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Introduction
By Henning Meyer
As we start 2013, the Eurozone crisis is in one of its calmer phases but it is by no
means resolved. Solutions for some of the structural defects of the Eurozone are
now seriously discussed but the lion share of the reform work still lies ahead of us.
Above all, this calmer period is due to the ECB reacting at the end of last year,
effectively becoming a lender of last resort; an aspect of the Eurozone crisis that
you will also encounter in numerous contributions to this eBook. This intervention
by the central bank, which has unfortunately also led to a mixing up of monetary
and fiscal policy, has however done nothing to restore growth in the Eurozone. In
the view of many commentators, the necessary reform work and structural
adjustments within the currency union are difficult or almost impossible if not
helped by economic growth.
But how can this growth be generated? There has been a fair amount of economic
and political discussion but the outlines of a European growth agenda still remain
vague. Beyond calls for a ‘European Green New Deal’ or a ‘European Marshall Plan’,
very few detailed aspects have been debated in the necessary depth. This is why
Social Europe Journal, in cooperation with the Friedrich-Ebert-Stiftung, the
Bertelsmann Stiftung, the European Trade Union Institute (ETUI) and the
Macroeconomic Institute (IMK) of the Hans- Böckler-Stiftung, ran an in-depth
expert sourcing project in the second half of 2012. The project brought together
some of the leading international experts to discuss the relevant aspects of a
European growth strategy. Unsurprisingly, the connection between economic
analysis and politics and the links between a growth strategy and the ongoing
Eurozone crisis were prominent features of these discussions.
One fault line was particularly important in our deliberations: Growth by means of
structural reform versus growth through the stimulation of aggregate demand –
and what the former and the latter actually mean. It is clear that we need
sustainable budgets but we also urgently need to generate employment, especially
for Europe’s young generation, that is threatened to become a lost generation. But
there are many unresolved questions. If there are to be structural adjustments,
what should they entail? Can they be supportive of growth or do many of them just
call major social achievements into question? Should there be a strong investment
component in a European growth strategy, and if so, where should the finance
come from? What role could the European Investment Bank (EIB) play? Do we need
new taxes such as a Financial Transaction Tax (FTT)?
On a broader level, what areas should Europe focus on in order to position itself for
the new type of global economy we are moving into? Do we need improved
infrastructure and if yes in what areas? What role do the technology and energy
sectors play? What kind of industries and services should Europe focus on? What!
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can be done on the European level and what needs to be done on the national
level? What must be done in the short-, mid-, and long-term? Is there scope for
more borrowing for investment? These are just a few questions that we addressed
during the project.
In this eBook, the contributions to our expert sourcing project are collected in one
place. There was a thematic structure that we started the project with and that
evolved as more and more contributions were collected and authors reacted to
political events. Eventually, it made sense to divide this eBook into five parts, even
though many chapters deal with more than one specific aspect. We start with
chapters focusing on the politics of the growth debate and the controversies
surrounding calls for European leadership and the concept of structural reforms.
Following this, we have a more general debate about economic growth. Can it
actually be the key point of a recovery strategy or should this crisis situation be
used to – at least to some extent – move away from the addiction to ever growing
economies? If we need growth, what should the key elements of a growth strategy
be? Can there be growth and austerity? Do we need green growth? These are key
issues that are addressed in the second part of this book.
The third part is a specialist section on finance and investment. We look at what
roles the EIB and government enabled trade policies could play in the generation of
economic growth and examine the paradox of thrift as well as the role of
governments in long-term investment. After this, the fourth part of this collection
deals with the Eurozone crisis and its connection to the growth question. Key
elements that were briefly discussed before – such as European austerity policies –
are discussed in much more detail. Also, the discussion about the nature of the
Eurozone crisis, and what kind of different conclusions for appropriate policy
responses flow from this, is presented. Part four also looks at some measurement
difficulties, in particular the difficulty of measuring competitiveness, which is a key
aspect of any Eurozone rebalancing approach.
Last but not least, in the fifth part of this eBook, we have a look at specific
countries. Our authors examine in what areas there are the best chances for
Greece, Ireland, Spain and Italy to reignite economic growth and, by doing so, also
set the countries up for a new economic balance that reflects realties in the
Eurozone but also the wider global economy.
In sum, most of the contributors to the project were critical of the austerity policies
currently pursued in the Eurozone, although they differed in their degree of
disapproval. This criticism has recently also been supported by the admission of the
International Monetary Fund (IMF) that they vastly underestimated the impact of
rapid fiscal consolidation on growth in their economic forecasts. This shows that
the debate about economic growth in the Eurozone will not go away but is likely to
become even more intense as the political and social fallout of the current politics
is mounting.
Of course, we cannot not give all the answers in this eBook but we raise the most
important questions, provide a framework to think about them and make tangible
!
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suggestions for a more progressive policy agenda. The variety of topics dealt with
and the quality of our authors ensure that this project produced a substantial
intellectual contribution to the ongoing policy debates in Europe. We hope you find
this collection an interesting read.
Henning Meyer is editor of Social Europe Journal and a senior visiting fellow at the
Government Department of the London School of Economics and Political Science.
He has also written opinion editorials for newspapers such as The Guardian,
Handelsblatt and DIE ZEIT and comments regularly on TV news channels.

!

3!

I. The Politics Of Growth

Europe Needs Leadership With
Vision
By Anna Diamantopoulou
European leaders opt for unification; citizens do not
Three years into the crisis European leaders seem to be convinced of the necessity
of European unification. They consider that Europe’s dissolution would be a disaster.
According to analysts of Prognos, a European think tank, the extreme scenario of an
exit from the Euro of 4 countries - Greece, Portugal, Spain and Italy - would cost
the global economy a loss of growth of €17.2 trillion ($22.3 trillion) by 2020!
Closer economic and political unification, however, presupposes immediate
agreement on major pressing issues such as the banking union and finally a new
treaty. This presupposes above all, that European politicians present clearly,
sincerely and convincingly to their citizens a major implication: that there will be a
further transfer of national sovereignty to the European level. Are European citizens
ready to accept such a solution? I do not think so.
The prolonged austerity imposed on the citizens of ailing economies and the burden
put upon taxpayers of richer countries for the aid for weaker ones generate antiEuropean sentiment. Income and living conditions of Member States keep diverging
dangerously. From North to South, nationalistic tendencies are on the rise and so
are secessionist, extremist, populist and neo-Nazi forces. All this, if left
unchallenged, can gain overwhelming influence and could lead to the disintegration
of the European Union.
The European leadership has the responsibility to speak not only of a banking union
and other incomprehensible institutions but also to persuade European citizens that
more integration means more prosperity, more jobs, and more stability.
A disintegration of the EU would lead to tough competition, protectionism and
instability on the European continent and in the worst case scenario, the failure of
the European peace project could even lead to war. Without their Union, European
countries will have a difficult and insignificant role in the global economy. By 2050
the world population will be 9bn and Europe will only represent 7% of that, down
from 20% in the 1950s. The largest EU countries will represent a maximum of 1% of
the world population. In 2050 Europe‘s GDP will only be 10% of world GDP, down
from 30% of in the 1950s.
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A leadership that inspires and builds consensus
Who will assume Europe’s leadership? No EU member, not even Germany, can
unilaterally dictate the rules. Germany is the most probable, the de facto candidate,
but the EU’s largest and strongest Member State with its political stance managed
to be an isolated giant today.
Germany should use its leading position, based on its strong economy and its size,
to build political consensus and convince the governments and people of Europe.
This means a new approach to its role: a paradigm of solidarity, discipline and
vision. Instead of dictating the rules or finger pointing and beyond being the
inspector of others’ compliance, Germany needs to become a builder of consensus
and thus gain respect.
The current German stance produces solutions that can be characterised as ‘too
little, too late’. Germany seems to be guided more by internal electoral
considerations than by a long-term European vision, which is essential for Germany
herself.
Hope, trust and solidarity against fear, hate, mistrust and enmity
A spectre is haunting Europe, the spectre of discord and fear, the spectre of hate
and mistrust, the spectre of reborn stereotypes of enmity. To face rising poverty
and extremism we need hope, trust and solidarity. A new narrative is needed. The
European leadership should propose a new project and a new narrative to the
citizens of Europe that consists of:
1.
2.
3.
4.
5.

Peace (the EU’s great achievement) and respect for nations and people
A new geopolitical role for Europe (Europe needs to be more than a soft
power)
Democracy (a new treaty and enhanced democratic legitimacy in decisionmaking)
Economic justice (harnessing the financial sector which should also share in
the burdens of the crisis)
Equitably shared growth (enhance growth and ensure convergence of
competitiveness and standards of living between Member States)

Recession with massive unemployment, deteriorating living standards and
widespread poverty will not help. Beyond stabilization measures, announced but
not implemented, actions to bring back growth in Europe are urgently needed.
Without cooperation between the European institutions and the ECB for a project
of fiscal stimulus (similar to the American one), the policy of perpetual austerity will
not automatically produce growth. In every turn of history leadership is what
counts. Today’s leadership needs to convince and inspire European citizens, with
vision and deeds.
Anna Diamantopoulou was European Commissioner for Employment, Social Affairs
and Equal Opportunities (1999-2004) and also served as a Greek minister in several
positions.
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Don’t Let Angela Merkel Define
‘Structural Reforms’
By Till van Treeck
How rising income inequality contributed to Germany’s macroeconomic
imbalances
‘New growth agenda’ or ‘structural reforms’? This seems to be the new dividing line
in the economic policy debate in Europe, opposing, in particular, the German
Chancellor Angela Merkel and the new President of France, François Hollande.
Although everybody agrees that Europe needs economic growth to solve its debt
problem along with the mounting social and political tensions, opinions differ
substantially on how to achieve growth.
While François Hollande has run his electoral campaign on the promise to
renegotiate the fiscal compact and to develop an alternative to the current fiscal
austerity policies all over Europe, Angela Merkel does not miss any opportunity to
dismiss ‘the temptation to promote growth with debt once again’. Rather, for the
German government there appears to be only one solution for sustainable longterm growth: ‘structural reforms’.
‘The interpretation of the term ‘structural reforms’ of the German government is
highly problematic for two reasons. First, an argument for structural reforms is not
an argument against expansionary (or less contractionary) fiscal policies. The reason
is that structural reforms address long-term deficiencies of the economy, whereas
fiscal policy deals with short-term cyclical issues.’
However, as is well known, long and severe recessions, which might be amplified or
even caused by pro-cyclical fiscal policy, are likely to increase structural
unemployment and to decrease potential output. The longer people are unemployed
the more skills and motivation they will lose; if enterprises go bankrupt due to a
lack of demand, firm-specific knowledge is lost and entrepreneurial spirit as well;
and since in a recession nobody is willing to invest the existing capital stock
declines thus reducing the economy’s future growth potential. In short, pro-cyclical
fiscal policy in an environment of weak aggregate demand is very likely to increase
the seeming ‘necessity’ of ‘structural reforms’. In other words, the more Europe
listens to Hollande, the less Merkel is needed afterwards.
Second, and equally important, ‘structural reforms’ is merely a catchphrase that can
mean almost anything. Clearly, the reduction of employment protection or
unemployment benefits and other measures to reduce the bargaining power of
labour are no more structural in nature than the introduction of a legal minimum
wage or higher taxes on top incomes, wealth, and financial speculation aiming at
!
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reducing income inequality and improving the budget situation.
It is more likely that different sets of reforms are required for different countries,
depending on their specific structural deficiencies. Moreover, structural factors can
be expected to interact in a complex manner with the way fiscal policy is
conducted in any particular country. Yet, the types of policies the German
government currently seems to be recommending to everybody typically imply the
deregulation of labour and product markets, the weakening of the bargaining
position of workers and unions, and persistent cutbacks of the welfare state.
As is now widely recognised, the main structural cause of the euro crisis were the
large and rising current account imbalances since the early 2000s. Those current
account imbalances led to high foreign debt levels in today’s crisis countries and, by
implication, the accumulation of foreign loans in the surplus countries, especially in
Germany. Hence, appropriate structural reforms would have to address both,
excessive current account surpluses and deficits.
But most empirical studies are unable to find any robust effects of product and
labour market regulations on the current account. A recent International Monetary
Fund (IMF) Working Paper, for instance, summarises the current state of the
literature as follows:
[T]he role of the structural factors in the emergence of these imbalances remains an
open question. The overall impact of the commonly recommended package of
structural policies such as liberalization of product, services and credit markets,
reduction in employment protection, removal of other labor market rigidities as well
as reduction in business taxation remains unclear.
So why is it that the German government insists so strongly on one-size-fits-all
labour and product market reforms? It might have to do with ideology or
clientelism, but it is unlikely to solve the current problems.
In a recent paper, Simon Sturn and I review the current debates about the necessity
of current account rebalancing within the Euroarea and conclude that proposals to
tackle these imbalances via further and simultaneous labour and product market
deregulation in all countries will not be successful. Rather, we argue that in the
case of Germany both structural reforms aiming at lowering income inequality and
more active fiscal policies will be necessary to reduce Germany’s excessive current
account surplus.
In fact, it is highly doubtful whether the deregulation of the labour market in the
2000s can account for the currently very positive employment performance in
Germany. The strength of the German labour market, which saved so many jobs in
the downturn of 2008/2009, stems from its high ‘internal flexibility’, i.e., variations
in regular working hours and overtime work, working time accounts, and publicly
funded short-time working schemes, and not ‘external flexibility’ which relies on
easier hiring and firing. So while deregulation policies do not explain the good
employment performance in Germany, they likely contributed to the widening of
!
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inequality and the stagnation of domestic demand.
In particular, we argue that the implementation of reforms to make the labour
market more flexible and unemployment and old-age benefits less generous has not
only contributed to rising inequality but also to the higher precautionary savings of
middle-class workers.
This reaction by households can in part be attributed to the specificities of the
German production and labour market model, as emphasised by the ‘varieties of
capitalism’ literature. In particular, the prevalence of vocational, i.e. firm-specific
rather than general qualifications of workers, implies that policies aimed at raising
the ‘external flexibility’ of the labour market together with rising income inequality
increase the perceived and actual risk of skill depreciation for workers.
The risk of status loss for middle class families is corroborated by low female
participation in the paid labour force, favoured by a tax system that subsidises the
single (male) bread earner model and a very high gender pay gap. This makes the
incomes of many families strongly dependent on the wage income of a single (male)
worker.
Moreover, the low reactivity of monetary and fiscal policy to business cycle
fluctuations and unemployment, which is due partly to the economic policy regime
of the Euroarea but also to the institutional and ideological specificities of
economic policy in Germany, further increases the risk of persistent status loss for
workers: workers accumulate precautionary savings, which depresses domestic
demand because they cannot count on monetary and fiscal policy to fight
unemployment in case of an unexpected adverse cyclical shock. Since the early
2000s large structural cuts in taxes, mainly benefiting high-income groups, and
government spending have further contributed to both higher inequality and
persistently low domestic demand.
We conclude in the paper that rising inequality has been one of the structural
causes of the macroeconomic imbalances that have led to the global crisis after
2008 not only in the United States but also in Germany. Structural reforms aimed
at reducing inequality are necessary to overcome the structural macroeconomic
imbalances, i.e. weak private consumption demand and the strong dependence on
foreign demand of the German economy.
We should not leave it to Angela Merkel to define the meaning of ‘structural
reforms’. Long-run, structural policies do matter (and they interact with short-run
fiscal policies). But different sets of policies are required according to countryspecific contexts. And current account surplus countries, of which Germany is the
most important, will have a crucial role to play in the necessary structural
adjustments within the Euroarea.
Till van Treeck is an economist working at the Institute for Macroeconomic Policy
(IMK) of the Hans-Böckler-Stiftung in Germany.
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A Modern Approach For Fair,
Inclusive, Pro-active Labour
Market Policies – Lessons From
The Austrian Experience
By Johannes Schweighofer
Throughout the course of history, there were several so called labour market models
in western societies: the United States, Sweden, Denmark, the Netherlands, and
more recently Germany and, maybe, Austria. In terms of a well functioning labour
market, most of them were successful for a certain period in history but failed in
others. Look at unemployment rates, for example, and compare the US and the
Austrian rates for a longer period, let’s say 1960 to 2012: With the exception of only
one year (2006), unemployment was lower at any time in the ‘highly regulated,
social partnership-driven’ economies compared to the truly free market societies!
So what lessons can be learned from all these debates, e.g. in the OECD framework
of the Jobs Study or the EU Employment Strategy, regarding well balanced labour
market policies in the era of globalisation?
1.

Policies matter – put them into place in a coordinated way

It might sound old-fashioned but: It is of crucial importance that governments act
with all policies at hand on the basis of a broad consensus immediately when
unemployment starts to rise in downturns. This is particularly true for youth
unemployment with its long-lasting scarring effects. And it is not correct to say:
Nothing can be done in times of globalisation and fierce international competition!
2.

Macroeconomic policies are key for labour market performance

The OECD, the EU Commission and many other international institutions (maybe
with the exception of the ILO) have stressed the importance of structural problems
in labour markets for decades. They consider all kinds of rigidities in the area of
wage determination, employment protection, etc. the true causes for
unemployment. Therefore, supply side measures offer the only way out. This
approach is to a large extent wrong! On the contrary, if you have a growth
supportive monetary policy where the central banks aim actively for growth and
price stability at the same time, if you let the automatic stabilizers work in
recessions and try to reduce your budget deficits in upturns only via growth
policies and if you strike a balance in wage policies between fostering private
consumption and international competitiveness (stick to the obvious and simple
!
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rule for the medium to long-term perspective: increases in real wages = increases in
overall productivity) – then smoothing your cycle with higher employment and
lower unemployment on average is within reach. Or to put it differently: If you have
growth rates of some 3% you will get jobs even for the most vulnerable groups in
the labour market. Therefore, good old demand management is still relevant
because labour market policies can create jobs only on a very limited scale.
3.

Muddling through – trial and error

Abstain from making the great plan! You can reduce the consequences of your
policy errors for society on the whole if you engage in piecemeal engineering and if
you allow failures, try again and adapt your policies constantly to new
circumstances. This doesn’t sound very attractive from a theoretical point of view
but it turned out to be a very effective strategy for good labour market
performance.
4.

Innovation, protection, coordination

For a small-open economy export-led growth is a good thing to aim for – mainly
because it brings innovation into the economic system. There are, of course, other
ways to reach this goal. In any case this is an essential ingredient in a society where
the workforce is highly protected (which is a good thing) and the system with
strong social partners doesn’t come up with innovations by itself. If you want
employers and employees to be risk-takers you need to provide a certain degree of
protection. Use the carrot and the stick. For example: If you have low employment
protection (employees can be made redundant without giving any cause, only a
notice period of several weeks and severance payment) you will get a high labour
and jobs turnover. But then you have to make sure that replacement rates in the
unemployment insurance system are high enough! Beyond that it is a good thing to
have both interest groups on the labour market, namely representatives of
employers and trade unions, at the table where a wide range of issues in economic
policies are negotiated.
5.

Rights and duties – activation approach in labour market policies

For the public employment services, the unemployed should be seen as their clients
who have rights and duties, not as people who primarily are interested in welfare
fraud! They have the right to be treated in a fair and decent way. They are entitled
to get their unemployment benefits. But they also have to look actively for jobs and
take part in programmes. This sounds reasonable but cannot be taken for
granted! As work done by the OECD has shown, in this area the legal regulations
are important but their concrete implementation is even more important.
6.

Active and passive labour market policies

It is no problem to have, for example, replacement rates of 80-90% and in principle
indefinite benefit durations if you follow a true activation principle, where you start
to work actively with the unemployed after a period of no longer than 3 months.
!
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But for this you need money which is very unevenly distributed between
countries: While, for example, the UK and the US spend 0,7% and 0,9% of GDP for
active and passive measures, Belgium (3,75%) and Denmark (3,43%) have 4 to 5
times higher expenditure levels (this is true even if you correct for different
unemployment levels). There is of course a case for the efficient use of resources!
Not all programme evaluations show good results for every measure – sometimes
the programmes do not work for any participant compared to matched control
groups (get rid of these measures) and sometimes strong effect heterogeneity is at
work which means that there are positive effects e.g. for older women but not for
younger people with migrant backgrounds.
7.
The only ‘natural’ resources of advanced industrial countries are an
educated workforce and research and development
Most labour market problems have their origins at school. So start with pre-school
education in kindergarten at an age of three. Do not leave anybody behind in school
as long as everybody has at least an upper secondary degree. OECD countries can
compete with the BRICS (Brazil, Russia, India, China and South Africa) only if they
are innovative and produce high-quality products and services.
8.

