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Introduction

With the ratification of the Maastricht Treaty in 1992, European member states had effectively surrendered their traditional fiscal and monetary policy powers to a new and distant, though ill-defined supranational “sovereignty”. It will be argued that the neoliberal economic paradigm–having failed to convince the vast majority of Europeans of its legitimacy and efficacy–was to bypass the nation-state and eventually hijack the economic agenda on the supranational level. Paradoxically, the triumph of neoliberalism was precisely the outcome of national governments voluntarily surrendering their core economic policy prerogatives to a supranational agency in order to justify the imposition of an excessively harsh set of economic prescriptions embodied in the Maastricht Treaty. In other words, the nation-state provided the framework for the rise of neoliberalism on a supranational level. In the process of constructing this monetary edifice, Germany would emerge as Europe’s economic hegemon. At the same time, however, the European working class would be forced to pay the social costs of disinflation in terms of high levels of unemployment and the imposition of fiscal austerity. 

The German Ascendancy

The European Monetary System (EMS) (1979-92) can be portrayed as an asymmetrical, fixed exchange rate regime with the German mark performing an anchor role for the system as a whole. The problem of asymmetry was thus closely related to Germany’s strategic trade relations within the EMS. Both the critical mass of the German economy and its close trading relations with other European Union (EU) countries reinforced Germany’s ideological preferences in favor of disinflationary policies as the official template for monetary union.

To mix a metaphor: Germany is at the heart of the European economy, while all the other economies are peripheral. Economically, Europe may be defined as a German zone. This zone includes all countries that send a significant share of their exports (15% or more) to Germany and at least half of their total exports to the German economic zone, including Germany itself. Germany in turn sends half of its exports to the periphery of its economic zone, but no individual country absorbs more than 5-6 per cent of its exports (except Holland and France, each of which account for almost 10 per cent of German exports). This configuration of trade makes economic relations asymmetrical (Parboni, 1981, p.91).

The continued volatility of the dollar and the inflationary consequences of US domestic policies had impelled the EMS countries to peg their currencies to the German mark. As a result, German interest rates acted as the unofficial anchor or benchmark within the EMS. The problem of asymmetry, however, is not in itself a major obstacle to the maintenance of exchange rate stability. The real problem lies with the role performed by the anchor country. Under the post-war fixed exchange rate system of Bretton Woods, the anchor country–the United States–provided an expansionary impetus for the system as a whole, while the US financial system was willing and structurally capable of financing the export of capital. By incurring successive current account deficits, the American financial system was acting as a financial intermediary by borrowing in the short term in order to lend in the long term. In stark contrast, the German economy had imparted a deflationary tendency within the EMS and its financial sector was unwilling to act as a financial intermediary for the system as a whole. These constraints have been the product of the DM/dollar relationship and the German structural propensity to accumulate trade surpluses.

The inherently “anti-Keynesian” stance of the Bundesbank enshrined the objective of price stability as the cornerstone of German macroeconomic policy. By doing so, however, a disinflationary impulse was transmitted throughout the EMS zone (Guerrieri, et al., 1989). Consequently, most of the EMS countries adopted a “strong currency” option by aligning themselves with the anti-inflationary strategy of the Bundesbank. Although this strategy had fostered greater exchange rate cohesion and discipline within the EMS, evident by the gradual convergence of national inflation rates, the ultimate cost had been the legacy of relatively low levels of economic growth and high rates of structural unemployment (Lucarelli, 1999). 

Disinflationary policies thus contributed to the onset of “Eurosclerosis” during the 1980s (Boltho, 1993). By 1986, the average unemployment rate in the Community had increased from 4.7 per cent in 1975-80 to around 11 per cent. On the other hand, the rate of inflation had fallen from an average of 12 per cent to 3.7 per cent over the same period (Guerrieri, 1989, p.2). The EMS had thus provided a relatively stable monetary zone to which a significant share of their exports was destined, while fortifying the German economy from the destabilizing impact of a volatile US dollar. At the same time, the threat of competition from Germany’s European trade rivals was effectively countered through the Exchange Rate Mechanism (ERM), which prevented sudden, sharp devaluations of intra-ERM exchange rates. The basic contradiction between growing German trade surpluses and the trade deficits of France and Italy, however, threatened the cohesion and stability of the EMS. Germany’s trade surplus with its EMS partners increased more than four-fold between 1979 and 1988. At the same time, France’s trade deficit increased more than three-fold. 

The refusal of the German authorities to stimulate the level of effective demand imparted a disinflationary impulse in the EMS zone (Holland, 1983). This cumulative process of competitive disinflation therefore characterized the dynamics of the European economy in the 1980s (Fitoussi, 1993). The survival of the EMS inevitably depended upon the ability of member countries to co-ordinate their macroeconomic policies and to pursue a convergence of national inflation rates. For the deficit countries, capital controls were deployed to prevent speculative attacks on their respective currencies. Germany’s low inflation provided an anchor for the other ERM countries. By independently targeting its monetary growth, Germany established the inflationary threshold to which its ERM partners aligned themselves. With the signing of the Single European Act (SEA) in 1986, however, capital controls were scheduled to be abolished in 1992. Consequently, one of the main pillars of the EMS, which contributed to the stabilization of intra-Community exchange rates, had disappeared. Yet the liberalization of capital movements became difficult to reconcile with the continued existence of national exchange rate regimes. This glaring dichotomy became evident during the speculative turmoil that engulfed Europe in mid-1992. 

