of the German central bank, while restrict-

ing the unreliability of national monetary and fiscal policies at the same time.

Finally, however, the main lesson for the European countries with their more or
less “fixed” exchange rate systems after four decades became the following one:
exchange rate stability can be gained only by monetary stability, which is not an
automatic result of an exchange rate commitment but the cumbersome result of

internal stabilization from the short to the long run.



Reforming Macroeconomics First Page 19

5 Monetary Restrictions as a Requirement for a Stable Cur-
rency Regime

By the time of the Maastricht negotiations, and after two decades of experience
with hollow exchange rate agreements, most politicians and economic agencies of
OECD countries had come to recognize the close link between national inflation
rates, exchange rates, and the flow of international capital. Figure 3 demonstrates
this link by plotting average inflation rates as an indicator for monetary stabiliza-
tion, and real interest rates for financing costs during the decade till 1992.

Figure 3 OECD: Inflation and Real Interest Rates (1983-1992 Annual Aver-
age)
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The experience of high capital costs was not the only driving force to finally ac-
cept far-reaching monetary stabilization measures, however. During the 80s, most
OECD countries also had to learn that their old Keynesian economic policies,
which tried to exploit a “Phillips Curve” relationship between monetary expansion
and increasing real growth rates (with only slowly reacting, “sticky” prices) be-
came increasingly inefficient. Instead of producing “1% of inflation for 1% more
employment and growth” (the 70s’ German Chancellor Helmut Schmidt), most

countries became victims of agonizing stagflation (Figure 4).
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Figure 4 OECD: (Modified) Phillips Curve Relationships (1983-92 and 1993)
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As Figure 4 demonstrates, the link — if any — between expansionary monetary pol-
icy, as evident in higher inflation rates, and real growth rates was already ex-
tremely weak during the 80s (see the upper estimated correlation). By 1993, how-
ever, the relationship — if any — broke down completely, or even reversed to a high
chance for low growth in countries with high inflation rates (the lower correlation
estimate). At the time, most OECD countries already experienced lower or even
negative growth with high or even increasing inflation rates. The few successful
countries, as diverse as England, Canada, and New Zealand, on the other hand,
which brought down inflation with stable or even increasing growth rates, were
countries that had already initiated serious structural reforms, and ventured into
transparency enhancing stability oriented monetary policies like inflation target-
ing. By means of their attractive economic models they managed to mobilize
enough resources to gain high growth rates without pushing real interest to un-

bearable heights (see Figure 5).
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Figure S OECD: Real Growth Rates and Real Interest Rates (1993)
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Given these experiences and examples, and because the EMS had already severely
limited the degrees of freedom for national monetary policies, the monetary
“Maastricht Criteria” were met by almost all candidates at the time of the May

1998 beauty contest (Figure 6).



Reforming Macroeconomics First Page 22

Figure 6 Convergence Criteria: Inflation and Interest Rates 1992, 1997 and
2000
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The convergence of inflation and long-term interest rates during the five years
between 1992 and 1997 is impressive indeed, and it underlines the strong deter-
mination of most countries that signed the Maastricht Agreement. To regain some
more freedom in terms of monetary decision-making, and to become attractive
locations for global capital flows again, the 15 candidates — except Greece — drew
very close to the three countries with the lowest interest and inflation rates (7.9%
long-term interest rate and 2.6% inflation at the time). After the start of the Union,
this picture changed again, however. Due to higher energy prices, inflation rates
started to increase all over Europe; but due to the otherwise still quite different
economic conditions in the countries of the Euro area, inflation rates also started
to deviate again. With only one common monetary policy, it will depend on the
handling of national fiscal policies (see section 6), and further microeconomic

integration (see section 7) if this trend will proceed, elevate, or be broken.
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6 Fiscal Restrictions as the Real Departure for the Maastricht
Regime

At Maastricht, the “fiscal criteria” produced the most interest and controversy be-
cause they constituted the real departure from the EMS in the short run, and
seemed to be only indirectly related to the monetary core of the agreement. Fur-
thermore, most governments were well aware that they would have major difficul-
ties in passing an austere fiscal barrier, and the weaker ones suspected the arbitrar-
ily chosen levels of 3% budget deficit and 60% public debt to GDP to be more of
a tool for politically inspired sorting, than for establishing broadly accepted stan-

dards for “best policy.”