Do not aim for a large deregulated low-wage sector

This is not a future-oriented option: A large low-wage sector hampers innovation,
competitiveness and social inclusion. Coordinated wage increases with overall (not
sector specific) productivity gains as the relevant benchmarks have a strong
structural effect against the least productive sectors; therefore they foster
structural changes and competitiveness. Beyond that, up-skilling is the right
answer to high unemployment rates of the low skilled, not wage restraint.
9.

Labour market policies in times of crisis

Compare two very different stories since 2008: Germany and Greece. The largest
economy in the EU had to face a very short, V-shaped downturn in 2009, but
recovered immediately in 2010 and 2011. Internal flexibility with a sharp increase in
the take-up of short-term work schemes, a reduction of overtime deposits, etc.
were the answer to this unusual situation. By contrast, Greece is in the fourth year
of recession, GDP has shrunk by some 20% since Lehman. Labour market policies
are of very limited use in such circumstances. You can train the low skilled and keep
them in touch with the labour market and you can provide public employment
too. And you can try to bring the skilled (youths) into the labour market and keep
them there with generous wage subsidies.
Johannes Schweighofer is a senior economist at the Austrian Ministry of Labour
and Social Affairs. His main responsibilities are international labour market policies
(EU, OECD, ILO) and research. He writes in a strictly personal capacity.
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II. The Growth Debate

Economic Growth After
Financial Capitalism
By Wolfgang Streeck
Everyone is telling us that growth is the only way out of the debt and fiscal crisis.
But the one thing on which the so-called experts cannot agree is where this growth
is supposed to come from. Growth rates in the affluent industrial nations have been
in more or less steady decline since the 1970s; so this trend would have to be
reversed. For a while in the 1990s it looked as though this might happen, but the
main things that grew back then were the financial services industry and private
household debt. Then from 1999 onwards we saw an unprecedented glut of money,
the most notable consequence of which was the property bubble. In the nine years
to 2008 the money supply in the Eurozone rose by 110 per cent, while GDP
(adjusted for inflation) grew by just 50 per cent; in the USA the discrepancy was
even more dramatic. And then came the crash.
Today the most pressing need is to bring to an end what Ralf Dahrendorf, in one of
his last essays, termed ‘capitalism on tick’. This means regulating the financial
markets in order to limit the scope for banks to lend, one option being to require a
major increase in their equity capital ratio. At the same time borrowers must be
prevented from running up excessive debts, so that confidence in their ability to
repay cannot implode again. The debt caps that are now due to be introduced
throughout Europe are intended to do the same for the public debt. But is higher
growth even possible in advanced industrial societies, especially if the supply of
money and credit has to be cut back to a sustainable level? The last fifteen years
make it appear doubtful.
Growth based on cutbacks?
Even in the shorter term, the prospects for growth are far from certain. Nobody
really knows how new growth is going to come about, particularly in the crisisracked countries of southern Europe. Some think austerity is the way forward: The
consolidation of the public sector deficit by measures such as cutting public-sector
jobs, cutting wages, ‘reforming’ the health and welfare system, general deregulation
– the standard neoliberal supply-side policy, designed to reassure prospective
investors. But without demand, supply has no future – and where is the demand
going to come from? Others call for a stimulus to growth in addition to the
cutbacks; there is talk of a new ‘Marshall Plan’ or training programmes to alleviate
youth unemployment. But how quickly will they work, if at all? Developing
competitiveness through inward investment in infrastructure and training is costly
and protracted. Two decades of such investment in East Germany produced only
limited success; and six decades in southern Italy made virtually no difference at all.
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Not every country is equally well placed to grow its way out of the debt crisis. If the
appetite of the Chinese and Americans for Audis and BMWs can be sustained for
long enough (and probably only then), Germany may possibly be able to pull itself
up by its own bootstraps. In the case of Greece, Spain and Portugal, however – and
the same will apply in future to Albania, Kosovo, Bosnia and Serbia, once they join
the EU – we have to ask: in which sectors could these countries become serious
competitors, particularly within a monetary union that will not permit them to
devalue? Which areas would an industrial policy for these countries target
(assuming the very concept of industrial policy still exists after neoliberal
deregulation), bearing in mind also the growth potential of exporting nations such
as Germany? ‘Tourism and solar energy’ is the standard reply. But with competition
from countries like Turkey, Tunisia and Morocco, would these be enough to render a
transfer of funds from Northern Europe to Southern Europe unnecessary, or to
silence calls for such subsidies?
And then there are more basic questions, which even economists now have to
confront. What do we mean when we talk of ‘growth’? Does economic growth only
exist if we equate the economy with finance? Only things that are bought and paid
for appear in the national accounts. The economy grows if more children are
brought up in day-care centres, because fees are charged and wages and taxes are
paid; it does not grow, or actually shrinks, if more children are looked after at home.
It grows when we shove a frozen pizza in the oven instead of kneading the pizza
dough ourselves; it does not grow if we choose to earn less money in order to spend
more time with our family, friends and neighbours. If we mow our neighbour’s lawn
and he lets us pick apples from his tree in payment, the economy does not grow; if
the neighbour employs a gardener and we buy our apples at the supermarket, the
economy grows. Whether the homemade article or bartered goods are better, or
worse, than what is bought or sold does not figure at all in the accounts we use to
measure economic performance.
Money and growth
Growth, in its generally accepted definition, amounts pretty much to the
conversion of non-monetary transactions into monetary ones. This may add to the
sum of human well being, but does not necessarily do so. It is often the things that
cannot be bought and paid for that make people happy; and we are now discovering
to our cost how a modern financial economy can take on a life of its own and pose
a serious risk to society. This is also where the growing interest in new, alternative
money concepts comes in, along with a new, or renewed, critique of growth. The
fact is that all societies impose limits on commercialisation by identifying goods
and services that may not be traded for money. There is a good deal of evidence to
suggest that the more highly developed a financial and market economy is, the
more important it becomes to establish such limits: remember the time in the
1980s when the trade unions were calling for a 35-hour week in order to have more
‘free’ time again – time that was not sold and paid for.
Growth is nearly always ‘good’ for the state and for businesses: good for the former,
because it can only tax services that are monetised, and good for the latter because
added value and profit can only be generated where money is involved. It makes no
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difference whether the ‘national product’ grows as a result of more costly repairs to
accident-damaged cars, increased turnover for private security firms as a result of
rising crime rates, built-in obsolescence in washing machines or energy wastage.
Even trade unions, for whom the financing of social security systems is a prime
concern, can forget that less growth does not necessarily mean less social benefit.
And then they may find themselves making common cause with employers by
encouraging more people to take paid work at all costs and as an end in itself
(mothers with small children!). Another example: They may call for action to clamp
down on neighbourly help on the grounds that it is a form of black labour. Problems
such as these are the starting point for the increasingly popular criticisms of the
post-war method of measuring GDP and growth that we hear from proponents of
the new welfare or ‘happiness’ economics.
A second line of attack for the new critique of growth is based on the circumstance
that – to put it very briefly – the growth rate of an economy is not the same as its
incremental growth. At a growth rate of three per cent, a GDP of 100 euros grows
by three euros in a year; but if the economy continues to grow at the same rate, the
incremental growth after 20 years is almost double that figure – 5.30 euros –
because of the compound interest effect. At a growth rate of four per cent it will
have more than doubled, to 8.43 euros. So for a constant rate of growth,
incremental growth increases exponentially – which poses the question: how long
can this go on for? Are there limits to growth – in terms of the resources available
on our planet or the marketability of its human population? There has always been
talk of such limits, and they perhaps are the reason for the gradual decline in
growth rates since the middle of the 20th century. It’s possible that it would still be
enough to have the same absolute growth every year, meaning that growth rates as
such would be falling. But the mere thought of this triggers fear and panic – in
profit-hungry businesses, in governments that are trying to balance their budgets
and avoid distributive conflicts, and in institutional providers of social insurance
everywhere.
The limitations of the growth model
Even more radical is the idea that we may not need any further growth at all. The
standard economic theory assumes that people’s needs as consumers have no
upper limit. But when we see how much time and effort now have to be invested in
generating new demand for goods and services – through increasingly rapid
‘product innovation’ and increasingly costly advertising – we may well decide that
we are not so sure. At all events, the fear that markets in affluent societies could
one day turn out to be saturated is very deep-seated – as are the anxieties
associated with the growing realisation that an extension of the levels of
consumption that apply in Western Europe and the USA to the entire world
population is completely out of the question, not least because nature is a finite
resource.
On the other hand, what are we to make of the fact that earlier predictions of
market saturation and an end to growth have not come true? In the wake of the
two oil crises there was a widespread sense of impending doom. But then the
microelectronics revolution began, which rendered all known machines and
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consumer goods obsolete and triggered a huge and completely unforeseen surge in
demand. This was followed by the revolutionising of the financial markets, which
sent the next wave of demand sloshing through the affluent societies of the West.
And today we are witnessing the explosive growth – so far – of a consumer society
in China. It’s tempting to echo the optimistic saying of the Rhinelanders:
‘everything’s always turned out right so far’. But isn’t there a risk that the more we
rely on things continuing to turn out right, the less likely they are to do so?
Many people today are increasingly receptive towards those who call for a slower
lifestyle, zero growth or even minus growth, and who urge us to adopt a more
modest way of life – including a new consumer culture that would allow us to
enjoy different and less materialistic forms of prosperity, such as holidays at home
or by Lake Steinhude instead of Majorca. But when we contemplate the incredible
increase in the lack of restraint at the top end of society, and the utterly obscene
growth in social inequality, such hopes must seem utterly unrealistic and downright
naive. Why should a car worker agree to take a pay cut when the boss of the
company has just pocketed an annual salary of 17 million euros? We have to have
growth again, if only to prevent battles over distribution of wealth – which of
course does not mean that we will still have growth when it is no longer possible to
inject the capitalist economy indefinitely with artificial money.
Wolfgang Streeck is managing director of the Max Planck Institute for the Study of
Societies in Cologne.
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Three Elements For A European
Recovery Strategy
By Sebastian Dullien
Over the past weeks, a lesson which the arithmetic of debt dynamics has taught us
long ago has finally seeped into European politicians’ minds: Without growth, there
will be no solution for the European debt crisis. Hence, the term ‘growth’ has
popped up everywhere in the debate. The newly elected French President François
Hollande wants it, the German social democrats want it, and even the conservative
German Chancellor Angela Merkel wants it.
However, a policy promoting growth is easier proclaimed than designed. The
conservatives reiterate their old mantra: Growth should come from structural
reforms. And after all, austerity paves the way for growth. Hence, according to
them, there is no need for any policy change from what has been prescribed to
Greece and the other countries in the euro periphery since the onset of the crisis.
The social democrats in Germany in contrast would like to spend a little more on
growth friendly policies, such as more research and development and more
education, yet they lack really path-breaking proposals and do not want to be
painted as being fiscally profligate and hence hesitate to change the basic fiscal
course Europe has taken. Experience from the past years tells us that both
approaches are extremely unlikely to jump-start the European economy and lead us
into a sustained recovery.
So, what do we really need for a growth programme in Europe? In my eyes, all the
dabbling with marginal programmes will not really be helpful. Instead, we need
three elements in order to return to a new growth trajectory both in the medium
and the long term:
• Soften extreme austerity: The first element would be to allow the periphery
countries more time to reach their consolidation targets. Research, for example by
the investment bank Goldman Sachs, proposes that there might be a ‘speed limit
for consolidation’. According to IMF data, for countries with fixed exchange rates
(as the euro countries are vis-à-vis their European partners), the maximum of
actual deficit correction is reached if the planned budget correction is roughly 1.5
per cent of GDP per year in structural terms. Any attempt of stronger fiscal
restraint just leads to more slippage and the actual deficit correction is lower (for
economists: There is hence some kind of Laffer curve for consolidation, with a
maximum at 1.5 per cent of GDP per year). The European stability programmes in
Spain and Greece have gone far beyond this speed limit, with planned deficit
correction of 3 percentage points and more. The new programmes should have
these lessons in mind and bring down annual consolidation requirements. Note
that – contrary to what the ECB’s Jörg Asmussen has claimed, this need not
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necessarily imply higher financing needs for the periphery country. If there really is
this Laffer curve type relationship between attempted budget cuts and actual
outcome, a slower speed of planned austerity might actually even improve debt
sustainability and thus lower financing needs. Note also that this does not mean
‘more debt for more growth’ which according to conservatives has not worked. It
means merely to give the economy more time to grow to have less debt in the
end. So the motto here is ‘more growth for less debt’.
• Allow for more public investment: The new fiscal framework in Europe,
embodied in the so-called ‘six pack’ and the new fiscal compact prescribe harsh
austerity for European countries for the decade to come. First, countries will be
forced to cut back their existing deficits aggressively. Then, in the medium term,
countries will be forced to run an all but balanced budget. While this rule is
sometimes called a ‘golden rule’, it has nothing to do with traditional golden rules
for fiscal policy. The traditional golden rule claimed that governments should not
run budget deficits for current consumption or transfers, but might do so for
investment – just as any well-run private firm. The current fiscal rules in Europe,
however, do not distinguish between the two types of government spending. In
addition, past experience with austerity programmes has shown that public
investment and spending on education and research and development are the first
to be cut if just overall austerity targets are given. Public investment in Europe is
now already at a very low level. Over the medium and long term, hence, the new
framework means too little public investment in Europe. This will slow growth, not
only from the demand side but also from the supply side, as infrastructure and
human capital will deteriorate. We thus need to find a solution to allow for more
public investment, even if the budgets have no space according to Europe’s fiscal
rules. One possibility would be a European-national, public-public partnership: The
European Investment Bank could be used to allow national and regional
governments to lease public infrastructure and investments in education. Under
such a model, if a national government wanted to build for example a new
university but lacked the funds, the EIB would lend the money, keep legal
ownership of the university, but lease it to the national government. Over the life
span of the building, the national government would pay a fee including interest
and depreciation to the EIB. Such a programme has a number of advantages: First,
it would allow for investments even if a country has no room for additional
borrowing according to the existing EU fiscal rules, as only the leasing fee would
be counted in the national budget. Second, it would allow a clear distinction
between unproductive public investments, i.e. in military equipment or
representative buildings (which could be easily excluded from this scheme) and
productive investments. Third, it would allow designing the rules so that
education spending is also counted as investment. Fourth, it would allow some
degree of macroeconomic management as the EIB could allocate funds available
for leasing operations according to the macroeconomic situation in the applying
country.
• Solve the financing and banking problems: Unfortunately, just turning around
austerity at this moment will not be enough to reignite growth. One problem is
that the banking system in many of the crisis countries is in deep trouble. In
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addition, the yield on sovereign debt is usually an important yardstick for lending
rates to the private sector. Thus, as the risk of deepening recessions and a euro
break-up lingers over the periphery countries, risk premia for private sector
borrowing are high and firms and households have to pay extremely high interest
rates. These high financing costs stifle investment. The only way around this is to
solve the banking crisis and the liquidity problems of the periphery governments.
At the moment, there is a vicious downward spiral in which countries with fragile
banking systems are trapped. As new capital needs in the banking system become
evident, markets suspect new financing problems for governments. Hence,
investors sell their bonds of the countries concerned. As a consequence, bond
prices plunge and the national banks (which tend to hold a lot of debt of their own
government) find themselves forced to write down their holdings, again creating
new capital needs. This vicious circle can only be broken if bank recapitalisation is
moved to the European level, for example into the ESM. Of course, such a transfer
is only feasible if the European level also gets the right to oversee and supervise
national banks. Moreover, in the medium term, such a solution can only be viable
if the European level gets some own source of revenue, i.e. the right to tax
corporate profits, as otherwise the capital needed for recapitalisation might easily
outgrow the funds promised by national governments. Second, to solve the
liquidity problems of the periphery governments, new approaches for providing
them with funds need to be introduced, with at least a certain degree of joint
liability. Of course, introducing Eurobonds (i.e. under the blue bonds/red bonds
proposal by the Brussels think tank Bruegel) would be one solution here.
Alternatively, a banking license for the ESM and hence access to the ECB’s
refinancing facility with a firm commitment to stabilise national bond prices might
also work. Also the debt redemption fund could work, if it is introduced jointly
with a banking union as described above.
I am well aware that this growth package is much larger than anything politicians
discuss at the moment and that hence this three-point plan will easily be dismissed
as being completely unrealistic. This might be true. However, this would be very bad
news for the Euroarea. Europe has now for more than two years tried to solve the
crisis on the cheap. The result has always been the same: A deterioration of the
situation and a huge increase of rescue costs. Do not fool yourself: Growth in a
situation like the current one will not be created with marginal policy measures but
only by a fundamental correction of the current policy approach.
Sebastian Dullien is a professor of economics at HTW — University of Applied
Sciences, Berlin. His extensive work on the financial crisis has recently been
summarised in his book Decent Capitalism (published by Pluto Press in 2011, written
with Hansjörg Herr and Christian Kellermann).
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Higher Economic Growth In
Europe: Barking Up The Right
Tree
By Rolf Langhammer
A ‘ghost debate’ spreads through Europe: A debate on higher economic growth in
order to virtually grow out of public debt and to put an end to the crisis of individual
euro countries. The debate can be labelled ‘ghost-like’ because:
•
•

•

it is erroneously reduced to the growth of GDP
it is putting the cart before the horse since economic growth stands at the
end of a long process of destroying old economic sectors and building up
new ones (in that sequence) as a result of millions of decentralised decisions
on consumption, investment and savings, or, put it differently, as a
consequence of millions of decentralised innovations cutting the costs of
existing production lines (called process innovations), introducing new
products (product innovations) or changing the location of innovations
(locational innovations)
it is reflexively focusing on public ‘innovation programmes’ following the
belief that such programmes could channel these millions of decisions and
innovations into a desired direction.

This debate can be seen against the background of the concrete situation of mature
and ageing high-income countries expecting in the long term an expansion of their
full employment productive capacity of no more than 1-2 per cent annually (a bit
more in the poorer European periphery countries and a bit less in the richer core
countries). Effective barriers against a larger expansion are set by the demographic
development, the availability of knowledge, natural capital, the environment and
financial capital and last but not least by the inertia of the institutional framework.
It would be a great achievement to shift up this long run ‘steady state’ rate of
growth by half or a full percentage point. And, very importantly, it differs from the
short run extent of exhausting the productive capacity which is displayed in the
GDP growth rate.
How can this achievement be reached at the end of a long process in Europe?
Four factors are relevant:
•

•

!

societies must be prepared to accept new technologies arriving in a market
either exogenously ‘out of the blue’ or endogenously (as a result of policyinduced incentives)
societies must keep their markets open and must refrain from seeing
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•

•

globalisation as a risk and threat, since only markets open to foreign
competition put a ‘price tag’ on investment, disclose whether investment is
successful or not and allow for locational investment (outward or inward
foreign investment respectively)
societies must embrace sectoral structural change which dismisses obsolete
sectors, industries and companies from the market in order to open scope
and resources for new sectors, industries and companies
societies must improve communication between the four major actors: the
public sector (being in charge of efficiently providing public goods), the
private sector which together with the trade unions is responsible for the
efficient production of private goods and for the level of employment, a
monetary authority being responsible for monetary stability and finally
private households acting as the major source of finance for the private
sector as well as the public sector. If communication on objectives and
means between these four actors is characterised by distrust and lack of
credibility instead of reputation and trust, transaction costs in economic
relations between the four actors rise, triggering ‘wait and see’ attitudes on
investment and suppressing innovations.

