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Introduction
In recent months, the Eurozone has shown positive signs of
change: the path towards banking union has been undertaken,
financial markets have once again begun to invest in peripheral
countries’ government bonds, and the current account deficits
of the weak peripheral countries are in the process of being
reduced.
Despite these achievements, Europe’s position on the international stage remains a matter of concern: according to the
International Monetary Fund (IMF), Europe is estimated to grow
at a rate of 1% in 2014, compared to a growth rate of 2.6% in
the U.S., while the number of unemployed on the old continent has
risen to 20 million, with youth unemployment peaking at 50%
in Spain and Greece1. Unemployment has gone from being a
result of the crisis to the cause: people without jobs consume
less, while businesses invest and hire less.
To paraphrase the words of Pier Carlo Padoan, the former VicePresident and Chief Economist of the OECD, the problem emerging
in Europe is that it is unclear to what extent there are mechanisms by which, once the effect of the various support measures
has worn off, recovery will be sustainable2. Essentially, even in the
best-case scenario, one in which we stay abreast of economic
recovery, the risk is that it would not evolve into a true path
of growth.
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Even the IMF has now rejected the theory of expansionary
austerity, and the austerity measures taken by the European
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Union do not explain the recent improvements in the economy3.
A more plausible explanation of recovery seems to lie in the
monetary policy adopted by the European Central Bank (ECB)
thanks to the purchase of government bonds on the secondary
market. This has resulted in market recovery and stability, but in
the long run monetary policy will not be enough: initiatives need to
be taken aimed at growth and prioritising employment.
European Macroeconomic Policy
The structure of the macroeconomic policy of the Economic
and Monetary Union (EMU) is unique and unprecedented among
monetary unions: the Union’s monetary policy is centralised,
while fiscal policy largely remains a national prerogative. While
European monetary policy addresses price stability, fiscal policy
consists of a set of rules that are designed to ensure macroeconomic
stability, which is not related to employment stability, but, again, to
price. Therefore, the priority upon which the entire apparatus of
European macroeconomic policy must converge is controlling inflation
and pursuing sound public finances. Such an approach creates two
types of problems.
Firstly, the rules superimposed by the Stability and Growth Pact
(SGP) and its developments4 interfere with national fiscal policies to
the extent that these should ensure the stabilisation of the economic
cycle against any events that might disrupt its performance. In
economic theory, when automatic stabilisers are not sufficient
to correct economic downturn, the public sector may intervene
with discretionary measures to stimulate recovery. However, in
European practice, this initiative clashes with the rules that place
constraints on deficit creation. In a non-optimal monetary union
such as the Eurozone, fiscal restrictions should be imposed to
prevent the excessive debt of one country from being transmitted to
another.
Secondly, the fact that the EMU is not backed by a substantial
federal budget generates an atypical monetary union, which must
constantly seek ways to create a compromise between European and
national decision-making powers with respect to national budgets5.
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Consequences of the Coordination Method
The European Union’s approach to ensuring its member countries’
fiscal sustainability is based on a mix of coordination of national
policies - to be carried out by “merely” complying with established
parameters - and the supervision of the same policies - through
special infringement procedures. This method was first applied
with the SGP, signed in 1997, which on the one hand confirmed
compliance with the limits of 3% deficit-to-GDP ratio and of 60%
debt-to-GDP ratio, and on the other the early warning mechanism provided for states that do not comply with, or are on the way to not
complying with, these limits.
At the height of the crisis, greater fiscal discipline6 for European
economic governance was adopted also because the SGP had
proven to be inadequate to achieve stabilisation objectives. The
measures taken followed two lines of action: crisis prevention,
i.e., measures for pre-existing debt reduction and the consolidation of public finances, and crisis management, i.e., measures to
contain the worst effects of the crisis through the establishment of
new intergovernmental bodies (the EFSF and the ESM) for the financial
salvation of the euro. At this stage, macroeconomic coordination
took place within the framework of the first dimension, through a
series of complex packages designed to strengthen the SGP (the Six
Pack and the Two Pack) and the requirement for countries to
incorporate the balanced-budget rule preferably at the constitutional level (the Fiscal Compact).