After considerable struggles fiscal austerity was finally recognized as a prerequi-
site for an independent monetary policy at the new central bank, which would oth-
erwise easily fall victim to cash-starved national governments. The acceptance of
the fiscal criteria went far beyond simple monetary arguments, however, because
most European countries had already recognized that they had lost high degrees of
fiscal independence to financial decisions of international investors on the worlds’
capital markets, and that only a tamed public sector could help to regain their in-

ternational competitiveness in general.

An important “eye opener” for such insights was the French “Mitterrand experi-
ment” of 1981. Against the background of a restrictive monetary policy in Ger-
many after 1980, the French government under Francois Mitterrand decided to lift
the economy out of recession unilaterally by trying expansionary demand man-
agement. But although the government could still rely on some capital controls at
the time, the capital and the current account quickly deteriorated, the exchange
rate came under severe pressure, and inflation was shooting up. Already by late
1982 the French government was forced to realize that a more restrictive policy
along German lines was unavoidable. If nothing changed, France would have to
leave the EMS due to the high pressure on its exchange rate. Also, with its policy
stance out of sync with the rest of Europe, the government realized that the current

account deficit turned capital flows against France. A development, which would
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finally materialize in higher real interest rates and crowding out of the public ef-
forts to set the economy on an expansionary course. Most importantly, however,

the government realized that this would happen inside or outside the EMS (Figure
7).12

Figure 7 OECD: Current Account (1985-1994 Average) and Real Interest
Rates (1993)
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Figure 7 demonstrates the close relationship between current account deficits and
the real interest rate for the decade after the Mitterand experiment and before the
Maastricht Agreement. The (almost) only exception in this picture is the U.S.,
which was able to maintain low interest rates despite a high current account deficit
because of its role as the provider of the international key-currency, and its by far
most attractive capital markets. All other countries with high prices and demand

beyond their resources in the long-run were punished by much higher real interest

rates.

Thus, the relevant political question was not whether or not a correction should take place
at all, but whether or not it should occur inside or outside the EMS. A review of the case
in the OECD (1988) argues that, based on the French experience in the 1970s, the authori-
ties expected adjustment under a flexible exchange rate to be even more harmful than
adjustment within the EMS (Hagen 1993).
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The current account as an indicator for a national expansion out of sync with the
developments of the countries’ major trading partners — regardless of the source of
the expansion — presents only half the picture, however. Especially in countries
where monetary policy is not independent and unreliable, but also in situations
when it is bound by outside sources, as in the EMS or — even stronger — within the
EMU, fiscal policy and the budget deficit become indicators and sources of inter-

est rate and exchange rate developments (see Figure 8).

Figure 8 OECD: Fiscal Deficits (1983-1992 Average) and Real Interest Rates
(1993)
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The link between budget deficits and capital costs is not very close, even for coun-
tries with public sectors the size of Europe. But the already mentioned fiscal
policy disasters of the 80s underlined its significance, and most countries
understood that fiscal policy would grow in importance within an EMU. When
monetary policy and the exchange rate are bound in one way or the other, fiscal
and budgetary policies become the most important policy tools. Many
commentators of the Maastricht Agreement therefore claimed the introduction of
additional fiscal goals to be optimistic at least, or outright contradictory at their

extremes. They therefore recommended deleting the fiscal criteria from the
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recommended deleting the fiscal criteria from the Maastricht agenda (De Grauwe

1994).

However, to become an efficient policy tool, fiscal policy had to be freed from
paralyzing skyrocketing public debt, and from the many demands of the national
networks of vested interests. Based on this insight, the sincerity with which most
candidates followed a fiscal austerity course during the Maastricht regime became
one of the most remarkable developments of economic policy in Europe during
the 90s. Many countries such as Germany, France, Austria, Portugal, Spain, and
the especially troubled Italy undertook considerable efforts, and even ventured
into special measures like window-dressing and one-time “Union-taxes” to reach

the goal for entering the Union.

Figure 9 shows the race below the 3% budget deficit line until 1997 (straight line),
but also demonstrates that most countries were unable to reach their debt-target at
the same time.

Figure 9 EMU Convergence Criteria: Debt and Deficit 1992, 1997, and 2000
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Source: IMF, IFS.