How can the current state of these four factors in Europe be described?
First, the acceptance of new technologies is limited. Instead, in Europe it is the
precautionary principle which prevails. If not everything is known about the long
run consequences of new technologies on health and safety of consumers,
European societies will in dubio be inclined to reject them. So they are against
experiments limited in time and spatial scope. Introducing new products means
high costs in terms of money and time. Service markets like education and health
remain highly regulated and dominated by state supply. This foregoes gains from
better education and higher well being. There are many examples of the dominance
of the precautionary principle in European countries, for instance the very critical
discussion on genetically modified products or on CCS technology (Carbon Capture
and Storage) pumping carbon dioxide into an underground geologic formation. This
resistance is perhaps stimulated by an ageing society which is satisfied with the
status quo and values uncertainty higher than a younger population.
The story does not end here. From protest against large infrastructure projects such
as Stuttgart 21 or against the construction of ‘electricity highways’, carrying
electricity from the renewable energy sources to the consumer sites, the NIMBY
viewpoint (not in my backyard) is a powerful weapon against innovation. This is
extremely unfortunate since new technologies are an important breeding ground for
product innovations. Unfortunately, financial markets after the crisis have become
overly risk avers and thus act more as a stumbling block than as a stepping stone to
bringing new technologies and products to market. After the excessively risk prone
behaviour of banks before the crisis, this is an ‘overshooting’ in the opposite
direction.
Second, as concerns the attitude towards open markets, many European
governments are captured by mercantilist thinking: exports are welcome; imports
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are seen as a burden. This is why there is no concession to open domestic markets
without equivalent reciprocity (irrespective how difficult and questionable it is to
measure equivalent counter-concessions and this is why there is nothing more to
expect from the EU than a defensive role in the Doha Round of multilateral trade
liberalisation leaving the driving seat to the stalemated US). Yet, how can
innovations be valued at ‘world market prices’ if the markets are not opened and if
in the case of a ‘surge’ of imports governments retreat rapidly to antidumping
complaints and escape clauses?
Third, the element of inertia in protecting obsolete old sectors, industries and
companies is large, thanks also to effective vested interests of lobby groups.
Structural change, however, is not a free lunch even without costs and pain. In the
context of the crisis of some Euro countries it is primarily the permissive role
against the financial sector which is deplorable. The fact that banks have lost funds
in investments into unsafe havens gains more attention than the fact that banks
have gained funds in investment in safe havens which only exist because there are
unsafe havens. The claim that losses and gains should be weighed against each
other and balanced as they belong together is rejected by the banks and
governments. Yet, there is no reason to protect banks from going bust, not only
highly subsidised producers of solar panels. Without market exit, there is no room
for new suppliers under binding budget constraints. The latter can perhaps use part
of the capital stock of the suppliers exiting from the markets. If not, a new capital
stock must be financed. In any case, failed investment is a necessary prerequisite
for the success of new market entrants. The German energy turnaround could offer
a wide opportunity for structural change. Regrettably, it also offers a showcase for
the resistance that highly subsidised suppliers of renewable energy exert against
the cutback of their privileged treatment.
Fourth, communication between the four major actors in European countries need
major improvement. The times are gone when a central bank needed few words to
convey to the relevant actors what it expected them to do and what tools it had
once these expectations were not fulfilled. So are the times when a government
could clearly explain to its electorate for which end specific measures were
necessary and taken and what citizen could expect to win at the end. Also gone are
the times when contracting parties in wage negotiations rapidly achieved a balance
of their interests and a solution. Economists call problems of communication and
signalling ‘time inconsistency’: Based on a past record of policy failures,
announcements and measures are discredited as non-credible and trigger a conduct
that in a self-fulfilling way leads to their failure. Rising costs of communication,
implementation and enforcement are an eminently important barrier against
innovations and against growth.
All these problems in Europe lead to escape reactions. Many suppliers outsource
their production to poorer countries outside Europe in which the potential for longer
run growth is higher than in the mature and ageing home countries. The returns
from these investments led the GNP to rise faster than the GDP since the former
includes the income produced from domestic capital and labour earned abroad.
Japan is an excellent example for this gap between GNP and GDP. In a globalised
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world, therefore, one should look more to GNP than to GDP. But neither the GNP
nor the GDP are relevant benchmarks for economic growth.
To conclude, everybody who wants to rise to a higher growth track of the
productive capacity in Europe must work on these four issues. Such work must
focus on incentives, experiments, openness and credibility, but not on financial
redistribution, fiscal policy stimulants, risk aversion and ‘stop and go’ types of
confusing policies. At the end of the day, at first glance, there might only be a
numerically small plus in the growth rate of the productive capacity of perhaps not
more than half or one percentage point. Yet, there is no reason to belittle this: It
would be a catapult for the European economy and worth all the pain.
Rolf Langhammer is professor of economics and vice president of the Kiel Institute
for the World Economy.
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Can There Be Austere Growth?
By Kemal Derviş
The German government’s reaction to newly elected French President François
Hollande’s call for more growth-oriented policies was to say that there should be no
change in the eurozone’s austerity programmes. Rather, growth-supporting
measures, such as more lending by the European Investment Bank or issuance of
jointly guaranteed project bonds to finance specific investments, could be ‘added’
to these programmes.
Many inside and outside of Germany declare that both austerity and more growth
are needed, and that more emphasis on growth does not mean any decrease in
austerity. The drama of the ongoing Eurozone crisis has focused attention on
Europe, but how the austerity-growth debate plays out there is more broadly
relevant, including for the United States.
Three essential points need to be established. First, in a situation of widespread
unemployment and excess capacity, short-run output is determined primarily by
demand, not supply. In the Eurozone’s member countries, only fiscal policy is
possible at the national level, because the European Central Bank controls
monetary policy. So, yes, more immediate growth does require slower reduction in
fiscal deficits.
The only counterargument is that slower fiscal adjustment would further reduce
confidence and thereby defeat the purpose by resulting in lower private spending.
This might be true if a country were to declare that it was basically giving up on
fiscal consolidation plans and the international support associated with it, but it is
highly unlikely if a country decides to lengthen the period of fiscal adjustment in
consultation with supporting institutions such as the International Monetary Fund.
Indeed, the IMF explicitly recommended slower fiscal consolidation for Spain in its
2012 World Economic Outlook.
Without greater short-term support for effective demand, many countries in crisis
could face a downward spiral of spending cuts, reduced output, higher
unemployment, and even greater deficits, owing to an increase in safety-net
expenditures and a decline in tax revenues associated with falling output and
employment.
Second, it is possible, though not easy, to choose fiscal-consolidation packages
that are more growth-friendly than others. There is the obvious distinction between
investment spending and current expenditure, which Italian Prime Minister Mario
Monti has emphasised. The former, if well designed, can lay the foundations for
longer-term growth.
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There is also the distinction between government spending with high multiplier
effects, such as support to lower-income groups with a high propensity to spend,
and tax reductions for the rich, a substantial portion of which would likely be saved.
Last but not least, there are longer-term structural reforms, such as labour-market
reforms that increase flexibility without leading to large-scale lay-offs (a model
rather successfully implemented by Germany). Similarly, retirement and pension
reforms can increase long-term fiscal sustainability without generating social
conflict. A healthy older person may well appreciate part-time work if it comes with
flexibility. The task is to integrate such work into the overall functioning of the
labour market with the help of appropriate regulation and incentives.
Finally, particularly in Europe, where countries are closely linked by trade,
a coordinated strategy that allows more time for fiscal consolidation and formulates
growth-friendly policies would yield substantial benefits compared to individual
countries’ strategies, owing to positive spillovers (and avoidance of stigmatisation
of particular countries). There should be a European growth strategy, rather than
Spanish, Italian, or Irish strategies. Countries like Germany that are running a
current account surplus would also help themselves by helping to stimulate the
European economy as a whole.
Slower fiscal retrenchment, space for investment in government budgets, growthfriendly fiscal packages, and coordination of national policies with critical
contributions from surplus countries can go a long way in helping Europe to
overcome its crisis in the medium term. Unfortunately, Greece has become a
special case, one that requires focused and specific treatment, most probably
involving another round of public debt forgiveness.
But insufficient and sometimes counterproductive actions, coupled with panic and
overreaction in financial markets, have brought some countries, such as Spain,
which is a fundamentally solvent and strong economy, to the edge of the precipice,
and with it the whole Eurozone. In the immediate short run, nothing makes sense,
not even a perfectly good public investment project, or recapitalisation of a bank, if
the government has to borrow at interest rates of 6% or more to finance it.
These interest rates must be brought down through ECB purchases of government
bonds on the secondary market until low enough announced target levels for
borrowing costs are reached, and/or by the use of European Stability Mechanism
resources. The best solution would be to reinforce the effectiveness of both
channels by using both – and by doing so immediately.
Such an approach would provide the breathing space needed to restore confidence
and implement reforms in an atmosphere of moderate optimism rather than despair.
The risk of inaction or inappropriate action has reached enormous proportions.
No catastrophic earthquake or tsunami has destroyed southern Europe’s productive
capacity. What we are witnessing – and what is now affecting the whole world – is
a man-made disaster that can be stopped and reversed by a coordinated policy
response.
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Kemal Derviş, a former Economic Minister of Turkey, administrator of the United
Nations Development Program (UNDP), and vice president of the World Bank, is
currently vice president of the Brookings Institution.
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How Environmental Policy Can
Drive Growth
By Michael Jacobs
Over the past four years the concept of ‘green growth’ has burst onto the
international policy scene. A term rarely heard before 2008, it now occupies a
prominent position in the international policy discourse. The last two G20 summits
declared their support for this goal. The World Bank, the OECD and the UN
Environment Programme are all now committed to it. A new body, the Global Green
Growth Institute has been created to advise governments on its implementation. A
whole panoply of green growth networks, forums and ‘knowledge platforms’ has
sprung up.
Why? After all, the core meaning of the concept of green growth – a path of
economic growth in which the environment is protected, not degraded – is not
new. The same idea lay at the heart of the discourse of ‘sustainable development’,
which after its original appearance in the 1987 Brundtland Report and 1992 Rio
Earth Summit became the dominant discourse of environmental policy making.
The answer is that the concept of sustainable development has had decreasing
traction over recent years. Following the 2008 financial crash, governments have
been focused almost entirely on boosting economic growth; in this context, any
policy which did not contribute to that goal was downgraded in influence. The
discourse of climate change policy looked particularly unattractive: It referred to
the global ‘burden’ of emissions reductions and seemed to present policy-makers
with a lot of present economic costs and only distant future benefit.
By contrast green growth speaks directly to the economic priority of governments.
It makes a bold claim: So far from being a drag on growth, environmental policy can
actually help drive it. It is a controversial assertion. But it is justified by its
proponents through three different kinds of economic theory and evidence.
The core argument for green growth is based on standard growth theory. Output
rises when the factors of production (labour, technology and resources) increase in
size or productivity. The natural environment is also a factor of production, but
because it is largely provided by nature for free, it is subject to market failure.
Natural resources tend to be over-exploited, ecosystems degraded and wastes
produced inefficiently. If these systematic market failures were corrected, it is
argued, growth might be higher. In developing countries, both UNEP and the World
Bank have provided impressive evidence that conservation and enhancement of
natural capital (such as soil quality, fisheries and forests) can not only raise
productivity and generate growth, but also reduce poverty.
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In developed countries the green growth focus is on the way in which
environmental policies, as well as tackling environmental costs, can address other
market failures which inhibit growth. Well-designed environmental policies can
improve the efficiency of energy and resource use; increase investment in
productivity-improving activities such as R&D and the creation of economic
networks between firms, generate co-benefits such as health improvements, and
improve the efficiency of the tax system through the use of environmental taxes. In
all these ways, environmental policy can move the economy closer to an optimal
growth path.
If this is the basic theory of green growth, its most immediate application has been
a Keynesian one. In the present slump, the green Keynesians argue, governments
should sustain aggregate demand through public expenditure. This does not have to
be green, but the huge employment opportunities available in fields such as clean
energy, water quality improvement and public transport make a ‘green stimulus’ an
obvious focus. Indeed, almost all countries which introduced fiscal stimulus
packages in 2008-09 included within them significant green programmes of these
kinds.
Today most of these stimulus packages have been removed, and in Europe they
have been replaced with austerity. But this has merely given advocates of green
growth further ammunition. In the UK and the EU they highlight the opportunity to
stimulate growth now through investment in low carbon energy and energy
efficient infrastructure, thereby generating both short-term employment and longterm productivity improvement. With UK interest rates at record lows, and the
chance for the European Investment Bank to issue EU bonds backed by the
European Central Bank, green growth proponents point out that this is precisely the
time that such investment should be made.
The third kind of green growth argument takes a more structural view.
Environmental policy creates innovation. It forces the development of new
environmental technologies and services. With 28 million people now employed in
the global environmental industries sector, this has led some green growth
advocates to predict that such innovation could drive a ‘third industrial
revolution’ in the same way as previous technological advances such as the internal
combustion engine and ICT did in the past. Environmental and resource efficiency
could then become the motor of a new ‘long wave’ of economic growth. But –
other advocates warn – this may only happen if governments adopt the role of an
‘entrepreneurial state’ to guide investment into the necessary innovations and
infrastructure.
These arguments are now being played out in the corridors and journals of economic
policy-making. But it is not just theory: The environmental industries sector is
beginning to lobby for environmental policy around the green growth argument. And
on the other side the fossil fuel and resource-intensive industries are seeking to
diminish their claims. The battle for green growth is just beginning.
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Michael Jacobs is visiting professor at the Grantham Research Institute on Climate
Change and the Environment at the London School of Economics and a former
special adviser to British Prime Minister Gordon Brown.
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III. Finance And Investment

Combine EU Budget And EIB
Activities For Growth And Jobs
By Matthias Kollatz-Ahnen
Since the large recession some 84 years ago in the 20th century it has been known
that strategies to overcome a deep crisis need three pillars: (i) to restore confidence
in the financial sector, (ii) to do budget cuts notably in sectors where they can
result in gains in productivity and efficiency of the economy and (iii) to boost
investments (public and private), but those with strong economic viability, either on
a short or on a long term. Looking at Europe today, one can find a clear focus on the
second pillar, some action on the first, but close to zero on the third – and the
wrong believe that growth will come automatically and rapidly. In the view of the
author a vicious downward spiral seems more likely – as visible in Spain. But now
the opportunity is there to go for a concrete, feasible and cost effective way of
action for growth by utilising two existing instruments, the partly unspent and not
optimally geared EU budget and the European Investment Bank (EIB).
One specific way of significantly stimulating European growth would be to expand
in a major way lending by the EIB within Europe so that it could finance increased
investment, especially but not only in the countries suffering most from the crisis.
By boosting investment to help restructure those economies with viable projects
and make them more competitive, a positive medium term supply effect could be
generated; in the short term investment would also contribute to expanding
aggregate demand in all European countries, boosting growth and employment.
One crucial advantage of this proposal is that with fairly limited public resources, a
very large impact on investment, growth and employment can be achieved due to
the benefits of leverage. A second major advantage is that, as an existing successful
European institution – the EIB – can be used immediately. New measures can be
quickly implemented.
There are two promising paths to use limited public resources to achieve important
multiplier effects. The first is to achieve leverage with the EU budget. A very small
amount (as proportion of the EU budget), equal to €5bn a year, could be allocated
as a risk buffer. This would allow the EIB to lend an additional €10bn annually both
for financing infrastructure projects (project bonds) as well as projects to promote
innovation. The project bonds would imply that 25% of the project would be
advanced by a private investor, the EIB would finance the next 25%, with a
mezzanine tranche, the remainder would be invested by pension funds and
insurance companies. Regarding the mezzanine tranche, the EU contribution would
finance half the risk assumed by the EIB. Thus, €5bn from the EU budget – leading
to financing by the EIB of €10bn – would lead to project finance of €40bn annually.
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The second path is to increase EIB capital by EU member states. Only a very small
proportion of capital, (5%) has to be paid-in. Therefore if this paid-in capital is
doubled, it would require only a total of €11.bn from EU Member States. Rating
agencies accept a leverage of eight for the EIB to maintain its AAA status.
Therefore, an increase of paid-in equity of around €12bn would allow the EIB to
expand its lending by €95bn, which is an impressive multiplier. If this additional EIB
lending was spread over the next four years, additional €10bn could be lent in 2012,
€35bn additional lending could be done in 2013, and €35bn could be lent annually
in both 2014 and 2015. Because typically the EIB co-finances 50% of projects, with
private sector or others contributing the other 50%, this would result in additional
investment of €190bn.
To this programme of significantly enhanced EIB lending should be added some
additional resources from the EU budget, to an important extent drawing from
existing unused European Structural Funds – and to reallocate wherever possible
funds to economically viable projects or SME finance for prefinancing orders.
Further funds could be easily allocated to growth from the new EU budget from
2014 onwards of about €25bn annually.
In total the additional EIB and EU resources allocated to growth could reach €35bn
in 2012 and rise to €60bn annually in the 2013-2015 period. The resources for
2013-2015 would correspond to around 0.5% of EU annual GDP. As they would be
allocated to finance increased investment and working capital, the latter for small
and medium enterprises, this would have a major impact on EU growth and
employment. It is interesting that these resources, with a total dimension of almost
2% of EU GDP would be similar, though somewhat smaller, to those of the Marshall
Plan after World War II. Hopefully they would also contribute to a significant
reinstatement of dynamic growth in Europe.
After having discussed the shape and the feasibility of the programme Professor
Stephany Griffith-Jones from the European Initiative for Policy Dialogue and Lars
Andersen from the Danish Economic Council of the Labour Movement have
estimated the impact that such a programme could have on EU growth and
employment in 2013 and 2014 with the help of the international macroeconomic
model HEIMDAL. They use conservative assumptions for impact on investment of
half of the additional EIB and EU resources in 2013 and 2/3 in 2014. They also
assume the most affected countries (such as Greece, Portugal, Spain, and Italy)
would receive the greater part of the resources.
The modelling shows that such a programme would result in a minimum additional
increase of average EU GDP of almost 0.6% in two years. Furthermore, more than
half a million jobs would already be created in 2013, with accumulated additional
EU job increases of over 1.2 million by 2014. The Southern European economies
would have larger percentage increases than the average, though all EU countries
would benefit due to the important cumulative effects of not just of increased
investment at home but also of increased European trade.
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This impact analysis doesn’t include effects of increased EIB lending, via
intermediated banks to provide much needed working capital to credit-constrained
small and medium enterprises, which will stabilise or increase employment in the
same order of magnitude in a range of another 1 to 1.5 million jobs. Last but not
least growing confidence will result in increasing private investments which are not
included here either.
It is urgent to act now and lay the foundations for European growth and job
creation!
Matthias Kollatz-Ahnen is former senior vice president of the European
Investment Bank (EIB) and now a senior expert at PwC Germany.
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Growth Through Trade: What
An Export Promotion
Instrument Can Do
By Andreas Klasen
The opening up of trade in a multilateral trading system has provided one of the
major pillars for economic growth enjoyed by developed countries in the last
century. Although emerging countries were latecomers to international trade, they
too have significantly benefited from trade liberalisation. Export oriented economies
have advantages from improved allocation of scarce resources, greater economies
of scale, know-how sharing as well as innovation. Countries like Brazil and India
developed competitive export industries and have been rewarded with impressive
economic growth. Generating growth through trade has also been a central pillar in
the policy strategy of many Western economies. As a result, merchandised trade in
the European Union, for example, has more than doubled from around GBP 1,600bn
to GBP 3,350bn between 2000 and 2010.
Challenges in a competitive global environment
During and after the 2008-9 financial crisis, international trade played a crucial role
in strengthening the global economic recovery as a non-debt creating source of
growth. Governments around the world responded quickly by introducing large
fiscal stimulus packages and monetary easing to bring back confidence in financial
markets, create growth and secure jobs. They backed the financial system to boost
lending and have strengthened financial regulation as well as supervision to rebuild
trust. These funds included various measures for government export credit agencies
(ECAs) to expand their operations in order to help banking systems providing
liquidity and restore lending. Now, the global economy is again exposed to
significant threats. The financial and sovereign debt crisis in Europe remains the key
economic challenge. Finding and executing decisive as well as consistent policies
for solving the financial and sovereign debt crisis in Europe is crucial.
Government instruments as a contribution to economic growth
What is too seldom recognised is that focused policy programmes are a necessary
but insufficient condition for trade success. Governments need to create a
comprehensive ‘trade polity’, an institutional framework that provides a fertile
breeding ground, for trade to flourish. Innovative exporters and SMEs in particular
are dependent on such a support framework. Given exporters’ critical role for
employment and as drivers of innovation, export promotion instruments are a
substantial factor for economic success.
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The role of export credit agencies
Exporters frequently require insurance cover for risks linked to export transactions.
Typically, these risks arise from non-payment for political or commercial reasons.
Political causes of loss can be the lack of hard currency in the buyer’s country or,
for example, wars, civil unrest or a payment moratorium imposed by a government.
Commercial risks include payment defaults by the customer or insolvency leading
to temporarily uncollectible receivables or full write-offs. As export credit coverage
available from private insurance companies is sometimes restricted, export
transactions can often only be realised on the basis of governmental support.
Export credit agencies are regarded as an insurer of last resort. They step into the
breach when private insurers do not offer sufficient cover. ECAs are official or
quasi-official branches of their governments and as such form an integral part of
national governments’ industry, trade promotion and foreign aid strategies. They
pursue their aims by providing export credit insurance facilities of privately financed
transactions through direct lending or pure cover support. Collectively, ECAs
account for the world’s largest source of government financing for private sector
industries: Together with investment and private credit insurers, they have covered
more than GBP 1.2 trillion of global trade in 2011, a record amount of more than 10
per cent of international trade.
Continuous support and level playing field for national exporters
In order to foster growth through trade, export credit agencies have to provide
sufficient insurance facilities in the future. They have to confirm their strong
commitment to remain reliable partners for exporters and financing banks where
the private market fails to supply sufficient financing and insurance. Governments
will continue to be important players for world trade flows due to the continued
shortage and high costs of export finance. Furthermore, it is of crucial importance
that exports credit agencies are reliable in the future focusing on new or amended
products as well as a further development of cover and country policies. The ECA
offer must stay flexible, and export credit agencies have to liberalise rules for
eligibility of non-domestic content. They also have to include aspects of foreign,
developmental or structural policy. In addition, common rules for export credit
agencies have to be developed further without regulation in excess endangering
growth through trade. This includes an integration of the BRIC economies as well as
other developing countries to implement global standards and create a level playing
field for exporters around the world.
Conclusion
Export credit agencies have to act counter-cyclically and prove their capability as
an effective instrument against market failure. The footprint of government support
in trade finance continues. It is important for governments to realise that policy
initiatives work best when embedded in a permanent framework that focuses on
important sectors of the economy. Enhancing trade polities is not the only
necessary measure to bring economies back onto the growth path. But given the
importance of trade in the economic strategies of many governments and given the
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fiscal neutrality of export credit agencies, they can make a significant contribution
to growth in challenging circumstances.
Andreas Klasen is a partner with PwC in Germany and leads its economics and
policy practice. He is managing director of Euler Hermes/PwC, the consortium
responsible for management of the German export credit agency on behalf of the
federal government. Furthermore, he regularly acts as a government advisor for
foreign trade, economic promotion and industry policy.
!
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Saving Does Not Finance
Investment
By Fabian Lindner
Why do neoclassical economists want the budget to be balanced and people to
save more? Because they believe that saving finances investment. They believe
that in order to finance investment, somebody has to have saved beforehand. This
might sound intuitive, but it is one of the biggest (and unfortunately oldest)
fallacies in economics. Saving never finances anything – money and credit do; and
nobody has to save for anybody else to have credit and thus to invest.
According to the ‘saving-finances-investment’-theory (often called the loanable
funds theory), households have to save first, i.e. bring their money to the bank, so
that firms can borrow and invest – as long as government deficits have not taken
away the precious savings from firms. From this it follows that more household
saving and lower government deficits are the best way to promote investment:
More saving leads to a higher supply of credit and thus more investment. Zero
government deficits avoid crowding out private investment. And so if investment is
not high enough, both households and the government should save more by cutting
their spending and thus allow banks to increase credit.
Credit in the real world – a simple booking procedure
At first sight, the theory seems to be intuitively appealing. But once you look how
credit is actually created in the real world, the theory quickly becomes utter
nonsense. Nobody has to save before a credit can be created. A bank (either a
commercial bank or the central bank) creates credit and money out of thin air by a
stroke on a computer keyboard: A bank creates a deposit for its debtor which the
debtor can withdraw to pay for something. Later on, the debtor has to repay his
debt – if he can’t, the bank has a problem. Giving credit is a simple booking
procedure. No bank has ever denied a credit to a potential borrower because of a
lack of prior saving.
But if banks can create money out of thin air, why do they need deposits? Banks
create bank money, but not central bank money – which only the central bank can
do. But central bank money – coins, banknotes, and deposits at the central bank –
is what people need to make payments. So banks somehow have to get hold of
central bank money either directly from the central bank, from other banks via the
interbank market or via deposits.
But if banks want to get money from depositors, this does not necessitate in any
way that depositors save. Money does not disappear when it is spent and not saved
– it is not ‘used up’ by government deficits or investment. If everybody always
!