Despite ambitions to create convergence of economic fundamentals among the member countries, the introduction of the euro
combined with the coordination method has produced a number of economic and political vulnerabilities. The stability of the average inflation
rate, namely the ECB’s categorical imperative, has been achieved in
the Eurozone, but the lack of attention to other macroeconomic
variables has led Europe down a path of unsustainable economic
growth, because it has been based on strong financial and external
imbalances among the member countries. Household debt in the
peripheral countries increased by an average of 53% from 2002 to
2007, while in Germany it actually decreased by 10% and in France
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rose by only 16%. In the same period, the weak countries showed
strong current account deficits in the balance of payments (an average of almost 7% of GDP), compared to a surplus in Germany
(5.1% of GDP) while France broke even7. This is the result of
a strong outflow of capital from the centre to the periphery
stimulated by the single currency thanks to the elimination of the
exchange rate risk. This movement may have represented a gain
for the monetary union, but it was actually used to finance investments
in sectors such as real estate with a low potential for productivity
growth. In addition, large current account deficits then became a
great risk for debt sustainability when countries were confronted
with an unexpected liquidity shortage in the economic system due to
a sudden capital reversal resulting from the financial crisis.
From a political standpoint, the coordination approach combined with the practice of imposing conditionalities on aid to the
states in difficulty has reduced Europe’s political unity, creating,
on the one hand, a hierarchical structure with Germany at the
centre and, on the other, the “ideological divorce” between
peripheral countries and core countries, polarising European public
opinion of EU institutions8.
The EMU’s Current Challenges
The current difficulties in the Eurozone may be aptly illustrated
as a trilemma9. According to this model, three irreconcilable
triads may be identified, depending on whether the constraint is
internal, external or financial.
1. Internal trilemma
In this triad, both national fiscal policy choices and the stability
of the welfare systems needed to address the high unemployment rate come into play. According to the internal constraint, the required fiscal discipline cannot be achieved while
maintaining the European model of social protection without
undertaking at the same time structural reforms to create new
jobs, generate development through increased competitiveness
and provide the tax revenue needed to finance these models.
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2. External trilemma
The theme of increased competitiveness, already present as
a solution to the first trilemma, fits into another impossible
trinity, which involves public debt sustainability and trade
balance re-balancing. This poses problems in terms of debt
sustainability for those countries that have to address external
deficit corrections through increased competitiveness. In fact,
given the impossibility of resorting to devaluation, countries with
trade imbalances can only resort to internal devaluation, i.e., in
weaker economies wages (hence prices) must increase less
than in stronger economies. However, embarking on a path of
deflation is very risky for economies in debt.
3. Financial trilemma
A final challenge for the EMU is to break the so-called “deadly
embrace” between the sovereign and the banks, a key point
when considering that the aggregate debt of Eurozone countries increased from 60% in 2008 to 80% in 2010, mainly due
to bank bailout at the expense of the State10. The objective
of a stable and integrated financial system at the European level
can only be achieved under a banking union based on mutual assistance, in which state governments and their banking systems
are no longer obliged to bail each other out to remedy the
destabilising effects caused by the movement of capital.
What Are the Solutions?
1. Internal Trilemma
Countries plagued by high debt and high unemployment can
only loosen the fiscal knot through increasing competitiveness.
However, these results cannot be achieved merely through
price competitiveness, namely through the so-called supply-side
policies aimed at making the labour market more flexible, because
albeit desirable in the long run, they do not provide a remedy to the
problem of short-term growth11. When aggregate demand is
already down, reducing nominal wages, simplifying termination
procedures or removing controls on goods markets has little
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effect on labour demand, since businesses have to deal with the
overproduction resulting from the lack of demand. In addition,
the precarious situation both in the real economy, where the
propensity to consume remains low, and in the banking system, where credit is still struggling to recover, prevents private
investment from being made.
In such a context, the alternatives to supply-side policies may
be different. Employment may be boosted through technological
innovation developed by the private sector, generally understood
as all those sectors (from industry to entertainment, from
environment to finance) in which innovation arising from individual talent provides high added value to the production
process, which can hardly be produced by low-cost labour, and
generates a kind of job multiplier effect12. However, this process
produces new sources of social discrimination, based on education
levels and the geographic location of the technological hubs.