Obviously, in 1997 most critics of the Maastricht Criteria were right: not all en-

trance criteria could be reached by most member states. Given the five targets,
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exchange rate stability, reduction of inflation rates, interest rate convergence, and
low deficit and debt levels, it was rather clear from the beginning that these goals
could only be reached under the most favorable conditions, which hardly prevailed
because of external factors like the costs of German unification and crises in Rus-
sia. Having their exchange rates bound within a tunnel, and their monetary poli-
cies on a restrictive course, most countries therefore used their budgets to buffer
the impact, but remained able to set their 1997 deficits right into the target zone.
The goal that became sacrificed during the run for the EMU was therefore public
debt, and, at the time of the decisions for “Ins and Outs,” even countries with ex-
treme public debts of over 120 percent of GDP like Belgium and Italy were al-

lowed to enter the union based on their convergence records for the other targets.

Unlike inflation, and although a great deal of “artistic accounting” efforts was
mobilized to reach the goal of EMU membership, budget deficits did not just
snatch back to higher levels after 1997, however. Only the Nordic countries, Swe-
den and Finland, fell back to high budget deficits to deal with their ongoing econ-
omy-wide restructuring programs. Almost all of the other countries continued on

their Maastricht paths, and produced the first European budget surplus in decades.
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7 New Rules Apply within a Currency Union

After entering the Monetary Union on January 1, 1999, the policy regime changed
for the 11 member states again. The most visible sign was the shift of monetary
decision powers to the new European Central Bank, which was built upon the
model of the German Bundesbank and from the basis of the European Monetary
Institute in Frankfurt. With this step, all national central banks became members
of the European System of Central Banks (ESCB). They lost their competence to
define national monetary policies, and to set their individual interest rate and
quantity targets. But they also gained voting power on common European policy
issues by sending their central bank presidents as board members to the new insti-

tution.

In contrast to the fears (and hopes) before the start of the Union, the impact of this
shift in monetary competence was much more limited than initially expected. As
already explained above, real monetary and exchange rate steering powers in
Europe became centered in Frankfurt at the German Bundesbank long before.
Most EMU countries therefore lost little, but gained by exchanging their low de-
gree of national monetary control with some voting power on the course of the
Euro. The same is true for exchange rate policy. The limited chances for each
country to intervene in the foreign exchange market (often on the initiative of the
Bundesbank or required by EMS regulations) were traded for the participation in
an international key currency. This gain, however, is limited by the independence
of the ECB, which is unlikely to fall victim to the interests of any single member

country.

But also the losses of national monetary bureaucracies in terms of empowerment
and influence have been quite limited so far. The national central banks have
barely started to reorganize in line with their new, much more limited duties (i.e.
shrinking in size) while the ECB is building up its capacities. This persistence is
not only due to an institutional reluctance to downsizing, though. Within the heav-
ily banking oriented Euro Area, the whole body of specific and locally developed

banking, financial, and capital market regulations and supervision procedures re-
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mained almost unaffected by the changeover to the ECB. The central banks, often
at the very center of these regulatory networks, are therefore still busily managing
their economies in terms of regulatory control and guidance. Only as recently as
the Stockholm summit in March 2001, the first steps in the direction of a more
unified financial market in Europe have been taken, and even the most adventur-
ous plans are not expected to involve any major changes before 2004 (see Lamfa-

lussy 2001).

At least in the mid-run, the ECB is expected to focus its policy on the develop-
ments and interests in its major member countries (Germany, France, Italy, Spain).
It will have almost no chance to react to or influence specific developments in
periphery parts of the Euro Area.!? Often, the ECB is therefore claimed to be more
of an institutionalized “monetary policy rule” than a central bank. As has been
argued throughout this paper, focusing on macroeconomic objectives intentionally
created this situation which is in stark contrast to optimum currency area setting.
The policy of getting the macroeconomic framework right to induce microeco-
nomic change by freeing market forces and increasing competitive pressure on
national regulators now urgently requires tackling, however. With centralized
monetary decision-making, and a “Kafkaesque” bundle of different national regu-
lations and regulators, even the macroeconomic financial framework remains in-

complete in the Euro area.

In the current state, few market players will have an incentive to restructure their
business on a European level, because they are still bound by national regulations.
At the same time, the still lacking credibility of the ECB, and the inevitable re-
gional disequilibrium caused by its common policy might easily reinforce the re-
cent European trend to integrate financial corporations into national oligopolies,
and to drive foreign investment into the U.S. capital markets. Clearly, the current

row about the regulatory responsibilities of the ECB, the creation of a powerful,

13 Interestingly, however, the policy of the ECB during its first 2 1/2 years seems to be too

strict for the German economy, more or less fitting to the surrounding smaller countries,
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common European Financial Services Agency (FSA), and the reluctance of na-
tional central banks and financial bureaucracies to adjust their structures to an
integrated financial market with European and global players, demonstrates the
limits of the “macroeconomics first” approach to European integration. Inevitably,
the ghosts of the unsolved issues of financial integration of the Single European
Act are back to haunt European regulators, and the rather powerless ECB will not

be able to work any miracles on this important issue.