38!

spent all of their income and not save at all, the money would not disappear but
flow to firms and back to households: It is transferred from the customer’s bank
account to the firm’s bank account; from the firm’s bank account in the form of
wages and interest to the household’s bank account and so on. The money is not
lost at all to the banking system whatever it is spent on and whatever amount
people save. When people do not spend all of their income but save, this is money
that the business sector does not get in the form of sales.
In general, as long as people keep their money in the banks – whatever their
amount of saving – the banking system has no problem refinancing itself with
deposits. And if people were less willing to keep their money in the bank (which
today happens for instance in Europe’s crisis countries), banks can refinance
themselves at the central bank. So, no saving has to take place either for deposits
to be a source of bank credit or for credit to be created.
Financial saving is a zero-sum game
Anybody with sufficient collateral who wants to finance a physical investment
(produce or buy a machine or a house) can get this credit, use the money so
obtained and invest (with the caveat that banking regulation can of course restrict
credit creation, but again, this has nothing to do with saving). Most adherents of
the view that saving finances investment seem not to know that investment itself
is saving. Normally, we tend to identify saving with financial saving – i.e. to have
more money, more bonds or more equity. However, accountants have defined
saving as increases in all kinds of wealth, both financial and non-financial.
While the production of new capital goods always increases saving in an economy,
financial saving is a zero-sum game. One can only increase net financial assets
(financial assets minus financial liabilities) by spending less than one earns. The
problem is that your spending is my earning. So if anybody cuts his spending to
increase his net financial assets, somebody else will see his earnings cut by the
same amount – and thus his ability to save money. Since earning and spending are
necessarily equal in the whole economy, the whole economy cannot save
financially – net financial assets are zero in the aggregate.
On the other hand, investment creates spending – if a firm builds new machines
and houses, it spends money on wages which are income for wage earners; firms
that buy machines and households that buy houses spend money – which sellers
earn. In contrast to financial saving, increasing production of physical capital goods
– investment – is not a zero-sum game.
The paradox of thrift
So what would really happen if people saved more money believing that this leads
to a better availability of credit and more investment? Since households mostly
spend their money on goods sold by firms, cutting spending in order to increase
saving automatically reduces firms’ revenues. Will that incite firms to build more
machines?
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This seems unlikely. Even if they take out more debts when they see their revenues
fall, they would probably not use it to increase their investment. If they opted to
continue spending the same amount of money on their employees which they did
before households had cut their spending in order to save, they would have to
borrow the money which they had earned before by their sales.
But is it likely that they will take out more credit when they see their earnings fall?
That depends on their expectations of future household spending. If households
firmly believe in the loanable funds theory, they will try to keep their saving up in
the long-term – and in consequence firms’ revenues will be permanently reduced. If
firms still kept up their former level of spending, their higher credits would lead to
higher interest commitments in the future. Thus, rational businesspeople are more
likely to cut spending themselves than to increase future spending by taking out
new credits. What kind of spending are they likely to cut? Probably they will reduce
the wage bill by either reducing wages or firing people. Unfortunately, those are the
private households’ revenues, out of which households had planned to save.
Thus, if firms reduced their payrolls households would have shot themselves in the
foot with their decision to save: They wanted to save but what they actually
achieved is to cut their own revenues. If they then again reduced their
expenditures, firmly believing in the merits of thrift, firms would again face lower
revenues etc.
This is the paradox of thrift: Households’ plans to save more leads to a decrease in
aggregate revenues and expenditures – and no financial saving has actually taken
place. Since firms are also likely to cut back their investment, overall saving will
have fallen. The government could of course counteract the whole process by
spending more where households spend less – but if the government also believes
in the loanable funds theory, it will cut spending itself and consequently the private
sector’s revenues – welcome in recession-land. Or rather: Welcome in euro land.
Those are the economic costs if people who firmly believe in the ‘saving finances
investment’ rule. This is not just theory, the fallacies of the loanable funds theory
are what makes millions of unemployed in the Eurozone suffer every day. Economic
theory has real world consequences – sometimes for the better, often for the
worse.
Fabian Lindner is an economist working at the Macroeconomic Policy Institute
(IMK) of the Hans-Böckler-Stiftung. He studied in Germany and France and holds
master degrees in political science and economics.
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Why Investment Must Be
Socialised
By George Irvin
Today’s social democrats are frightened by the notion of state-led investment.
Keynes famously argued in the General Theory that maintaining long term growth
meant that the investment function must be largely – in his words ‘somewhat
comprehensively’ – taken over by the state. Indeed, he thought the state should
directly or indirectly control two-thirds to three-quarters of gross fixed capital
formation. If Keynes fell out of fashion in the 1970s, today, Keynes has been
disinterred largely because of his views of escaping depression through fiscal pumppriming. But it is of crucial importance to recall his longer-term views on
investment for three reasons.
First, his work explicitly rejects the still-influential view that savings precedes
investment, and thus that public investment ‘crowds out’ the private sector and we
must ‘shrink the state’ — a view equally prevalent today in Brussels and Frankfurt
as it appears to be in Whitehall. Secondly, as most of the world’s scientific experts
keep reminding us, without significant and co-ordinated state effort to prevent it,
climate change will soon have irreversible and disastrous consequences on our
planet. And most recently, the eminent US economist Robert J. Gordon has
provided a new line or argument: The innovation cycle of the past 250 years has
lost much of its force, so there will be less investment spin-off and fewer jobs in
future.
The first two arguments are reasonably well known so I leave them to one side and
concentrate on the third. Gordon argues that there is no reason to believe future
growth under a free-market regime is guaranteed as has commonly been assumed
by succeeding generations of economists. Indeed, per capita income growth may be
a one-time phenomenon confined to the short historical period 1750-2050. He
posits that three main periods of innovation and growth can be identified:
‘industrial revolutions (IRs) 1, 2 and 3’. The first brought us steam and the railways
from 1750 to 1830; the second is associated with electricity, petroleum, running
water, indoor toilets, communications, and entertainment, and lasted roughly from
1870 to 1900; the current phase, roughly from 1960 to the present (IR 3), is
characterised by such innovations as computers, the web and mobile phones.
What’s the point? Well simply that productivity growth has been falling off because
the current phase has had far fewer growth-enhancing spin-offs than the previous
phase. IR 2 was more important than the others and was largely responsible for 80
years of relatively rapid productivity growth between 1890 and 1972. In Gordon’s
words:
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‘Once the spin-off inventions from IR #2 (airplanes, air conditioning, interstate
highways) had run their course, productivity growth during 1972-96 was much slower
than before. In contrast, IR #3 created only a short-lived growth revival between
1996 and 2004. Many of the original and spin-off inventions of IR #2 could happen
only once – urbanisation, transportation speed, the freedom of women from the
drudgery of carrying tons of water per year, and the role of central heating and air
conditioning in achieving a year-round constant temperature.’
He hypothesises six factors as ‘subtracting from’ (or lowering) the 1.8% real average
annual growth rate experienced in the USA over the period 1987-2007:
demography, education, inequality, globalisation, energy/environment, and the
overhang of consumer and government debt.
Demography means that the population is ageing and the dependency ratio
increasing; educational standards in the US have declined, while inequality has
grown significantly with serious social costs; globalisation has contributed to
lowering US real wages and thus aggregate demand; the cost of failing to produce
‘greener’ energy/environment is rising; and the debt overhang arguably makes debts
fuelled private and/or public growth more difficult. The whole argument can be
summarised in a single diagram:

Robert Gordon is the first to admit that the argument is deliberately provocative
and that per capita income growth of 0.2% per annum takes us back to the
centuries preceding the industrial revolution.
He is quite right to be pessimistic; even were real per capita growth four to five
times faster than he predicts (0.8-1% per annum), it would still only be half the
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1987-2007 level. Crucially, were the benefits of growth over the coming 30 years to
be distributed in the same way as since 1987, for the ‘bottom’ 99% the real wage
remain stagnant and the gap between the ‘haves and have-nots’ would growth
explosively. Some progressive types will argue that we don’t want growth. But this
begs the question – admirably posed by Joseph Stiglitz – of redefining the social
‘benefits’ and ‘costs’ which make up Gross National Product (GNP).
The US blogger and ex-advisor to Ronald Reagan, David R. Henderson, says that
Gordon is wrong for two key reasons – broadly echoed by the US Republican right.
Firstly, ‘even in his worst case that the bottom 99 per cent get per capita growth of
only 0.2 percentage points annually, that would understate, and possibly
understate by a lot, the growth in well-being.’ This is simply not true – there is
plenty of evidence that the implied growth of inequality would have serious social
costs. Secondly, Henderson says that IR 3 (the internet) has so revolutionised
knowledge diffusion that we can expect the rate of innovation to increase, not
decrease. He cites the Chicago economics Professor John Cochrane in support who
himself cites the doyen of free-market ideologues, Robert Lucas.
This takes us straight back to Keynes’s capitalists. What sort of innovation do we
want in current circumstances and by whom will it be carried out? There are plenty
of innovations out there waiting to be invested in, particularly in the realm of public
goods. The US (indeed the rest of the world) could greatly boost demand by
rebuilding social infrastructure and ‘greening’ energy supplies. But as long as
investment is driven predominantly by the private sector and ignores public goods –
as long as social democrats think ‘freedom’ means remaining dependent on
capitalists’ ‘animal spirits’ – we shall not see the sort of growth required.
George Irvin is a research professor at the University of London (SOAS) and author
of 'Super Rich: the Growth of Inequality in Britain and the United States',
Cambridge, Polity Press, 2008.
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IV. The Euro Crisis & Growth

Towards A European Growth
Agenda?
Interview with Paul De Grauwe (5th June 2012)

Social Europe Journal:
Europe is discussing a new growth agenda. Where do you see the discussion?

Paul De Grauwe:
There is a lot of confusion, I think, in Europe, about growth. People confuse the
long-term growth of countries – the long-term growth trends of countries – and
the business cycle movements today. We observe the collapse of demand in a
number of countries that affects everybody and will also affect Germany. That has
nothing to do with growth, I mean, this is just demand that is collapsing. So the
immediate issue is how do you prevent such a collapse of demand in a number of
countries from taking over the whole Eurozone? That should not be tackled by
structural reforms, which has nothing to do with it. We really have to manage the
economy in terms of stabilising the economy.
So there is an issue of stabilising the economy which is very different from the
long-term growth potential. So the immediate priority is how to make sure that we
stabilise the economy. That can only be done by having more aggregate demand in
the system. In the north of Europe, we need the willingness to spend more, that’s
one important thing, and that can have quick effects. I mean you don’t have to wait
very long to do that. You can reduce taxes in Germany, for example, or governments
can start spending more for certain items.
The German government has now, for three year bonds, a zero interest rate; 10
years, 1.5%. So the German government gets money almost for free. Why is it
waiting? It’s incredible that here you have a government that can get money almost
for free, and it’s still traumatised; fearful. That is difficult to understand for
outsiders. I know, of course, the German mindset. Debt is in German Schuld; which
has these two meanings: the financial, but also the moral dimension. Like in Dutch
too - I’m a Dutch-speaker. So I understand the mindset, but surely that should be
overcome. That is key in the short run.
Key, also, in the short run, is trying to stimulate investment. This can be done in
different ways. One is through the European Investment Bank and investment
projects, but let’s not forget that this kind of approach also takes time. You don’t
start investing today. I mean, if you decide ‘Yes, let’s have the European Investment
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Bank do a number of nice things’, well, before they start doing them, it’s a year or
two at least, while the problem is an immediate one. And that can only be
overcome by changing macroeconomic policies within the Eurozone. Some
countries need to increase spending and stimulate their economy, while others
have necessarily to retrench and go on with some austerity. So that, I think, is the
short run.
Now, growth, of course; yes, we have to do things to increase the growth potential
of Europe. But that is not an immediate, intense need. I mean of course we have to
do that, and some reforms have to be done. But as you said, I suspect a little bit
that some of these structural reforms have another hidden agenda, of destroying
social systems, and that is not necessary. Surely we have to do a number of things.
In a number of southern European countries, you have this duality in the labour
markets, where older people are fully protected. Young people, because of the full
protection of the older people, find it very difficult to enter.
So, I think, the most urgent problem is the unemployment of young people, which is
terribly, terribly high in countries like Spain and Italy. A whole generation of young
people have no prospects and that has to be changed, of course. There, yes, we
need structural reforms in the labour markets and I would fully support that. But
again, this will not do much today in terms of avoiding these deflationary
tendencies that exist in the Eurozone.

Social Europe Journal:
So investment projects are not a short-term solution?

Paul De Grauwe:
These are things that should be done, but let’s have no illusions about this. Each
time you start a new project, we cannot just decide: ‘Oh, let’s have a bridge here, in
the middle of nowhere.’ Yes, we can do that; let’s build a bridge here, immediately,
but that doesn’t make much sense. The Japanese have been doing a little bit of that
in the 1990s; bridges with no connections.
In fact, Keynes once said ‘Well, sometimes, you may want to do that.’ I mean in the
Great Depression, you even had this metaphor: ‘Well, let’s send people to dig holes’,
right? Then fill them again so they are working. I’m not sure we should go in that
direction. Certainly investment projects are necessary; they are good. But they will
take time, and they are not really solving our immediate problem today, which is
one of a deflationary tailspin that risks unravelling the whole system.

Social Europe Journal:
Are the fiscal compact and any new growth pact necessarily in conflict?
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Paul De Grauwe:
They can lead to conflicts, like today. If you apply this idea of the fiscal compact in
a situation like today, yes, this will be a conflict, because it leads to a pressure for
countries to move towards a balanced budget while they are in a recession. We
know from economic history that if you try to do that, that will make things worse.
So that would certainly be a bad idea; you cannot just have a fiscal compact and
then a so-called growth compact. I don’t believe in that; that will certainly conflict
at some point.
But another point that I want to make is that – and that may in a sense be
something positive, but cynically positive – a fiscal compact will just not work. I
mean, what it says is: Countries should aim at equilibrium in the structural budget,
right? But what is a structural budget? I know how to compute that, and I know
how difficult it is, and how easy it is to come up with any number. If these
governments hired me, and they want to have a structural surplus or a structural
deficit, I can give it to them. Because there is no set methodology; there are
different ways to do this.
It’s extremely sensitive. Let me give you a practical example. Today, you look at the
business cycle in a number of countries. So economic activity has gone down; it’s
going down like this. Then you say ‘Ah, but what is going to happen in the future?’
Will we go back to the line, the trend line? Or is this a structural break? We don’t
know. We will only know in the future, but today we don’t know. As a result, it’s
extremely sensitive to the hypothesis you make about the end point. If you are not
careful, you can really produce totally different numbers. In fact, we see it when
you look at these numbers, structural budget numbers, that are computed by the
OECD. Well, they are revised every year, and these can jump from minus to plus.
It’s extremely volatile. In fact, the paradox is that the numbers of structural
budgets are more volatile than the headline budget deficits or surpluses. These
numbers are more stable. So how can you have something – a purely theoretical
concept that is extremely volatile - guiding economic policies and budgeting
policies? This just won’t work. So in other words, maybe it’s good that it will not
work.
Paul De Grauwe is the John Paulson Chair in European political economy at the
LSE’s European Institute. Prior to joining the London School of Economics and
Political Science, he was professor of international economics at the University of
Leuven, Belgium. He was also a member of the Belgian parliament from 1991 to
2003.
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European Fiscal Policy And
Growth
Interview with Robert Skidelsky (7th June 2012)

Social Europe Journal:
Do you see a conflict between the fiscal compact and the planned growth agenda?