Public investment can also help revive the economy. If in fact
an injection of public spending, the so-called “fiscal multiplier”,
has a greater impact on a country’s economy during periods
of crisis than in normal times and that cuts in productive investment during a recession generate more negative effects than
cuts in current spending, then the fiscal policy of a country
during a crisis should preserve public spending in productive
investment. While the United States, Japan and Canada have
followed this path, countries in the Eurozone periphery reduced
their share of GDP investment from 4% in 2009 to 1.5% in
2013 to meet fiscal consolidation needs, with the most affected
areas being transport, education, health and social protection13.
The possibility of removing a part of or all public investment expenditure from the balanced budget constraint should be supported
in addition to the so-called investment clause, which provides
for deviations from the constraint only for specific projects and
only under certain conditions of negative growth or objectives
already achieved14. Rather, a “qualified golden rule” would
allow states to have greater leeway in public finances, carrying
out in return a quality assessment of the projects possibly
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exempted from the constraints in order to select public investment that is essential to the structure of the economy
(infrastructure and education, in particular), as well as those
leading to sustained economic growth in the long term. To
facilitate this task, it would be appropriate, even in the interest
of greater transparency, to separate public accounting entries that
refer to current expenditure and capital expenditure.
Therefore, public spending policies should be re-directed
towards more focused objectives. The labour market is one
of the areas in which the State could intervene by acting as
the direct employer of anyone who is willing, eager or able
to work according to the employer-of-last-resort scheme. This
is an idea originally developed by Hyman Minsky15, according
to which there is no economic policy that is more important than
job creation, thus assigning the State this function. As pointed out
by the European Commission’s 2013 Annual Growth Survey, investments in education, innovation and energy should be a priority
in spending choices and particular attention should be paid to
youth guarantee schemes16. However, work is a right of every
person and should be granted to all, regardless of their age and
of the economic situation.
The fundamental question related to the feasibility of public intervention is finding funding sources. This is true both for individual
Eurozone states, whose governments issue debt in a currency
over which they exert no control, and at the European Union level,
where a budget of 1% of the member countries’ total income is not
sufficient to cover real needs, while advanced federations, such as
the United States and Germany, have budgets equal to 20/25% of
GDP.
A possible solution would be the creation of an additional
budget to be allocated to Eurozone countries to launch a
development and growth plan for Europe17 funded through
the financial transaction tax (FTT). The FTT initiative launched in
2011 under the enhanced cooperation of eleven euro area member
countries has recently once again taken centre stage in the debate
at the behest of the governments of Germany and France, which
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aim to reach an agreement before the European Parliament elections in May. However, the proposal has to address the reservations expressed by financial operators, especially the English
ones, who believe that the tax would have very damaging effects
on UK markets.
2. External trilemma
The recovery of the European Union has to address a rather
low inflation rate at the aggregate level, which is far from the
“below, but close to, 2%” objective. In 2013, the inflation level
was 0.8%, an average which hides different realities: deflation,
such as in Greece and Portugal, and inflation that has practically
been reduced to zero, such as in Spain.
However, deflation can be dangerous for an economy because
it aggravates the real debt burden of borrowers, in addition to
producing downward tendencies in inflationary expectations, which
result in the postponement of consumption. Therefore, for
peripheral countries, the external trilemma means being unable
to cope with imbalances in the balance of payments using internal
devaluation, because an increase in competitiveness generated
by internal devaluation would be offset by the increase in public
debt in real terms due to deflationary dynamics.
Rebalancing the asymmetry among countries with respect to the
external constraint would require coordination among all the
parties. The peripheral countries faced with an inflation rate
close to zero can only reduce nominal wages to bring down real
wages, with a depression as the associated consequence. If core
countries such as Germany, Austria and Finland, where the
average inflation rate is around 1%, agreed to increase their level
of inflation, this would also produce an increase in the level of
inflation in the peripheral countries, allowing them not to have
to reduce the growth rate of nominal wages, without compromising the competitiveness of their products. For example, if in
the Eurozone periphery inflation were 1.5% (compared to
the current 0.2%), core countries could let it running at 2%, in
perfect compliance with the rules.