Interestingly, the EMU will therefore have its strongest effects on a less obvious
but probably even more important issue: fiscal policy. Already the “Maastricht
regime” has turned out to have its strongest impact on fiscal policy. After decades,
it converted most European governments into practitioners of fiscal austerity, and
in 2000 the EU saw its first fiscal surplus. The EMU will result in a further loss of
national sovereignty in financial and fiscal policy. Because of the “no bail-out
clause” (the agreement that no government failing to be able to repay its public
debt will be bailed out by the central bank or other member governments), interest
rate pressure on ailing national bonds will increase much earlier than indebted
governments have been used to before. This “no bail-out” clause will discourage
the owners of capital to meet requests for excessive net new indebtedness in the
financial markets, and will enforce the tendency of international market players to
evaluate national debts and policies as they evaluate the debts and policies of ma-
jor corporations. As a result, even without formal regulations, chances are that the

excessive uses of Keynesian deficit-spending policies wont thrive any more.

At first, however, the start of the EMU caused the opposite in many countries. For
most countries, the start of the EMU came as a relief as compared to the severe
austerity regulations of the Maastricht regime, which brought the first fiscal sur-
plus of the Euro Area in decades. The first two years of the Union therefore saw a
“benign neglect” of austerity issues, which — together with other issues — spread

into the international perception of the Euro as a new and unproven currency of a

and probably too expansionary for countries at the periphery (like Ireland). Domination by
the major countries (like Germany) seems therefore not to have materialized.
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set of infighting, spendthrift countries. The effect on the exchange rate was con-
siderable, driving the Euro down 30% from its initial value to the U.S. Dollar and
the Yen (Figure 10).

Figure 10 Yen, Deutsche Mark, and Euro Exchange Rates to the U.S. Dollar
(1980-2001)
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Figure 10 shows that the Euro declined for almost two years after its start, and
approached a level much below the otherwise likely level of the Deutsche Mark.
For the same basket of currencies (which make up the Euro), it declined to the
lowest level in 15 years (after the Plaza interventions against the U.S. Dollar), and
was down 30% to the U.S. Dollar and the Yen before it recovered temporarily at

the end of 2000.

But, looking beyond this first phase of the Euro, the independent and stable mone-
tary policy, and the credible restrictions on fiscal policy in the medium- and long-
run, seem to have finally convinced European governments that the flexibility of
factor prices and the mobility of labor and capital have become the necessary
means of economic stability. The long-run projects for structural reform, from
market regulations to tax systems, which have been stuck for so long, have there-
fore gained speed again. Some countries — like Germany — have even started to

implement their fiscal reforms, which took decades of discussions with almost no
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results before, and are now beginning to overhaul their financial structures along

the lines of the Lamfalussy commission recommendations.

The remaining obstacle for open, integrated markets will be the low level of labor
mobility within Europe. As critics note, labor mobility will limit the flexibility of
prices and production costs throughout the Union, and the EMU will not solve this
issue as long as culture, languages, and politics remain different throughout
Europe; a situation, which will not change for the foreseeable future. But by in-
creasing transparency and capital flows the EMU will limit counteracting wage
policies, and will increase the flexibility of regional labor markets. In strong con-
trast to the private perception of closed European labor markets before, the differ-
ences in price and wage levels between regions will therefore become rather
transparent, and the differences will develop into discountable mark-ups for the

choice of living at one location of Europe instead of another.
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8 Conclusion

It has been argued that it made sense for Europe to switch from a strategy of regu-
latory harmonization and (de-)regulatory market integration to a strategy of “Re-
forming Macroeconomics First.” In stark contrast to the theory of optimum cur-
rency zones and earlier attempts at integration, this concept targets a sound macro-
economic market framework by coordinated government intervention first, and
hopes for the private market players to utilize this framework later.