Robert Skidelsky:
This fiscal compact is in conflict with any growth policy, this particular fiscal
compact. You could imagine a fiscal constitution which distinguishes between
current spending and capital spending, and which insists that current spending be
paid for out of taxes, and that you can borrow for capital spending. Not just in
emergencies, but as a normal thing.
If you accept that as a fiscal compact, that is of course compatible with a growth
policy, because it gives a permanent investment role for a government, which could
be expanded if the private sector shows a lack of animal spirits from time to time.
You’ve got something there in which growth and fiscal prudence can be combined
notionally. That could be made to work. If you really insist that budgets should
always be balanced annually, except maybe in one or two emergencies – which, by
the way, haven’t been specified – what you’re really saying is that the government
has no investment function in the economy at all.
That is an ideological position; it’s not one even Adam Smith would’ve accepted. It
is an extreme version of the theory that government spending is waste, and
therefore waste in terms of revenue. For the police force you can say, ‘Having a
police force isn’t entirely a waste, because it keeps crime down.’ You could say, ‘The
costs of crime would be greater than the upkeep of the police force.’ You could
make those sorts of calculations, but in what we normally think of as investment,
the government should have no role whatsoever.
I think that is an ideological agenda. I think that if you want a fiscal compact that is
also a growth compact, you’ve got to make the case for the state as part of the
investment process of any community.
There are some things that the private sector won’t do, under any circumstances.
There are some things that the private sector won’t do when we’re in a crisis, and
there are some things that our particular private sector, as it’s now functioning
dominated by short-term financial criteria, will not do.
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There’s some disconnect here. I have a feeling that perhaps at the back of it is the
idea, ‘Alright, the Germans can be trusted to do these things properly, but no-one
else can.’ Alright, because the Germans are prudent, they’ve got a mature attitude
to these matters, a long tradition of prudence, a fear of inflation, and all these kinds
of things, and the right institutional setups; they can do this. You can’t trust
Greece, or Spain, or these other countries to do it. They have to be kept under much
tighter discipline.
Also, some of these institutions probably wouldn’t be set up in Germany today. The
KFW, the European Investment Bank, these were things that were set up a long
time ago. Would a KFW be set up in Germany today, at this moment, if it didn’t
exist? I doubt if the ideological climate would allow for it. Maybe the SPD would be
advocating it.
The German attitude I find very, very strange, because – if I may perhaps go beyond
your question – the Germans always remember the hyperinflation of the early
1920’s. Their whole polity is really built around avoiding anything like that again.
Why do they forget the depression of 1929-1932, the political result of which was
much more disastrous than the hyperinflation of the early 1920s? Why do they
have this sort of biased historical memory? I find that a failure of German economic
history, or political history, or some defect of the German sense of what went
wrong. I have no answer to this.
They ought to, because we’re seeing the beginnings of political extremism in
different parts of Europe, someone ought to just, on television, track the increase in
the share of the vote of the National Socialist Party, between 1928 and 1932. It’s
very, very clear. In the 1928 elections for the Reichstag, they had 2.6%; in 1930
they had 18%; in 1932 they had 37%. That’s when unemployment just went up and
up, and the economy shrank by 25%. Why don’t people actually build that into their
historical memory, as well as the hyperinflation?

Social Europe Journal:
Structural reforms are part of the growth agenda. Which reforms do you think are
necessary?

Robert Skidelsky:
I think structural reform, very necessary structural reform, is to regulate and
deemphasise the importance of the financial sector. I think that’s particularly true
in Britain; it may be true elsewhere as well. The financial sector has been the horse
driving the economy really, and it’s over-balanced. It’s been liberated from
regulation.
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I think important structural reforms need to be done in that area. Not to get us out
of the present crisis, but to minimise the chances of falling into another hole as
deep as the one we’ve fallen in. It was their fault really.
That sort of structural reform I would be very much in favour of. Of course I’m in
favour of steps to reduce corruption, to minimise waste wherever you can, and to
make labour markets more flexible, probably in some places where, again, they’ve
been much too rigid, to make retirement more flexible, all kinds of things that give
you your maximum possibilities that the supply-side reforms can do.
I wouldn’t then say, ‘A growth policy consists entirely of these measures,’ because
they’re all supply-side measures. They leave out the fact that there’s not enough
demand. If you don’t address the demand problem, these measures are not going to
be very successful on their own.
What’s more, you’ve got a much better chance of getting supply-side reforms
through if you have a buoyant economy, much better. Because then people are
more secure, they feel they can move around more easily. Now what happens if
they agree to various labour market reforms? The chances are they’ll lose their jobs
and that’ll be it.
I think you can get much greater cooperation for necessary supply-side reforms on
the basis of a buoyant, full-employment economy, than one that’s stagnating at 4%
below potential output.
I think I agree with Paul Krugman here. I think at the very, very minimum, you have
to replace the money you’re taking out of the economy, which is one or two per
cent of GDP every year. At the very, very least, you’ve got to replace that. I would
say, ‘You’ve got to do more than that,’ because that amount of investment between
2009 and 2010 only produced a very, very mediocre impulse. You’ve got to have a
stronger impulse than that, especially as the economy’s weaker than it was then.
Then how you do it? I think there are many, many possible ways. One shouldn’t be
dogmatic about this. The most straightforward way would be for the government to
increase its capital spending. There have been lots of programmes, in Britain at any
rate – and I know most about that – which have just been shelved. They were
ready, they could’ve been done. It doesn’t mean starting everything from scratch.
Often the argument is used, ‘They’ll take too long; they won’t have any immediate
effect.’ Some of them would have very, very quick effects. The recognition that they
were being done, that the government was committed to them, would actually
create a much more optimistic atmosphere. People would know that the demand
was coming along down the line, and they would start gearing up for it.
If you say, ‘The politics and the psychology will not allow any increase in the deficit
from what is being projected,’ then I would say, ‘Set up a separate institution, a
national investment bank.’ I think a national investment bank is a good idea
anyway. I don’t think the government should do all the capital spending that’s
necessary on its own.
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I think housing, there’s a shortage of housing. I think anything to do with transport
and uniting Europe with a railway system, this is the time to start doing these
things, when there are lots of unemployed resources around. Green technology you could start making buildings energy-efficient, spending money on that, public
buildings to start with. There’s a lot of work that needs to be done and can be done.
If you can’t think of anything better to do, then I would just say what Keynes said,
‘Pay a lot of people to dig up holes and fill them up again.’ Or bury bottles in the
ground with lots of Euros in them, and get people to dig them up. But we can think
of something better. If our imaginations are too weak to think of anything better,
then digging holes is still better than allowing this generation to go to waste.
Robert Skidelsky, a member of the British House of Lords, is professor emeritus of
political economy at Warwick University, author of a prize-winning biography of
John Maynard Keynes, and a board member of the Moscow School of Political
Studies.
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Austerity, Inequality And
European Growth
Interview with Gustav Horn (13th June 2013)

Social Europe Journal:
Thank you very much for talking to us about the growth project and the growth
agenda in the European Union.
It is now being proposed that alongside the fiscal compact, there should be a
growth agenda. First of all, do you think this is a good idea or is it necessarily a
conflict? Sticking to the fiscal compact on the one hand, but wanting to add
growth on the other?

Gustav Horn:
Well basically there’s a conflict, because the austerity approach certainly is a course
which is a heavy burden for the economy. And now, if the burden is too heavy and
you give some growth impulses at the same time it’s like speeding up and slowing
down at the same time.
So I think we might have to take a decision and I think the decision has to start
with the austerity course. I think it’s much too harsh presently and it’s too heavy a
burden for the economies, they can’t cope with that. We see it very extremely in
the case of Greece. We also see it in Spain where the economy is falling down
rapidly. So we have to change this austerity course in the first place and then we
have to think about what we can do for growth specifically.

Social Europe Journal:
So you say the austerity course has to be changed and then you have to think about
growth. But if you think about how you can actually induce some growth in the
European Union, what kind of measures would you like to see in the short, mid and
long term?

Gustav Horn:
So if we’re talking about the medium and then long term approach, we certainly
should stimulate growth in the whole Euroarea, not just in the countries of crisis.
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I think we could think about a lot of infrastructure projects covering the whole area.
We have now only a national approach, to some extent. Let’s refer to transport, for
example, the railway system should be much more European oriented than it is
right now. Railway systems are national systems presently and there are only a few
railway paths which are on the European level, so we should extend that and heavy
investment is certainly necessary.
Energy, renewable energy could be brought into a European dimension. I mean
Spain, Greece and all these southern countries have a lot of sun, more sunshine
than Germany, so why is Germany producing so much solar energy and not these
countries? We can import that energy from there. This could also be a path of
development that could start growth in Europe, because it also requires a lot of
investment.

Social Europe Journal:
And in the short term what kind of measures would you like to see? Some of the
people we talked to said that basically even infrastructure investment and even
what you would call the shovel ready investment programmes will take time to
have a real impact, especially in the labour market. But the situation is in such a
dire state that you need really short-term, very short-term measures. What would
you like to see in the very short term?

Gustav Horn:
It is absolutely true that we are in a state of emergency as far as the European
currency area is concerned. So we need short-term emergency measures and all
these growth programmes would not affect the economy this year I would say. It
takes at least half or three quarters of a year until these impacts become really
effective in the economy. That’s simply too slow, so we must do something else.
First of all we should adjust the austerity course. We must relieve the burden for
these countries immediately, that’s step one. Step two, the ECB has to announce
that it restarts its public bond-buying programme in order to prevent panic in the
financial market. I mean we are on the brink of a bank run in Europe. They have seen
it already in Greece and so I think we have to put some fences up against it. The
only credible institution that can do this is the ECB and so we need these two
steps, relieve the austerity package, bring the ECB more into play. These are the
first two steps which are really necessary.

Social Europe Journal:
In the political discussion about the growth programme, there seems to be at least
one fault line emerging already, which is growth through investment and growth
through what is called structural reforms. But it seems to be quite important to
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make a clear distinction between what kind of structural reforms are necessary to
enhance the mid- to long-term growth potential and what is, maybe, only a thinly
disguised attack on social achievements. So in terms of structural reforms where
would you see what is necessary and what is not necessary?

Gustav Horn:
Well, structural reforms, by nature, are more long-term issues. So we should not
expect any quick fix by structural reforms. That’s the first thing to say on that.
Now we have to take indeed a closer look at that.
Most structural reforms are designed to cut back social security in a way. That’s
just the usual approach which is proposed by many people. On the other hand there
are sometimes very useful structural reforms; for example the wage bargaining
process in many countries is still in a way indexed to inflation, that is wrong,
certainly. That should be changed in a way. We need a bargaining process but we do
not need the bargaining process just on the firm level, we need a kind of aggregate
bargaining process in these countries in order to consider macroeconomic issues as
far as bargaining is concerned.
We also need an institutional reform on the Euroarea level. I mean the core of the
crisis is trade imbalances. We need an institution that deals with that, either by
implementing European transfers or automatic transfer mechanisms, what is not
wanted, especially by the German government. Or we have to set up an institution
that is surveying all the trade imbalances and pre-emptively gives some advice and
proposes measures for the countries concerned. So we have to set up a kind of
European Monetary Fund in analogy to the International Monetary Fund. This is also
a structural reform which could, in the future, help to stabilise growth.

Social Europe Journal:
The latest research seems to be showing, also from your institute, that inequality
has played a crucial role in the run up to the financial and economic woes we still
find ourselves in. Do you think doing something about inequality, that has been
increasing for decades now, is also one part of a necessary structural reform?

Gustav Horn:
Definitely. I mean this is really already a long-term issue, because we have seen in
history, economic history, that the build-up of inequalities is always very dangerous
for the economy. In the long run inequality destabilises financial markets and it
destabilises the whole economy. We have seen these developments in all major
western countries, with the notable exception of France, but in all other countries
high incomes rose at times dramatically. Medium incomes were stagnant more or
less and lower incomes even shrank over the last ten years.
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So we have to do something about that and how can you do something about that?
First of all it’s the wage bargaining process. We have seen that wages rose very,
very moderately, on average, in most countries given the productivity increases.
Secondly, we have to change something about taxes. The past ten years were
certainly years where tax relief was an issue. Tax relief especially for firms and for
rich people and certainly this cannot continue like that. It has to be reversed. They
have to increase taxes on high incomes and high wealth especially in order to
change the issue. I think we also have to tax stronger the financial markets, that in
many countries weren’t taxed at all, like in Germany. So I’m a strong supporter of a
financial transaction tax. I am certainly a supporter of a wealth tax and an
inheritance tax.

Social Europe Journal:
You just mentioned the financial transaction tax. I mean one part of the growth
discussion is also, because there is this difficult discourse about additional taxes,
that a new revenue raising activity, such as the financial transaction tax but also
other measures, should be considered. In terms of generating the capacity for
investment what kind of measures do you think are necessary? Is there still fiscal
room for manoeuvre in some places? Where do you see European Investment Bank
project bonds? Where do you see potential sources for investment revenue?

Gustav Horn:
Well, certainly all the measures I mentioned earlier. In the long term there could be
some, a big part, public investment financed by the revenues out of these taxes for
example. It should not increase the debt level now in the present situation, but it
could be financed by additional tax revenues. But decent public investments would
also trigger private investment, because if it is clear that we have a huge
investment strategy in the European transport system, private investors would
certainly step in if they can be sure that these projects will be continued and that
can only be effective. The same applies to energy, if we say ‘Let’s set up a European
approach to the increase of renewable energy.’ Then certainly people, private
people, will invest more in Spain, Greece and other countries to set up solar firms
there to produce this solar energy for example. Because it must be cheaper to
produce it there, and applying new technologies as Spanish firms do sometimes, but
certainly they produce this energy cheaper than is presently the case for example in
Germany.
So it’s a mixture of public investments which should come first and in due course
private investment will step in and certainly the sums from private investments will
be much higher than the public investment. So we should use the additional
revenue of additional taxes to finance these investments. At the same time these
higher taxes should be designed to reduce inequality in our society.
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Gustav Horn is professor of economics and scientific director of the
Macroeconomic Policy Institute of the Hans-Böckler-Stiftung in Germany.
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The Eurozone Crisis – A Global
Perspective
Interview with Danny Quah (6th June 2012)

Social Europe Journal:
What kind of impact would a breakup of the Eurozone have on the global economy?

Danny Quah:
Well, the disaster will be on the banking system and the financial system. There is
every risk that it will clog up the financial system in the worst way that people had
feared post Lehman. That would be a huge problem. In terms of the real economy,
what we should be worrying about is the spill over from this clogging up of credit
channels onto just the very daily business of engaging in trade and economic
activity.
I think that the world is showing some bright spots though. In East Asia, there has
been relative insulation from most of the troubles that we have seen in western
Europe or the United States. Growth there is relatively strong. Despite how
‘decoupling’ has become a bad word for the last decade or so, decoupling is what I
think we see a lot of in what is going on out there.
But decoupling happens in quite intricate ways. There is a sense in which Germany,
today, the European Union’s single most successful economy, has continued to
grow. It has continued to grow based on, well, among other things, the fact that its
export performance continues to be relatively strong. That is actually a bit of a
puzzle, because you think, ‘Well, who does Germany export to? Does it export to
the United States, the rest of the Eurozone? Both of these parts of the world are
mired in recession. How can its export performance continually be strong?’
But here is the surprise. In the last two years, Germany’s exports to developing Asia
have exceeded those to the United States. Germany’s exports to China alone are
already as large as what it exports to the United States today. So, that and the fact
that its productivity is strong, its people and its government have strong financial
reserves, in my view, makes Germany a successful economy today.
Interestingly, its success is built on very much the same characteristics as the
success of the Chinese economy: Strong export economy and strong balance sheets
overall, both in the government and the personal sector. I think it is these
characteristics that we need to try and think through as the world economy goes
forward.
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The age when, like in the United States consumption ran well ahead of personal
income, it was okay to run large deficits, it was okay to go hugely into debt, I think
those are characteristics of the global economy that we can no longer really get
along with.

Social Europe Journal:
So you think Germany is decoupling from the Eurozone?

Danny Quah:
Yes. It is a bit of a decoupling. The other interesting aspect here is that Germany
and China both have these characteristics. They both, in turn, have drawn criticism
from their global trading partners on accusations that they have both, in their
different ways, benefitted from an undervalued currency. These shared
characteristics are characteristics that in the main would be economically sensible,
but in the way that the global economy is now draw attention and they draw
negative criticism.

Social Europe Journal:
What kind of growth measures for the Eurozone do you think are needed?

Danny Quah:
I think, in the short term, we do need a monetary boost. I think we have come to
the end of examining how far we can get with austerity. But it has to be explicitly
short-term and limited, it has to kick start the economy. It has to build enough
credibility and confidence that the private sector can then take over.
Where does the private sector take over? The private sector, first of all, needs to
look at those parts of the world that currently show strong economic performance,
show strong demand. There is strong demand for education services, for high value
luxury goods, a strong demand for high precision engineering, that Germany
continues to excel at and that most of the rest of the world has left behind. So we
need a short-term boost, but then we need to get the private economy to kick in.

Social Europe Journal:
How would you finance growth measures?
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Danny Quah:
I think if circumstances were not so dire, and if we were not living through such
difficult times, I would be adverse to suggesting that a short, quick boost of
inflation can provide enough credit flowing through the western European
economy, through the transatlantic economy, to get things going again.
It is funny money, it is a boost of inflation. But it is just what we need to get things
going. It should me made explicitly short-term. It should be made explicitly with
the view to building credibility and confidence, to get through just the short term.
I am adverse to the idea of having a permanent structure like Eurobonds put in
place. It opens the door, I think, to the kinds of free riding moral hazard problems
that we have seen enough of in the last few decades. I think that is what we need
at this point. We need a short-term boost in aggregate demand and a short-term
boost in inflation. Then let’s get the real economy going.
Danny Quah is professor of economics at the London School of Economics and
Political Science.
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Eurozone Politics And Growth
Interview with Ha-Joon Chang (27th June 2012)

Social Europe Journal:
Do you think that the fiscal compact and a growth agenda are in conflict?

Ha-Joon Chang:
Well, I think as it is formulated at the moment the fiscal compact is really
incompatible with growth. I would probably understand it if they were designing
this in the middle of a boom. But we are in one of the biggest crisis of capitalism
and many countries have fiscal deficits running at 8%, 10%, 12% of their GDP. In
the extreme case of Ireland, with the bank bailout, their fiscal deficit was
something like 33% of GDP. And then you say, it has to be 3% (ore less) even in the
worst year.
Okay, I mean if you want some long-term budget balancing, I mean, this we can
still debate but that makes sense. But if you create this structure where you cannot
run fiscal deficits of more than 3% of your GDP, even in the deepest crisis, then you
are basically saying that you are not going to grow.
So, I think as it is formulated this is incompatible with growth. Because, yes and by
all means repay your government debt and try to have a more balanced budget. But
at this moment, without the extra demand that can only be created with
government spending, where are you going to get the growth from? I mean this
strategy that countries like the UK and the US have been using because they don’t
want to use fiscal deficits, the hope that flooding the system with liquidity through
so-called quantitative easing, this doesn’t create growth because all this money is
parked in bank balance sheets.
You need to get the money to places where the investment is needed. Jobs need to
be created and that kind of monetary policy cannot do that. So, if you have this
very ineffective monetary policy tool and if you constrain your fiscal policy space I
don’t see where the demand is going to come from. Because the private sector at
the moment is in a huge phase of deleveraging and accumulating cash, and trying
to get the balance sheets right. So, where’s that demand going to come from?