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In the EMU, according to the implicit rule associated with costpush inflation, wage growth should not exceed the productivity
rate growth plus the target inflation rate. In other words,
given the target 2% inflation rate, wages and productivity should
grow at the same pace. In the long run, this rule should bring the
unit labour cost and the national inflation rate in line with the target
inflation rate18. However, since the birth of the EMU, the unit
labour cost has remained almost constant in Germany, while in
the peripheral countries nominal wage growth has been higher than
productivity and this gap has widened over time. This has put
pressure on prices, which have increased compared to those
of German products. Although nominal exchange rates were no
longer valid, Germany’s real exchange rate has significantly depreciated, allowing German exports to become more competitive
in international trade.
Moreover, the introduction of the euro increased the heterogeneity among countries due to the de-industrialisation process
in the peripheral countries as a result of the process of
production specialisation19. For these countries, the comparative
advantage lays in the production of non-tradable goods and
services. And this heterogeneity has not lessened with the
crisis and internal devaluation: in Germany industrial capacity
has continued to grow, while in the countries in difficulty it has
decreased.
A quick recovery is unlikely without a fundamental improvement in the imbalances in competitiveness among Eurozone
countries. Furthermore, a policy to stimulate demand may also
lead current account deficits to grow due to an increase in
aggregate demand. A symmetrical adjustment would be appropriate in the short term. The peripheral countries could adjust
their monetary wages without decreasing growth but rather only
slowing it down, provided that there is some inflation; while the
core countries should make upward adjustments, making their
wages increase faster to stimulate their demand for imports
and encourage a reduction in peripheral countries’ deficit. If
Northern countries internally accepted a higher inflation rate,
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this would help bring the debt of the peripheral countries back into
more sustainable dynamics20.
However, in the long run, the competitiveness of peripheral
countries should be increased, not through price adjustments
but through increased productivity made possible through technological advancement, economies of scale and a reduction in unused production capacity.
3. Financial trilemma
The process towards creating a banking union has been
launched, but the European Resolution Fund will take another
ten years before a common Guarantee Fund enters into force,
financed by bank levies and supervised by the ECB. In addition,
the new direction of U.S. monetary policy raises the issue of a
new wave of financial flows released from emerging markets,
which might again destabilise European markets, now that the
yields on peripheral countries’ government bonds have returned to
pre-crisis levels.
The FTT, as well as directly financing tangible investment or
investment in human capital and producing public collective
goods, could also be one of the instruments to combat financial speculation. Since it is applied only to transactions
among actors regularly active in the financial markets, it would
affect the speculative trading of day traders, while long-term
investors would suffer only on the purchase and sale of shares
that they hold.
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Conclusions
The inadequacy of the fiscal coordination method, the worsening of macroeconomic imbalances between core countries and
peripheral countries, the priority given to price stability without considering the national dynamics of prices and wages, has made the
Eurozone a precarious monetary union which is unable to automatically generate the adjustment process needed to revive growth.
To support economic recovery that will soon become a growth process, it must first be acknowledged that the economic crisis in
Europe has not been caused by the unhealthy management of
public finances by a certain group of countries, but by heterogeneity relating to different production structures that the financial
crisis has helped expose.
Since the crisis has developed along a path of asymmetries, a
new start should be made on political bases aimed at harmonising
growth among member countries. The EMU should adopt a
fiscal policy model that provides for a division of tasks on two
levels: a stabilising function at the central level and a redistribution function at the national level. However, to perform the
stabilising function at the central level, Europe should have the
actual power to coordinate at the European level and be able to
overcome the coordination approach based on compliance with
the national fiscal rules that European governance has pursued
during the crisis.
Coordination should be understood as a concerted economic
policy at the European level, where in addition to the ECB’s
function of price controls, there would also be a supranational
European Treasury in charge of fiscal policy choices as well as
the management of the EU budget to promote sustainable development. By virtue of these prerogatives, the need then emerges
for the Treasury not to remain an independent entity, as is the
ECB, but to operate under the consent and the close supervision
of the European Parliament.
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