But it has also been argued, that any country should have been able to adapt to the
macroeconomic conditions for international competition and globalization (or to
adopt the “rules of the game”) on its own. As has been demonstrated by the — in-
ternationally very common — example of the earlier crawling peg currency system
(European Monetary System; EMS), however, most European countries did not
succeed for internal political reasons. They seem to have been in need of an exter-
nal anchor or external pressure to comply with the stability requirements of inter-
nationally growing capital flows. As an external anchor, however, the EMS was
not sufficient because it left too many degrees of freedom for shortsighted and
purely nationally oriented monetary and fiscal policy. Even worse, the local key-
currency system concentrated international capital flows in the local anchor-
currency (the Deutsche Mark), and invited a monopolization of internationally
relevant monetary and exchange rate decisions at the German Bundesbank.

With the installation of the ECB and the introduction of the Stability and Growth
Pact, the EMU effectively provided a resolution to these two important macroeco-
nomic problems. The union, however, will not offer the hoped for free lunch in
terms of automatic improvements of microeconomic market conditions. Joining
the union, was only a (seemingly) “necessary” step to effectively bind monetary
and fiscal policies, which ran out of control during the 70s and 80s. To build on
this achievement, “sufficient” conditions for further growth and employment have
to be implemented by supporting market players to fill the common market with
private initiatives and capital flows instead of state intervention. It remains to be

seen if European governments will be able to follow up the EMU leap forward
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with further market reforms (as visible in current progress of tax-system reforms),
or if they will fall back into old habits of intervention and the negotiation of regu-
latory deadlock (as in the Nice Treaty).

One important question remains to be answered: Does this European concept of a
currency union offer insights or even a blueprint for Asia, where it is currently
often discussed?

In my view, it indeed offers the insight that it is most important for governments
to develop sound macroeconomic conditions, instead of trying to micro-regulate
everything from infrastructures, to information technologies, to finance. Unfortu-
nately, this basic insight seems to have been forgotten in many (south-east) Asian
countries during the course of their fast development. In many Asian countries
macroeconomic conditions deteriorated well before the Asian crisis, and the fol-
lowing capital flows against Asia presented the bill. Even more unfortunate is, that
after the crisis the focus remained on microeconomic regulatory reforms, instead
of macroeconomics and policy — the original field of economic policy makers.

In Asia, this example of the EU de-emphasizing the microeconomic role of the
government by focusing on macroeconomic stability is backed up by the contrast-
ing Japanese example of “how to get the macroeconomics wrong” after the “bub-
ble” of the 80s burst. In Japan, for a decade now, most economic policy debates
have focused on microeconomic issues like “becoming an IT society,” or adopting
“international corporate governance rules” etc, while macroeconomic conditions
(with public debt equivalent to more than 130% of GDPand ongoing deflation)
were allowed to deteriorate to the worst level of any developed country with al-
most no positive impact on growth or income. Unfortunately, it has to be feared
that this situation will not change soon, and that major parts of Asia will follow
this example of over-regulation, instead of consolidating their fiscal and monetary
balances.

The EMU itself, however, does not offer any direct blueprint for Asia, although
important similarities seem to exist. As in Europe, many Asian countries seem to
be in need of effective (regional) international agreements and systems as external

anchors for their internal political inabilities. As in Europe, many Asian countries
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therefore ventured into unsuccessful crawling-peg currency systems, and experi-
enced poor results with capital flows turning against them. But at least for two
reasons an Asian currency union does not offer the hoped for cure. First, most
Asian countries pegged their currencies to the U.S. dollar, but unlike the Deutsche
Mark in Europe, this key-currency cannot be internalized into an Asian union. The
only local contender, on the other hand, the Japanese yen, has not yet developed
into a local key-currency or possible external monetary anchor. A local key-
currency — in contrast to the much stricter requirement of a fully developed “opti-
mum currency area” — is a necessary precondition for any currency union, how-
ever. No currency regime can do without a stable and proven currency basis at its
center.

Second, it has also been argued that a political union as a teleological long-run
target is no necessary precondition for a monetary and economic union. But during
the course of the last decades, most European countries have learned how to con-
stantly talk together, developed instruments and institutions to discuss and solve
disagreements, and harmonized their economic and political means and targets. In
Asia, however, this type of political consolidation, which is a precondition for
running a common economic area, is still a very long way off in comparison with
Europe (which is far from perfect itself).

As a consequence, most Asian countries should seriously consider “Europe’s An-
swer to Globalization” and try to reform their macroeconomics before venturing
into further microeconomic market (de-)regulation. Unfortunately, however, they
will not be able to use the European tool of (regional) international agreements as
an outside-pressure device for consolidating their monetary and fiscal policies

against internal (political) resistance and deadlock.
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