Social Europe Journal:
On the basis of national accounting principles, the fiscal compact cannot work for
all countries at the same time, right?
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Ha-Joon Chang:
No, this is the crazy thing. People still haven’t understood John Maynard Keynes,
what he was writing eighty years ago. People still find it extremely difficult to
understand his point that, ‘You’re spending is my income and my spending is your
income.’ David Cameron, a couple of years ago, embarrassed his economic advisors
by telling people to repay their debt. If everybody repays their debt then there will
be no demand.
The European countries are behaving as if everyone can have a surplus. Maybe we
can find another planet where they can run a permanent deficit, but it’s just not
possible. So, we need that recognition. This is a classic fallacy of composition, the
situation where one group of people is trying to secure their financial position by
saving more and not spending and so on. They’re actually, in the long run,
undermining their own positions as well because demand is falling.
I mean Germany is going to have this problem soon. So far Germans think that their
economy has done quite well. Unemployment is relatively low and even slightly
falling. ‘We are running a trade surplus, why should we change the way we run our
economy?’ But sooner or later all this negative growth in the Eurozone will feed
back into Germany and then the negative growth and financial crisis in Europe will
hit sentiments in other parts of the world. Eventually they’ll feed into Chinese
demand for BMWs and so on.
But unfortunately at that point it will be too late for Germany to change its course.
So, I think this is a critical point. I don’t think it’s too late yet. But unless you
change course in the next say, I don’t know, six months maybe nine months, then it
will hit Germany as well and then we are all going to sink together.
If demand in Europe falls it will feed into the Chinese economy and then they’ll
begin to buy less of the oil and minerals and wheat and soya and that will hit the
African countries and the Latin American countries, which have had quite a good
run in the last few years because of rising Chinese demand for their raw materials.
So, this will feed into everything.
At the moment we live in this totally interdependent world. So, what the German
government does or what the Greek government does has instant implications in
terms of the financial market. But in the long run these all feed into the global
production structure, global demand and so on.
For a while there was this fashionable view that the Chinese economy has
effectively delinked itself from the rest of the economy, but it’s not true. I mean
you are already beginning to see a significant slowdown in the Chinese economy,
because demand in the main export markets for China, namely the US and Europe is
sluggish.

Social Europe Journal:
What kind of measures are needed to get a grip on the Eurozone crisis?
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Ha-Joon Chang:
I think in the very short run, some kind of Eurobond is the most urgent solution. I
mean without that backing, okay you might somehow deal with Greece by kicking
it out or something, but when the problem is Spain, Portugal, Italy, how are you
going to solve that? So, unless you cauterise this now it’s going to fester and
become even bigger.
In fact if Europe had dealt with the Greek crisis when it first erupted in 2010 in a
decisive manner, probably we wouldn’t have reached this situation. You know the
Greek economy is 2%, not even 3% of the European economy. I mean can you
imagine, for example, the United States letting the whole country fall apart
economically because there is some fiscal problem in, I don’t know, Louisiana or
some small state? No. But the problem is that since there was no kind of backstop
people kept retreating and then you are in a situation where the whole thing might
unravel.
So, I think the most urgent solution is a combination of Eurobonds and intervention
by the European Central Bank. The problem is that the European Central Bank,
despite its name, is only a part-time central bank. Read all this theoretical and
historical literature about central banking: The whole point of central banking is
what some parts of financial markets called ‘the bazooka approach.’
You come in with such commitment that people don’t even think about beating
that and then that becomes a self-fulfilling prophecy. So, you create stability
simply by being determined to intervene without any limitation. But the ECB hasn’t
done that. Europe effectively doesn’t have a central bank. So, in the short run I
think Eurobonds and the European Central Bank becoming a real central bank is the
most urgent business. I think Mr Draghi is more open to that role than his
predecessor Mr Trichet. So, let’s hope something comes out of it.
But in the long run I don’t know. I mean unless the Eurozone countries really
become one country in the sense of sharing fiscal transfers and having more
freedom of labour - of course legally this exists already, but practically because of
language barriers and other things there isn’t enough labour mobility - so, unless
they really become one country I think having this single currency isn’t going to
work.
Because when you think about it, I mean, the US is also a very big and diverse
economy. The gap between, say, Massachusetts and the poorer parts of Mississippi
is probably bigger than the gap between the richest parts of Germany and the
poorest parts of Greece. Mississippi has third world levels of infant mortality and so
on. But still the US keeps together as a single country because it has a central
bank. It has a political commitment to hold it together as a unit and therefore a lot
of transfers happen. Without that having a single currency imposes deflation on
some parts and that eventually leads to political disintegration.
So, I think the Europeans have to make a decision: Whether they will say, ‘We made
a big mistake with the single currency. We were not ready. Let’s try to slowly wind
it down and let’s just be separate national economies working together.’ Or they
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could say, ‘Well, we are committed to this integration project and this currency
arrangement if it is to be sustained we also need further political integration.’
I think they have to make a choice. They had this ten-year period where they didn’t
make a choice either way and it kind of rolled along because of the financial
euphoria. But now it has become clear that they have to make a choice.

Social Europe Journal:
So the Eurozone crisis is more political than economic?

Ha-Joon Chang:
Yes, it is a political crisis because economically speaking Europe has much less of a
crisis than the United States. In 2011, the US fiscal deficit was something like 10%
or 11% of GDP. Europe as a whole had a deficit of nearer to 6%. So, it isn’t actually
an economic crisis in that sense. I mean many countries have easily survived a 6%
budget deficit for many years. Okay, if it becomes 35% like in Ireland then yes, you
are finished.
But Europe really doesn’t have such an economic crisis. It’s a political crisis in the
sense that you had this one relatively small area having a problem. Then, since you
do not believe that the rest of the economy is going to come to rescue it, you begin
to create all these financial vicious cycles because people lose confidence in their
economy. They begin to sell their assets, prices fall for those assets and then that
hits banks in Germany and France that both have those assets.
But it doesn’t have to be like that in purely economic terms because it’s not like
Europe as a whole doesn‘t have money. I mean it’s a political crisis essentially. They
are trying to have their cake and eat it at the same time. Unless you resolve this
political crisis you cannot use those growth promoting measures, because without
that political resettlement, if you like, the German voters are not going to agree
with more flexible fiscal rules in the other countries. I mean understandably.
But talking about growth measures without addressing that fundamental political
issue, I think it sounds nice but what can they do? I mean okay, a bit of money from
the European Investment Bank here, a bit of that easing of conditions there. But it’s
not going to change anything fundamental.
Ha-Joon Chang is an internationally acclaimed author and reader in economics at
Cambridge University.
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The Eurozone Crisis And
Growth
Interview with Clemens Fuest (10th July 2012)

Social Europe Journal:
How do you see the Eurozone crisis?

Clemens Fuest:
Well, I think there are two views of the Euro crisis. One view is that the Euro crisis
is basically a credit boom that went wrong. So when the Euro was introduced,
interest rates converged in Europe, and interest rates generally declined. So
basically this reflects that from the perspective of worldwide investors.
The periphery countries changed completely their nature as a location for
investment, and this created a massive capital flow to these countries. Some of
these countries experienced a boom in the real estate sector, and at the same time,
wages started to increase, prices started to increase, and this is all quite normal for
this kind of boom, when a lot of capital flows into the country.
However, unfortunately, in many of these countries, this gave rise to a boom, and
eventually a bubble, which at some point declines, when investors became nervous
about sustainability. A lot of capital was invested in the wrong place, so that now,
we have a debt crisis, and we have a crisis of competitiveness of these countries.
So, wages increased, prices increased, and a lot of jobs in the real estate sector, for
instance, or in government, where the government spent a lot of money, turned out
to be unsustainable, and now, this has to be addressed. So we have very high debt
levels in these countries. We have shattered investor confidence, and to that, of
course, the financial crisis following the Lehman collapse, added.
Now, this made things worse, but it didn’t cause the Euro crisis. I think the Euro
crisis started almost when the Euro was introduced. You know, the capital flows to
the periphery started at that time. Now, we have shattered confidence of investors,
but we also have underlying structural problems, and I think there are two views on
how this can be addressed.
There’s one view which stresses very much the investor confidence side, and argues
that if we create a huge bazooka - if we make enough money available - this can
restore investor confidence, bring down interest rates, and if that happens, things
will be okay. This is one view, and the opposing view is that we have underlying
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structural problems, and these structural problems are there, and if we give more
credit, if we bring down interest rates, these structural problems will not be solved,
and will still be there, so that the capital flows that caused the crisis will continue.
Eventually, more debt will be accumulated, and things will go seriously wrong.
So it seems that therapy in this crisis will have to address both the lack of investor
confidence and the issue of solving the underlying economic problems, bringing
down a crisis in the periphery, addressing issues of competitiveness, and just
combining these two things is very difficult, because to some extent, we face a
trade-off here.
If we now do provide a lot of money, and a lot of credit, for the crisis countries this
will at least in the short term address the investor confidence problem, and bring
down interest rates, but it could make the structural adjustment a lot slower, and
could make the structural problems worse. On the other hand, if investor
confidence collapses completely, we may just have another financial crisis with
severe consequences for the real economy, as has been demonstrated after the
Lehman collapse.
So I think debt crisis management will have to strike a very delicate balance
between these two objectives: Making sure that structural adjustment continues,
and at the same time, preventing investor confidence from collapsing completely.
I think that the structure of financial markets and the structure of the banking
system is one of the key factors that has been driving the crisis. I mean, the fact
that so much capital could flow to the periphery and be invested in highly risky
assets, that so much capital could be invested in the real estate sector, although
there have been concerns for some time that there might be a bubble; this is
related to the fact that bank regulation in many cases was insufficient; that banks
could incur enormous risks, could have almost no equity, and could finance these
capital flows.
I mean, it was probably rational for banks to engage in these investments, because
they knew they would have to be bailed out if something went wrong, and that’s
why what was really lacking was appropriate regulation in the sector, that would
have prevented these enormous operations with no equity underpinning them.

Social Europe Journal:
Do you think the necessary structural adjustments can be made without economic
growth?

Clemens Fuest:
To some extent, structural adjustment requires growth. For instance bringing down
budget deficits is very difficult in a low growth environment, so fixing the excessive
government debt issue, which is there in some countries, which has contributed to
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the crisis in some but not all countries, for this growth is necessary. But then for
other aspects of the structural problem, I think quite the opposite, which is that
shrinking is actually unavoidable in the sense that it is true that some sectors, due
to the bubble, for instance the real estate sector, have just become too large.
If the real estate sector is 20% of the economy something is wrong and it has to
shrink. That means this structural problem can only be addressed by shrinking, and
not by growing, and of course it would be highly welcome if other sectors of the
economy grew, but this is very difficult to steer, and if this sector shrinks it also
means that wage costs and other costs in other sectors have to go down, because if
they don’t, these sectors cannot grow.
So growth is of course desirable, but the idea that we can grow out of this crisis is
maybe too optimistic. Some shrinking will have to happen.

Social Europe Journal:
What do you think needs to be done in the short, mid and long term to solve the
crisis?

Clemens Fuest:
I think that, in the short term, it is very important, as I said, to strike this balance
between addressing the structural issues and maintaining investor confidence inbetween. I think this became very clear in the case of Greece; so it was clear, in
Greece, that the government would be unable to pay back its debt. The appropriate
answer to that is, in principle, a haircut on the debt, a public sector insolvency.
Now, the problem is, if there is such a haircut, of course investor confidence is
shattered, and the question is: How will this affect the refinancing of all other
sovereign debts in the Eurozone? This is just an example for conflicting objectives,
and I think currently again what is desirable is to bring down debt levels, not just by
working harder and saving more.
I think in the case of various banks, maybe even governments, if we think about
Portugal, the debt levels are simply too high. Some kind of haircut, some kind of
debt forgiveness may be unavoidable, but how do we combine this with maintaining
investor confidence in capital markets?
Of course, one way of doing this is to shift the entire burden on the taxpayers, but
if this debt level is high enough shifting it onto the taxpayer will, first of all, be
unfair, and it will imply that for years there will be high taxes and low public
expenditures in the Eurozone. So this price is very high, and that’s why I think it has
to be very seriously considered to what extent the creditors can really be involved
in bringing down this debt level.
This is extremely delicate in the public sector, but maybe a bit less delicate when it
comes to banks. That’s why I think that the idea of restructuring banks, also with
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direct European help rather than giving money only to national governments, is a
good idea, because when it comes to the restructuring of banks, I think that
creditor participation may be less shattering in terms of its impact on confidence
than a haircut on government debts.
So I think, at least when it comes to the restructuring of banks, it is absolutely
essential to make sure that there is maximum taxpayer protection – maximum
public sector protection – and making sure that this is very difficult, because
interests are partly opposed, of course. I mean, most creditors of Spanish banks are
probably Spanish pension funds, Spanish investors, so that the Spanish government
would like to see the burden shifted onto EU wide, or Eurozone wide taxpayers,
whereas from the perspective of the Eurozone, it is, of course, desirable to have the
creditors pay.

Social Europe Journal:
Wasn’t private sector involvement a contagion driver after the Greek debt
restructuring?

Clemens Fuest:
It is certainly true that this will not have reduced yields for other governments. It is
certainly true. The question is only: Was the price that has been paid too high?
Would it have been better to bail out private creditors entirely? I don’t think that
this is the case. I even think that the increasing yields had their advantages and
disadvantages. I think if the yields, let’s say, for Italy hadn’t increased, we would
not have the government that we currently have in Italy. We wouldn’t have a
reform programme.
So in a way, the increase in yields was a wake-up call. I don’t think it’s all negative.
I mean, I think the message that the taxpayer will always bail out the investors
would have been a disaster. That’s why I think, on balance, the decision for private
sector involvement in Greece was the right one.

Social Europe Journal:
What kind of restructuring measures do you think are necessary in the crisis
economies?

Clemens Fuest:
I think mostly, unfortunately, prices have to come down, and this is not a matter of
political reforms. This just has to happen. When do prices come down? It is when
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people become unemployed, or cannot sell what they want to sell. They have to
bring down prices. It’s a painful process, but this is a process that must happen.
Then, of course, we need reforms removing obstacles to competition, to entry in
certain markets, you know, ranging from taxi drivers to the service sector in a much
wider sense. There are regulations, privileged positions, and monopolies in many
countries. These have to be called into question and addressed. We have to address
labour markets, we have to make them work better. We have to address issues like
youth unemployment. It’s all true, but the most important challenge is to bring
down prices so that these economies are competitive, so that they have something
to sell in the market.
This is very difficult, because in many cases it will involve nominal price reductions,
really, nominal wage reductions, and this is very hard to implement and will take a
long time.

Social Europe Journal:
Could inflation in the core countries also help the rebalancing process?

Clemens Fuest:
I think this is part of the solution: Higher inflation in the core, and hopefully less
inflation in the periphery. The trouble is that this process is very hard to steer and
to control. It may be that inflation gets out of hand, inflationary expectations may
change, so this, to some extent, is a risky strategy.
This is a process that is difficult to steer. It would require, for instance, German
unions and employer organisations in booming sectors to agree on higher wage
increases, but their interest is to maintain their competitiveness and they have no
interest in undermining their position, so maybe they just won’t do it. In that case,
this higher inflation in the core may not happen, so it’s not something that can just
be implemented like a political reform measure.
It’s something very hard to control, but if it doesn’t happen, and instead, the
periphery has to deflate - it has to contribute to this process anyway - however, if
it has to go the whole way, this will last a very long time and be a very painful
process.

Social Europe Journal:
Isn’t the key problem the breakdown of aggregate demand?
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Clemens Fuest:
I think that the impact of demand is a symptom of the crisis rather than a cause. Of
course, these things are always interdependent: The general development of
growth, economic development and demand. However, to a large extent, it is
simply a symptom, so the idea that this can be fixed by, for instance, increasing
government demand or cutting taxes is, overall I would say, misguided. It sees the
crisis, really, as a demand side problem, whereas I think that the structural factors
are dominating.
I think that the structural factors will not disappear just by more and more
spending. It is even the case that if we engaged more in deficit spending in the
periphery countries at the moment, we would make things worse and slow down
the structural adjustment. More government spending in the core would do the
opposite, so it would steer structural adjustment into the right direction, so it
would be less dangerous.
However overall, I think, the key question is really: How do we address the
structural issues? If we succeed in doing that, we will get some stabilisation, I
think. One example is Ireland. Currently Ireland has to go through this very difficult
phase of adjustment, but their prices have come down and we can now see that
exports are really growing in Ireland, and the country is stabilising. Today, Ireland
went back to private capital markets and was able to raise money in private capital
markets again.
In a way, this is very good news because it shows that a country can make the
adjustment, even within a currency union. But can other countries do the same?
Countries with difficult traditions and political systems? We don’t know.

Social Europe Journal:
Which industries do you think could drive growth in the crisis countries?

Clemens Fuest:
This is very hard to determine, I have to say I don’t know. I mean, there are some
obvious candidates like tourism, things that these countries have always been
doing, and I think that the comparative advantage of having a beach and things like
that is quite reliable. Otherwise, I think that it is very difficult to focus on specific
industries, and it might even be dangerous.
I always remember a story told about SAP. The founders of the German company
SAP worked for IBM and told their bosses – people who are supposed to know the
industry – ‘We have a good idea here. We want to do this with IBM.’ The bosses at
the time said, ‘We don’t think it’s a good idea.’ Then these people said, ‘Okay, we’ll
set up our own firm.’ It was a brilliant idea and SAP is now a world champion.
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I think this is just an example of how difficult it is to predict the success, or lack of
success, of certain industries. I mean, maybe in the case of Greece, industries we
would consider as outdated are just the right thing to do. I think all the government
can do is to generally improve conditions, to let people, who have ideas and who are
willing to take a risk, set up their companies.
I would be very worried if either Brussels or some other political entity decided
whether the Greek economy, or the Spanish economy, should produce furniture or
computers. This has to be found out in the market.

Social Europe Journal:
Do you think new governance mechanisms could contain moral hazard and thus
make immediate stabilisation and long-term reform compatible?

Clemens Fuest:
I think it is very difficult to establish this governance process or these governance
institutions. It is something we observe now. There’s a lot of unhappiness in the
crisis countries about their governments being told by other governments - for
instance the German government - in the Eurozone what they should do. I think
this is very difficult. In a crisis situation, governments have to take very painful
measures. I think in this situation, legitimacy is very important, and the democratic
process is very important, and the perception that the measures taken have some
legitimacy and are fair. This is all very important.
Things imposed from Brussels on Spain or Italy will never be perceived as fair or
justified or important, and that’s why I think the legitimacy at the moment has to
come from domestic policies. However, this also means that the financial
responsibility in the end has to rest with the Member States.
There is this idea to mutualise debt, and then try to control the incentives, the
moral hazard created by this, by some kind of centralised governance mechanism.
But I think that this is very difficult. This was the concept, to some extent, of the
old currency union: To have rules, common rules for fiscal policy, and we have seen
that it didn’t work because again, first of all, there is the question of legitimacy.
I mean, why is it legitimate that national parliaments cannot decide on fiscal
policies? Then there is also the issue that, in most cases, a crisis is a mixture of
things, of economic policy errors and things that have just come from the outside.
In this situation, it is very difficult to impose things on a country from the outside.
Currently, the European Union is moving towards a situation where there can be
sanctions by the centre, but if we take this seriously, would we really at the
moment want to sanction a country like Spain or Portugal? Would we impose
financial sanctions on them, given the situation they are in?
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Would sanctions have helped - would rules have helped - when the real estate
bubble burst in Ireland? Would we have made things better by sanctioning them? I
don’t think so. Certainly, there were policy errors, but we couldn’t have prevented
the increase in government deficits by sanctions.
That’s why I think we should limit, as far as possible, the degree of centralised
intervention into the national political process. I think this concept of fiscal union,
where all aspects of fiscal policy have to be controlled, in the end, is just too
ambitious.
I could imagine that some - one or two - countries will leave the Eurozone. I think
apart from that, the Eurozone will survive, but it does face maybe five or six years
of slow growth and recession. I think there will be an increase in political
integration, but it will not go nearly as far as some people think today, and I think
there will be no debt mutualisation.
I can see more integration in the financial sector, and I could imagine that this
would provide just the minimum degree of political integration and centralisation
that we need in the Eurozone, and then I am optimistic that after these difficulties
the Eurozone will survive.
Clemens Fuest is research director of the Oxford University Centre for Business
Taxation and professor of business taxation. He is a research fellow of CESifo and
IZA and advisory editor of the Canadian Journal of Economics. He is a member of
the academic advisory board of the German Federal Ministry of Finance and member
of the academic advisory board of Ernst and Young AG, Germany.
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How To Measure
Competitiveness?
By Stefan Collignon
It is fashionable to blame lack of competitiveness for having caused the Euro crisis.
Yet, competitiveness is difficult to measure. The most common indicator is relative
unit labour costs (ULC), i.e. the cost of labour compensation, including taxes and
social security, per unit of output. These costs are usually measured by an index
that shows how much wage costs grow over time, but I will present here a more
efficient indicator.
Unit labour costs will increase when nominal wages grow faster than labour
productivity. Because labour costs are an important component of total costs and
therefore of prices, policy-makers in the Euroarea have often stressed the Golden
Rule whereby ULC should not increase faster than the ECB inflation target of 2 per
cent. This rule would also be distributionally neutral.
Figure 1 shows the evolution for Member States in the Euroarea. It indicates that
ULC remained below the ECB target (the red line) in four out of 11 Member States,
but because of the large weight of the German economy, the German
underperformance has kept the Euroarea aggregate (thick blue line) below the ECB
target. Thus, German wage restraint has helped the ECB to meet its inflation target,
but at the same time it has enabled the South to ignore the Golden Rule and
accumulate competitiveness losses. Especially Italy, Greece, Portugal and Spain
have consistently overshot the 2% without any substantial correction before 2009.
Only the financial crisis has changed wage-setting habits – most dramatically in
Ireland.
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Figure 1

It is sometimes argued that a rebalancing of the Euroarea would require higher
wages in Germany and even the German Finance Minister Schäuble has now rallied
this argument. However, if wages are to increase faster in Germany, they will have
to slow down in Europe’s south, or otherwise inflation will pick up and the ECB will
tighten monetary policy. Hence, a coordinated approach to wage setting in the
Euroarea should be part of the policies for avoiding excessive macroeconomic
imbalances.
Nevertheless, cost indices as in Figure 1 are not a good measure for
competitiveness, because they only show cumulative variations. They say nothing
about differences in relative costs in the base year. Yet, it is less damaging for ULC
to increase rapidly, if the economy starts from an undervalued position. To judge
whether this is the case, one needs to establish a benchmark for relative unit labour
cost levels and not for rates of change.
The rate of return on capital is such a benchmark. Ultimately, competitiveness is
about capital being able to earn a decent return. If one takes the Euroarea as a
benchmark, the relative return on capital in different Member States would indicate
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whether labour costs are overvalued or undervalued relative to the average. Figure 2
shows the levels of equilibrium unit labour costs, calculated under the assumption
that the return on capital in a given member state is equal to the Euroarea average
(red line), and it compares them to the actual values (blue lines). We note that the
equilibrium level of unit labour costs is neither constant nor necessarily close to
parity (the horizontal line). The reason is that capital productivity has changed
and/or inflation differentials have modified profit margins and these factors
influence profitability.
Figure 2
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Over the last two decades, persistent overvaluations of wage costs can be observed
in Austria, Spain and Greece: Actual unit labour costs are higher than the calculated
ones. Undervaluations occurred in Belgium, Finland, Ireland, Italy, Luxemburg,
Netherlands and Portugal. France and Germany are exceptions: France has moved
from undervaluation to overvaluation and Germany did the opposite.
A quick way to see changes in the positions of competitiveness levels is by taking
the difference between the actual and equilibrium unit labour costs relative to the
Euroarea for a particular country. Figure 3 summarises this information into a single
Competitiveness Index. The zero line indicates that the average return on the capital
stock in a given Member State is equal to the Euroarea. An index number above the
zero line represents an overvaluation. For example, 0.1 means that the ULCs of a
Member State are 10% above equilibrium. An increase in the index is equivalent to a
loss of competitiveness.
The movements reveal the trends implicit in Figure 1. Remarkable changes have
occurred: Most dramatically in Ireland where the index rose from an undervaluation
close to -30% in 2002 to -5% in 2007. In the Netherlands, it went from zero to
-10% and in Germany from +10 to -5%. Greece has improved from +21% in 2000 to
+7% in 2007, but this was not enough to eliminate the overvaluation. Italy has
continually lost competitiveness from -11% to -2.5%, although it is still weakly
competitive. The same is true for Portugal, where a correction started already in
2005, i.e. even before the financial crisis. Finland has reduced its advantage from
-20 to -10%, and Spain has increased its disadvantage from 2% to 12%. France is
also a sad story: The advantages achieved by competitive disinflation in the 1990s
have been lost with a swing of 8 percentage points that has pushed the economy
into overvaluation.
The competitiveness index presented here is a far more efficient tool for assessing
the position of comparative advantages and relative competitiveness than the usual
indicators used by the European Commission, the ECB or other authorities. It should
be integrated into the Commission’s scoreboard of indicators regarding excessive
macroeconomic imbalances that are intended to avoid future crises.
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Figure 3

Stefan Collignon is professor of political economy at St. Anna School of Advanced
Studies, Pisa and president of the scientific committee of Centro Europa Ricerche
(CER), Rome. He was also Centennial Professor of European political economy at
the London School of Economics and Political Science and visiting professor at
Harvard University.
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The Fiscal Compact And The
ESM Will Not Resolve The
Euroarea Crisis
By Silke Tober
As the crisis heads for yet another climax it is becoming increasingly clear that the
fiscal compact and the European Stability Mechanism (ESM) will not solve the
imminent problems of the Euroarea. Both the fiscal compact and the ESM have
serious shortcomings that impair their ability to inspire confidence. But regaining
the trust of investors is what the Euroarea needs first and foremost. The current
situation is not stable given the high risk premiums Spain and Italy have to pay –
both of which are too big for the ESM to handle – and the precarious state of those
banks faced with capital flight, deteriorated government bond prices, recession and
mortgage losses.
The fiscal compact cannot inspire confidence because it depresses economic
activity in the short run and tends to make fiscal policy pro-cyclical. It furthermore
entails an implicit debt ratio target of around 30% that lacks economic justification.
The transition to the fiscal compact framework will deepen the recession in the
coming years. The fiscal consolidation aims are too ambitious. The Greek example
may be extreme but it illustrates the point: Greece reduced its structural fiscal
deficit by 10.5 percentage points from 2009 (17.3%) to 2011 (6.8%) and will further
reduce it to 2.8% by 2013, according to the IMF’s World Economic Outlook. This
drastic fiscal tightening caused the economy to shrink markedly. The adjustment
programmes underestimated the fiscal multipliers making it impossible for Greece
to meet the target for the unadjusted fiscal deficit as unemployment rose and tax
revenues fell short of what had been expected.
The fiscal compact will furthermore tend to make fiscal policy pro-cyclical. To
determine the structural deficit it is necessary to quantify potential output, which,
in turn, requires precise values for many variables that are not observable, such as
the potential labour force, potential working hours and potential productivity. Even
complex methods ultimately rely on statistical filters to distil these non-observable
potential variables from observable variables like the actual labour force. The use of
statistical filters is the main reason why the structural deficit calculated for a given
year differs depending on when it is calculated.
For example, in October 2001, the IMF quantified Germany’s structural deficit for
1999 as 0.7% of GDP. In April 2005, the IMF estimated it to be 1.9 %, in April 2008
1.0% and in April 2012 the structural deficit for 1999 was given as 1.4%. In years
preceded by high growth rates, such as 2001, the structural deficit is thought to be
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much smaller than in years in which recent growth rates were low, as in Germany in
2005. Consequently, fiscal policies aimed at reaching a specific structural deficit
target will tend to be pro-cyclical and destabilise the economy: In boom periods the
government can spend more – further feeding growth – and, in periods of economic
weakness, fiscal tightening in response to a relatively high structural deficit further
depresses growth.
The fiscal compact states that the structural budget deficit must not exceed 0.5%
of GDP if the public debt is higher than 60% of GDP or 1% if the debt ratio is lower.
Assuming a nominal growth rate of 3.5% – real growth rate of 1.6% and an inflation
rate of 1.9% – the debt level would eventually converge at 30% of GDP. Targeting
this particular debt ratio has no theoretical foundation. If the debt ratio target were
instead 60%, it would be reached with a fiscal deficit of 2% (again assuming a
nominal growth rate of 3.5%). In contrast, the so-called ‘golden rule’ according to
which the fiscal deficit should not exceed public investment expenditure is rooted
in economic reasoning: future generations benefit from current public investment.
The ESM is unable to restore confidence because it lacks sufficient funds. At
maximum, the fund will have 800bn Euros at its disposal: Almost half is already
lent out or earmarked for Greece, Ireland, Portugal, Spain’s banks and Cyprus. The
public debt of Greece, Ireland, Italy, Portugal and Spain amounts to 3500bn Euros.
To effectively stabilise the Euroarea, it is not enough to satisfy the financing and
refinancing needs of troubled countries in the coming years. Measures have to be
taken to bring down the yields in the government bond markets, because the high
yields are a tremendous fiscal burden, impair banks’ balance sheets because of low
bond prices and rub off on the credit costs for banks and enterprises. As long as
investors fear government debt restructuring or the reintroduction of national
currencies, yields will remain high. This, in turn, obstructs the effectiveness of
monetary policy.
The ESM treaty is furthermore likely to reinforce yield differentials as it prescribes
government bonds to carry collective action clauses that regulate private sector
involvement in case of payment difficulties. Some argue that yield spreads can
discipline governments in their insatiable desire to spend money. The international
financial crisis made quite clear, however, that financial markets react too late and
exhibit herd behaviour. Instead of being a disciplinary force, a loss of investor
confidence can trap a country in a vicious cycle of higher financing needs, austerity
measures, declining growth, a further loss of confidence and banking troubles.
Merkel’s insistence on private sector involvement caused the first wave of
contagion in October 2010, the announcement of a write-down of privately held
Greek government bonds led to a new peak in yields and the spreading of the
confidence crisis to Spain and Italy in the summer of 2011. Collective action clauses
are usually only included in foreign currency government bonds because of the
exchange rate risk and the fact that governments might not be able to attain the
foreign currency necessary to service their foreign currency debt. Euroarea countries
issue Euro-denominated bonds in the currency that they collect taxes in. Usually a
central bank would step in to counter a loss of confidence. This is why US and
British government bonds, denominated in the respective national currency, do not
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carry collective action clauses. Collective action clauses in Euroarea government
bonds increase the risk of future speculative attacks and increase the debt burden
borne by taxpayers.
To end the confidence crisis, policy-makers need to show that they are determined
to preserve the Euroarea and honour Euroarea public debts. One way of doing this
would be to establish a jointly guaranteed debt redemption fund. This would give
the ECB the backing it needs to intervene on the secondary markets should yields
not come down sufficiently. Once confidence is restored, the crisis symptoms of
high central bank borrowing by banks in the crisis countries and enormous
TARGET2-balances will abate and monetary policy can be effectively expansionary,
thus counteracting the restrictive effects of fiscal consolidation. In addition, the
fiscal austerity measures need to be spread out over more years and some
countries, especially Germany, should assume the role of economic engine for the
Euroarea – also with a view to reducing the Euroarea current account imbalances.
Silke Tober works at the Macroeconomic Institute (IMK) of the Hans-BöcklerStiftung.
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The Fiscal Treaty Needs A
Protocol
By Björn Hacker
Extension to include economic growth, employment and social cohesion
The crisis has highlighted the inadequacy of the Maastricht architecture. The onesided emphasis on public debt has led to the neglect of the enormous problem of
private debt levels. The hopes invested in self-adjusting economic structures have
not been realised by the unified monetary area. Instead, economic heterogeneity in
Europe has increased as the macroeconomic imbalances plainly show. This is
primarily due to the lack of a common economic and fiscal policy, which would
have a balancing effect and promote cohesion. Contrary to a European approach,
the Member States, on surrendering the exchange rate instrument, were pushed
into a downward competitive spiral of low wages, low taxes and low social
spending.
The fiscal pact entirely overlooks these blatant defects of the Eurozone. Instead, it
concentrates exclusively on the regulation of state budget deficits and debt levels.
No one denies that Greek financial policy has been fundamentally unsound for years
and that the country should never have been admitted to the monetary union. This
description does not apply to the other crisis states, however. Ireland and Spain, for
example, complied with the Stability and Growth Pact in exemplary fashion right up
until the outbreak of the global financial and economic crisis. Thus the stricter
budget policy rules that are now to be implemented with the fiscal pact would not
have prevented the current crisis. On the contrary, the potentially fatal effects on
labour markets and growth of the putative remedy, austerity, are all too evident in
southern Europe and the states concerned are being driven into a vicious circle of
ever increasing debt.
Transforming the sham fiscal pact into a real one
The fiscal pact is not what it pretends to be, even linguistically. It is not aimed at a
‘fiscal union’ because the abovementioned defects of the Maastricht Treaty remain.
In fact, the highly problematic asymmetry of a monetary union without political
union has been exacerbated, tacitly condoning fragmentation of the EU. This
fragmentation will in future be distinguished less by the ‘debt brake’ than by the
existence of a group of economically and socially disconnected states. In order to
prevent this and despite the precarious circumstances in the crisis states –
recession, high unemployment, rising poverty, increasing political radicalisation –
the present fiscal treaty must be expanded. This expansion must, however, not
merely be symbolic as in 1997 when the Stability Pact of the emerging monetary
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union was expanded into the Stability and Growth Pact, even though it did not
differ one jot from the monetary principles of the German government and the
Bundesbank. What is now needed, therefore, is more than a fiscal and growth pact
that does not even live up to its name. Supply-side structural reforms must be
complemented by demand-side measures.
The treaty has been signed and some countries have already ratified it. Complete
renegotiation is therefore unlikely. Even a newly elected French President will not
repudiate an international treaty signed by his predecessor and risk undermining the
credibility of future transnational agreements. However, it would be quite easy to
attach a protocol to the fiscal treaty. According to Art. 2 (1a) of the Vienna
Convention on the Law of Treaties all documents of an international agreement
count as elements of the treaty; a protocol thus has the same legal validity as the
text of the treaty to which it belongs. A protocol to the fiscal treaty could, on one
hand, reassure those who do not want its budgetary policy provisions to be diluted
or thrown overboard, while on the other hand such a supplementary document
could take account of all those aspects that are not adequately regulated in the
Fiscal Pact.
A commitment to growth is not enough
In terms of content, a mere commitment to economic growth is not enough, given
the urgent crisis in the Eurozone. Rather the fiscal pact must be expanded into an
instrument for creating a genuine fiscal union. The goal must be to link budgetary
solidarity with a protocol for economic growth, employment and social cohesion
supplementing the fiscal treaty. This would include:
•
•
•
•
•

An EU Debt Repayment Fund
Eurobonds
A European New Deal
A European Social Stability Pact
Optimised European Governance structures, e.g. with a joint parliamentary
Economic and Financial Committee.

Factoring-in economic performance
The individual elements of a protocol to the fiscal treaty proposed here are new in
respect of their repudiation of the one-size-fits-all approach taken so far in the
European integration process, in favour of a thoroughgoing orientation towards
economic capabilities of individual states. All too often it has been the case that
Community regulations have expected too much of some states, while letting
others off the hook. What I am proposing is to bring debt repayment paths and
entitlements to benefit from the Eurobond system, the cash flows to be expected
from a financial transaction tax earmarked for combating the recession and the
regulation of internal European competition with regard to wages, taxes and social
spending into line with the individual socio-economic situation of the participating
countries.
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Björn Hacker works on economic and comparative welfare policies at the
International Policy Analysis Unit of the Friedrich-Ebert-Stiftung in Berlin.
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V. Country Strategies

What’s The Matter With
Greece?
By Yiannis Mouzakis
What follows might seem unconventional for the topic of how to restore growth in
an economy that is considered developed and is part of the Eurozone. Greece is
going through unprecedented times; the Greek people are experiencing the most
debilitating crisis in the country’s modern history, a severe and sharp reduction in
standards of living. By the end of next year, Greece is expected to have lost 25% of
her economy; this is a quarter of the national income lost in just 5 years.
Unemployment currently stands at 25% and 58% of young Greeks under the age of
25 looking for a job are not able to find one. Even more worryingly, according to
OECD data for the first quarter of 2011, 18% of Greek youths are not in
employment, education or professional training (NEETs), steadily going down a path
of a lost generation being consumed by the crisis.
These are figures that suggest not just a cyclical turn of the economy that will
eventually turn a corner once conditions and sentiment improve. These figures
indicate a significant structural damage, and any discussion on growth needs to
take this into consideration and address it accordingly so economic activity is rebuilt on solid foundations and not on sand.
At the same time, the Greek state has failed for decades to play the fundamental
role of a centralised government that creates the necessary conditions for
sustainable growth. Unless these flaws are adequately addressed, sporadic growth
euphoria will only mask the issues that will be exposed with the first challenge. This
is exactly what happened during the previous decade, when Greece was reporting
the highest growth rate in the Eurozone and was praised by the European leaders
and institutions that now disparage her.
At the moment, Greece is the European Union country that carries the highest level
of country risk. Over the last year, numerous statements from heads of European
institutions, heads of European states and policy-makers have put the country’s
place in the Eurozone in doubt. These Euro exit statements intensified early in the
summer during the double elections period and have subsided recently when more
sensible voices prevailed. Still, just two weeks ago the Greek parliament was once
again asked to vote for two bills within five days as a pre-condition for securing
Greece’s place in the common currency.
A characteristic example why the Euro exit debate and the associated currency risk
are impeding any possibility of growth is the site of Athens’s old airport, an area by
the sea in the south of the capital. One of the city’s prime pieces of real estate and
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one of the most promising prospects for the Greek government to attract foreign
direct investment, generate much needed revenue and put people back to
employment. Citigroup Global Markets is contracted as financial adviser for the
privatisation project. While Citigroup is involved in finding the most suitable
investment proposition, the research department of the bank until recently was
giving a 90% probability for a ‘Grexit’ – as they called it – by early 2013.
No rational investor will place money in a country where there is a probability that
the assets he purchases in Euros will soon be valued in a new devalued currency.
Nomura recently estimated based on the Real Effective Exchange Rate (REER) that
a new drachma would have to be devalued by 55%-60%. For what it is worth,
Citigroup’s research department still thinks Greece will exit the Euro in the next 12
to 18 months.
Another, perhaps extreme, example is the recent BDO annual survey of global
opportunities amongst 1,000 CFOs of mid-sized companies. It found that the
overall perception is that investing in Greece is riskier than investing in Syria, Libya,
Nigeria, Egypt and Yemen, with Iran and Iraq the only investment destinations
riskier than Greece. From bigger investment decisions of local and foreign investors,
to smaller decisions of consumers, they are severely impacted by this currency
uncertainty.
It is because of this currency risk that the Greek banking sector has seen a dramatic
fall in deposits: 83bn Euros have left Greek banks since the crisis started due to a
combination of capital flight and depositors looking for safer places for their
savings. The loss of faith is so extensive that you hear stories of people burying
their money in the ground and storing it in their freezers, something that even
shifted criminal activity from bank robberies to house break-ins.
This decline of deposits combined with the estimated 50bn Euros loss that Greek
banks had to take as part of the debt exchange programme earlier in the year –
known as PSI – has left the country without a functioning banking system and has
turned Greece effectively into a cash economy. With the Greek banks cut off from
access to financing from the ECB for most of the year – as Greek government
traded securities were not accepted any longer as collateral by the ECB – and no
access to interbank lending, credit in Greece is non-existent and the economy is
suffocating without liquidity.
Even the ELA – Emergency Liquidity Assistance – which was put in place as an
interim financing solution to facilitate liquidity needs through the Bank of Greece
has a spread of about 200 basis points above the ECB’s lending rate. Greek
businesses are forced to pay interest rates between 8% and 10% for credit, which
confirms the complete collapse in Greece of what the ECB calls monetary
transmission mechanisms. Part of ELA financing is also used by the Greek
government to issue short-term treasury bills and close financing gaps from the
delayed disbursement of troika tranches, in effect crowding out the private sector
from the much needed access to liquidity.
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Greek government bonds are not the only assets in the Greek banks’ balance sheets
that took a major hit. Resulting from the unprecedented reduction of disposable
incomes and rising unemployment, non-performing loans of all types are increasing.
Bad loan provisions increased fivefold from approximately 5bn in 2009 to 25bn
Euros, according to the latest data from the Bank of Greece. Although not officially
reported, the recent audit of all systemic Greek banks that was undertaken by
BlackRock has revealed that 1 in 5 loans in the Greek banking system are not
performing.
Greece urgently needs a well functioning and adequately capitalised banking
system that will restore the basic function of financial intermediation, which is one
of the key drivers of growth. The recapitalisation process should leverage the EU
summit decision on June 29th of direct bank recaps from the ESM that will not add
further to the country’s unsustainable debt burden. However, any attempt to direct
Greece to a path of sustainable growth should not only focus on addressing Euro
membership uncertainty and the banking sector, the two direct consequences of
the country being effectively insolvent since the beginning of 2010.
The Global Competitiveness Indicators (GCI) of the World Economic Forum (WEF)
measure the foundations of institutions, policies and factors that determine the
level of productivity – and in turn of prosperity – of an economy. During the crisis
years, the country has lost 29 places and now ranks 96th in a list of 144 countries.
When looking at the different pillars of competitiveness, Greece has lost 47 places
in the basic requirements, 12 places in efficiency enhancers and 27 places in
innovation and sophistication. This puts a big question mark next to troika’s recipe
of improving Greece’s competitiveness only through the IMF’s signature ‘internal
devaluation’ approach.
The quality of institutions has a very strong influence on competitiveness and
growth. Not only do institutions determine the legal and administrative framework
in which individuals, firms and the government interact, they also play a key role in
defining the ways in which societies distribute wealth and prosperity. Greece’s
institutions have dropped a staggering 53 places now ranking 111th. The fact that
the country ranks rock bottom in terms of macroeconomic stability highlights many
of the aspects that were discussed earlier.
Goods markets operate efficiently when there is minimum disruption from
government intervention that could hinder competitiveness through an irregular
taxation framework, overly regulated markets or extensive bureaucracy. Greece is
ranking 108th in Goods Market Efficiency. In terms of Labour Market Efficiency,
although Greece is ranking 133rd, this does not capture the recent developments in
the labour market, demanded by the troika, that have extensively changed
minimum wage determination, company and individual level wage agreements,
notice periods and severance payments, effectively providing the framework that
the troika wanted of freedom to ‘fire and hire’. The Financial Market Sophistication
ranking reflects the conditions in the banking sector.
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For developed economies, business sophistication and innovation are paramount for
the determination of competitiveness. Sophisticated business practices determine
the levels of efficiency and productivity when basic sources of productivity
improvements have been exhausted. Investment in innovation technologies is key
to growth sustainability when economies reach the ‘frontier of knowledge’. Since
the crisis began, fixed capital formation, which represents the investments that
businesses make to improve their production capacity and staff productivity, has
shrunk by 40% as a result of the suppressed domestic demand and uncertainty over
the future of any potential investment.
The findings of the report are even more alarming when Greece is compared with
other countries in the innovation driven stage of development. Innovation driven
economies need to compete on new and unique products in order to sustain the
standard of living that was gained through the previous stages of development.
Many of Greece’s peers in the Eurozone are in this innovation stage, which amplifies
the need for the country to converge and develop her competitive advantages in
order to excel in a monetary union consisting of many value added economies. The
key word for Greece’s return to sustainable growth is entrepreneurship.
The Greek state is behind the majority of the problematic factors for doing business;
impeding entrepreneurship and sustainable growth through bureaucracy, policy
instability, unstable tax regulations and corruption. The findings are in line with the
Ease of Doing Business rankings by the IFC – International Finance Corporation –
and the World Bank, where Greece ranks 146th in Starting a Business, 150th in
Registering Property, 117th in Investor Protection, 87th in Enforcing Contracts, with
an overall ranking of 78 out of 185 countries.
Greece’s political institutions need to redefine their role, moving away from the
state that has been abused as a mechanism for political favours and has become
inflated, inefficient and far-reaching. It has distorted the economic model by
creating a framework where either employment by the state or doing business with
the state were two of the main objectives of economic activity. The country’s
political institutions must now act as facilitators of entrepreneurship.
Under normal circumstances a growth debate should be focused on industries and
sectors with strong growth potential, the country’s competitive advantages, her
strategic geographical position, natural resources and human capital skills.
However, Greece is facing such structural problems at an institutional and
macroeconomic level that any discussion on growth needs to focus first on
decisively addressing the issues that prevent it from creating an environment of
sustainable growth.
In their book Why Nations Fail, Daron Acemoglu and James Robinson argue that
while economic institutions are critical in determining the level of a country’s
prosperity, it is the political institutions that define what economic institutions a
country has. Countries differ in their economic success because of the difference
between extractive and inclusive economic institutions. Where extractive
institutions are designed to extract income from parts of society to benefit a select,
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politically connected and privileged subset, inclusive institutions – to quote from
their book:
‘feature secure private property, an unbiased system of law, and a provision of public
services that provides a level playing field in which people can exchange and
contract; it also must permit the entry of new businesses and allow people to chose
their careers.’
This brief sentence summarises the ingredients that can change the future of
Greece.
Yiannis Mouzakis is working as an economic content specialist for a global content
supplier.
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A Growth Strategy For Ireland
By Tom McDonnell
The aftershocks of Ireland’s property crash continue to reverberate through the
economy. The sharp decline in construction activity and property prices from their
respective peaks has devastated the construction sector and seriously undermined
the Irish banking system. The next few years will continue to be difficult for the
Irish economy and the outlook for growth is weak given Ireland’s enormous debt
overhang and the prospect of years of ongoing fiscal consolidation. Private
household debt, private corporate debt and public debt are now all at very high
levels. A lack of lending capacity in the crippled banking sector has implications for
future investment, while ongoing deleveraging and future austerity budgets will
constrain consumption. Exports have been the one bright spot although this is now
threatened by the ongoing weakness of the major European economies.
The demographic factors and increased labour force participation that enabled rapid
growth during the Celtic Tiger era cannot be repeated. There is also limited room for
technological catch-up as productivity is now high by international standards.
Ireland’s rate of long-term unemployment is now almost nine per cent. The Irish
economy has substantial structural problems and many of the boom-time jobs will
never return – particularly in the construction sector. The economy of the future
will look quite different from that of the pre-crash era and it is imperative that
sufficient resources are set aside for the retraining and up-skilling of this cohort of
the workforce to match local skills with global demand.
So what can Ireland do to kick-start growth and where could growth come from?
According to Eurostat, Ireland has the lowest level of gross fixed capital formation
in the EU as a proportion of GDP. This is despite several infrastructural weaknesses
in the Irish economy. Potential areas for investment include the construction of a
next generation broadband network, renewable energy sources and infrastructure,
water infrastructure, retrofitting of energy-inefficient buildings, public transport,
education (especially early childhood education), and primary healthcare
infrastructure. This investment could take place over a number of years in
collaboration with the private sector. The capital projects (broadband, retrofitting
buildings, renewable energy infrastructure, and public transport) would employ
thousands of unemployed construction and plant workers, who make up the largest
segment of all those who are unemployed. Thousands more would be employed
providing the requisite auxiliary professional, technical and other services.
However, the emphasis should be on strategic investment in targeted areas rather
than on short-term ‘stimulus’ for the sake of stimulus. So what should be the
priority areas for investment? Given the weakness of the private domestic banking
sector there is a strong argument for setting up a strategic investment bank to
support target sectors of the economy and to provide seed funding and venture
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capital support to high potential start-ups that might otherwise be unable to
attract funding. In the long-term, sustainable growth can only come about through
improvements in the productive and innovative capacities of the economy.
The innovative capacity of the economy can be permanently enhanced by investing
in human capital through education and training (from pre-primary to tertiary
levels) and by investing in certain ‘general purpose’ technologies such as high speed
broadband Internet. There is now a substantial body of theoretical and empirical
research indicating that broadband has long-term implications for economic growth
and development. For example, a recent study in Germany found a 10 percentage
point increase in broadband penetration raises annual per capita economic growth
by 0.9 to 1.5 percentage points. Broadband is important because it reduces the cost
of knowledge production and diffusion – and it is knowledge production and
diffusion that spurs long-run economic growth. The relationship between
broadband and economic growth is of particular significance in the Irish case
because, despite being a high-income country, Ireland badly trails the OECD across
the major broadband market indicators such as availability, penetration, price and
speed. There are a number of reasons for Ireland’s comparative underperformance
including weak competition, lack of investment as well as adverse demographic
characteristics, such as low population density and a dispersed population.
Addressing the deficits in Ireland’s broadband infrastructure would bring generalised
gains across the Irish economy and would boost growth across a variety of sectors
particularly in the information economy.
Another potential growth area for Ireland is in renewable energies. Ireland’s position
as an island in the North Atlantic means it is particularly well suited as a location
for electricity production based on wind and wave energies. Investing in these areas
would help reduce Ireland’s reliance on imports for its energy needs and would
provide a short-term boost in terms of construction jobs.
We cannot and should not return to the consumption driven boom and bust growth
model of the past. Despite our highly constrained position we must use this time of
crisis to put in place the type of institutional structures and strategic infrastructure
capable of driving a sustainable recovery based upon continuous gains in innovative
and productive capacity. There is no other viable strategy.
Tom McDonnell is an economist at TASC in Dublin and is currently completing his
PhD in economics at NUI Galway, where he also lectured in economics between
2005 and 2010.
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Defining A Strategy For Growth
In Spain
By Carmen de Paz Nieves
Five years after the international financial crisis hit Spain, and less than two years
after the Spanish economy started experiencing a weak recovery, the country has
fallen back into recession. Negative economic growth rates of over 0.4% in the first
half of 2012 have been accompanied by a worsening labour market situation, with
almost 25% of the active population registered in the unemployment system.
While the European authorities and the Spanish government continue focusing their
attention and efforts on fiscal consolidation, and thus on measures that can
potentially affect growth negatively in the short and medium term, the immediate
future of Spain does not look promising. Investors, companies, entrepreneurs,
workers… all alike wonder: Where is economic growth going to come from?
In view of these circumstances, and as different experts and leaders have been
warning, it became clear that a more ambitious and better designed roadmap for
growth and fiscal consolidation, based on a true growth strategy with clear short,
medium and long term objectives and measures, is necessary at both the EU and
national levels.
A new IDEAS project will explore how such a strategy would look like in the specific
context of Spain over the next months. Based on the diagnosis of the current
obstacles and opportunities for growth in Spain (see figure 1), the strategy Ideas for
Growth, Horizon 2020 will set specific economic and employment growth targets
and measures to obtain them around certain strategic intermediate goals: Going
global, resetting the workforce, an entrepreneur and business revolution, a pact for
welfare, renewed energies, open markets, and a dynamic state.
As depicted in figure 1 below, an exit of the crisis based on internal demand is
almost impossible at the current juncture in Spain. Both families and businesses are
working to reduce their accumulated debts while the public and financial sectors
are immersed in a long process of deleveraging. Additionally, given that most of the
burdens imposed by the fiscal adjustment are affecting citizens, domestic
consumption can be expected to further decline in the near future.
In the short run, therefore going global is the only means for economic growth in
Spain. In fact the reliance of the Spanish economy on exports has been constantly
growing since 2010. A soon-to-be published IDEAS document for debate
specifically dealing with this pillar of the growth strategy identifies several key
objectives to enhance the international orientation and competitiveness of the
Spanish economy. The document estimates that a new Commercial and Foreign
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Investment Policy Agenda for Spain for the year 2020 should focus, among others,
on measures that help Spanish companies overcome size-related obstacles for
innovation and internationalisation, and on interventions that help attract and
consolidate new foreign investments in the country.

In the longer run, a reformist pact in Spain involving all political, economic and
social actors will be necessary in order to attain a common recapitalisation agenda.
In the last months we have witnessed a process of bank recapitalisation. The
Spanish economy must put into place a similar process in five other fields that are
key to a sustainable growth pathway: (1) human capital; (2) labour capital; (3)
scientific, technological and innovation capital; (4) environmental capital; and (5)
social capital.
In order to overcome the weaknesses of the Spanish economic model, structural
reforms should target the capacities of these five ‘capitals’. These reforms would
include, in connection with the strategic pillars highlighted above, the following:
1. Resetting the workforce, through new and strengthened active labour
market policies.
2. A thorough public administration and welfare state reform that transforms
them in a true source and trigger for economic growth, based on equality of
opportunity.
3. A fiscal system reform that improves justice, progressiveness, effectiveness,
efficiency and sufficiency.
4. A business sector revolution, through the promotion of entrepreneurship and
entrepreneurial culture, and a renovated industrial policy.
The positive synergies among the different forms of capital (see diagram 1) would in
turn give way to a sounder and more stable economic and employment growth. In
this way, labour and human capital would ensure productivity improvements, labour
and technological capital would make the country more competitive, technological
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and environmental capital would grant a more efficient use of resources and human
and environmental capital together would allow bringing sustainability into the
centre of the productive and growth model. Improved social capital would be both a
central outcome and key input for all these interactions.

One could have the impression these days that there are no responses to effectively
escape the situation that Europe and Spain are going through. Financial markets
impose their authority while overwhelmed governments react by further tightening
their budgets in a stated effort to increase confidence. However, it is increasingly
clear that only the prospect of future growth would generate the confidence that
the markets and citizens require and that the economy needs to step out of the
negative spiral that is drowning us all together. The right responses are there. It is
not so much about reinventing the wheel but about effectively using it to move
forward.
Carmen de Paz Nieves is head of International Network at the Fundacion IDEAS,
Spain.
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Italy: From Recession To A New
Socio-Economic Identity
By Paolo Borioni
The source of the Italian economic crisis is, needless to say, far more global than
Italian. An economy so vastly dependent on industrial exports could not possibly
remain unaffected by the depressive consequences of the crisis and, even more so,
by the stifling results of the austerity measures imposed on all over the EU,
including by Monti’s technocratic government.
Italy was the fastest growing western nation between 1950-1990. Although this
was partly due to its newcomer identity (low wages helped competitiveness), many
other factors also played a significant role. A few big enterprises (Fiat, Pirelli,
Olivetti and some more) and the big publicly owned companies (Ansaldo-Breda,
Fincantieri, Eni, Enel to mention some) provided long-term investment and
innovation. Between these two pillars the so-called ‘third Italy’ gave birth to plenty
of SMEs. These provided the economy with the much praised ‘flexible
specialisation’, i.e. a mostly formal chain of producers, often connected to national
or foreign large-scale manufacturers, that was capable of swiftly adapting to
changing global and national demand. 5000 of these SMEs eventually developed
into undeniable economic successes, something quite similar to the German
Mittelstand.
Today, they’ve assured that the country has managed to achieve a commercial
surplus over the last few months – though manufacturing capacity was also
required. Yet, the rest of the SMEs suffered excessively from the novelties of the
last thirty years: Neoliberalism, financialisation, rigid and inflation obsessed Euro
parameters.
Financialisation and to a degree also globalisation convinced big enterprises like Fiat
to withdraw long-term and innovative investment from the Italian scene.
Neoliberalism added to this process by discrediting the provision of long-term R&D
by large public enterprises, despite the evidence that some firms involved (mostly
under the umbrella of Finmeccanica and Eni) were indisputable examples of global
innovation. Moreover, rigid Euro parameters hampered EU internal demand and
prevented the devaluation of the Lira from being used as a temporary means of
competitiveness.
Prior to the crisis, Italy remained an industrial country with very little inclination to
financialised short-termism and indebtedness (unlike Britain, Spain and to a lesser
extent Germany). It had needed more decades like ‘the glorious’ ones after WWII to
rid itself of its ‘newcomer’ features but financialisation and neoliberalism
triumphed. With it, public long-term investment lessened, as did the nation’s
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capacity to further the innovations SMEs struggled to achieve on their own. As a
result, many of the SMEs remained small and often incapable of long-term
planning. Thus the lower cost of borrowing money that resulted from the post-Euro
years could not be put into use strategically.
Therefore, the bulk of Italian manufacturers and service providers short-sightedly
resorted back to typical ‘newcomer’ features (informal job market, fiscal tolerance
towards unfair taxpayers, etc.). Hence, for a large part of the Italian economy, a
vicious circle began: The more (especially in the southern Mezzogiorno) these
factors were present the less the incentive for long-run innovation. Hence, the
general mood connected to these social contradictions, i.e. of being stuck after
growing for several decades.
These are also the roots of both the enormous public debt and the horrible
Berlusconi years. The growth of the welfare state and most likely the fastest ageing
population in the world would have required collecting all the tax revenues the
economy could afford. But the aforementioned economic structural reasons made
this unfeasible. Several Berlusconi governments left millions of SMEs needing
reassurances in this era of multiple anxieties, especially after the fall of the
Christian Democrats (Italy’s natural moderate party of government 1945-1992) in
1993. Popular explanations (first and foremost the myth of a TV brainwashed
democracy or of a public indifference towards corruption and scandals) is as
simplistic (and as silly) as possible.
Furthermore, German ‘mercantilism’ worsened the situation. The impressive
decrease of German low wages, and the comparatively insufficient increase of high
ones, deprived the EU (and an export-led manufacturing country like Italy more
than other EU member states) of its most important exporting market. Hence,
when the global crisis arrived, Italy couldn’t avoid being largely unprepared.
However, Italy’s 1945-1990 democratic and social development still renders the
country one with great future prospects, not just of undeniable present
weaknesses. For instance, the assumption that Italians have lived beyond their
means is largely false. The high public debt in Italy is largely balanced by one of the
highest savings ratios of the world, unlike in most other countries.
Having considered Italy’s lengthy journey to its current situation, at least the list of
solutions is fairly short. Italy needs first and foremost three kinds of measures:
1. The resources accumulated in private wealth and partly through disloyal
fiscal behaviour must be taxed much more (i.e. more fairly). This, though,
must not be (nor sound) punitive and must be done gradually to prevent the
sudden death of too many SMEs. The new revenues must fuel demand
(resulting from downward and hence more equal distribution and predistribution) and, above all, fund better unemployment benefits and better
active labour market policies and innovation. In sum, such measures shall
tend to remove the wrong incentives to low-wage production, while instead
enhancing parity between the labour market parties and systematic
innovation.
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2. A new ‘Golden Rule’ must be negotiated as part of a new European public
budget sustainability compact. Part of the government deficits must be
taken out of the Euro parameters in order to fuel strictly earmarked (and
strictly monitored at the EU level) investment in infrastructure, greening
innovation etc.
3. German and low salaries in other countries must grow significantly, for
example through an EU minimum wage like the one Thorsten Schulten
proposes. This is will by the way only partly cause inflation in Germany:
Negative interest rates of Bunds already have inflationary consequences.
Since more income equality in Germany could drag Italy out of recession,
confidence in Italian public debt could return to acceptable levels, which
could to a greater extent stop the irrational flow of investment into German
Bunds and thereby non-wage led inflation. As a result, only controllable and
‘good’ German inflation will result from more German wage-led demand.
Along with a rational management of the debt crisis, these three types of
measures could contribute to rebuilding the Italian economy and society.
These solutions match Italy’s nature of a dual country: Mostly developed but partly
underdeveloped, mostly legal but partly ‘informal’, democratically advanced and at
the same time exposed to political instability and populism.
Paolo Borioni is a historian who studied at Rome’s La Sapienza University and KUA
Copenhagen University. His main interests are social democracy, the Nordic
countries, the welfare state and economic history.
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