The Maastricht Blueprint for EMU
In June 1988 the European Council meeting in Hanover established the Committee for the Study of Economic and Monetary union under the chairmanship of Delors. The Delors Report, submitted in April 1989 and ratified by the member states at the Rome Summit in October 1990, provided the blueprint for monetary union. The Delors Plan viewed the existing EMS architecture as the institutional foundation for the completion of the monetary edifice. The Maastricht Treaty established a formal timetable for the progressive stages set out by the Delors Report toward EMU. The Treaty also identified and elaborated on the convergence criteria required to qualify for membership of the final phase and the Charter for a European Central Bank (ECB). Monetary union would be accomplished through three progressive stages. 

During the first stage, which officially began on July 1 1990, the EMS member states were scheduled to abolish all existing capital controls on the movement of capital across national borders. In December 1991 an agreement to establish the European Central Bank (ECB) was ratified even though exchange rate re-alignments were still permitted. The second stage was launched on January 1 1994 with the creation of the European Monetary Institute (EMI), which prepared the groundwork for a more cohesive regime of central bank co-ordination and monitored progress on meeting the convergence criteria. The final phase would depend on progress achieved by the member states in conforming to the convergence criteria. If these conditions were satisfied, the final stage was scheduled to begin at the end of 1996. The famous (or infamous) convergence criteria can be summarized as follows:

1. The national inflation rate not to exceed 1.5 per cent of the best performing member.

2. Budget deficits to be reduced to 3 per cent of GDP and the public debt not to exceed 60 per cent of GDP.

3. The exchange rate to remain within the narrow band of 2.25 per cent for two years before admission to the final stage.

4. Interest rate differentials to be narrowed within 2 per cent of the lowest national rates.

The abolition of capital controls raised quite profound implications for the high deficit countries. Capital market liberalization implied a loss of public control over national interest rates, which undermined the ability of ERM countries to maintain exchange rate parities. The choice was between the imposition of highly restrictive fiscal policies to compensate for the loss of monetary policy instruments or the acceptance of higher margins of exchange rate movements as a means of external adjustment. As soon as exchange rates were irrevocably fixed, however, there was a very real likelihood that speculative capital flights would be provoked.

The Maastricht Treaty proposed that the ECB should be governed by two fundamental principles. First, the statutes of the ECB should declare price stability as its overriding objective (Article 103 of the Treaty and Article 2 of the ECB Charter). Second, the ECB Charter should be inscribed with political and institutional independence. Doubtless these protocols exhibit a striking resemblance with the Charter of the Bundesbank. After the final stage of monetary union, the ECB would be conferred with the authority to issue a single currency. The euro will compete against the US dollar and the Japanese yen as an international vehicular currency. Yet, in order to challenge US dollar supremacy, the euro requires a sovereign political entity and coherent military instruments of power to support its international role as a means of payments and as a reserve asset. The EU, however, lacks these attributes of a sovereign power. 

Possibly the most contentious and politically sensitive aspect of the Maastricht accord involves the technical prohibition of the financing of public deficits by the ECB (Article 21.1 of the ECB statute). Moreover, the ECB is also prohibited from acting as a “lender of last resort” to a financially bankrupt government. Even though the ECB will assume monetary control, the national central banks would continue to perform a supervisory role. “In the event of a banking crisis, these two roles overlap: the national bank, acting as the lender of last resort, would wish to inject liquidity into the financial system; however, it would be constrained given that money supply falls under the remit of the ECB” (Arestis, et al., p.125). In order to prevent the monetization of public debts, national governments are obliged to maintain low public debt/GDP ratios. This provision of the Treaty has important implications for the high deficit members of Italy, Spain, Greece and Portugal; all of which rely quite extensively on revenue derived through seigniorage (Emerson, 1992,p.123). Given the constraints imposed on the level of public debt in order to acquire credibility in the eyes of financial markets, the scope for fiscal expansion to promote employment has been severely limited. 

Figure 1
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The speculative turmoil in mid-1992 after the British entry into the ERM exposed these glaring contradictions. In retrospect, capital liberalization became incompatible with the existing regime of fixed exchange rates. At the same time, German re-unification had induced a rise in domestic interest rates and the appreciation of the German mark. As the DM appreciated, pressure mounted on the British pound and the Italian lira, which culminated in their withdrawal of the ERM. Market perceptions about the inability of the high inflation/deficit countries to maintain their respective nominal exchange rates in the event of capital market liberalization ultimately triggered the crisis. Figure 1 illustrates the magnitude of the decoupling of exchange rates after these speculative attacks.

A series of devaluations were inevitable either because of the self-fulfilling speculative propensities generated by large capital outflows, or by the exhaustion of foreign exchange reserves to defend their respective exchange rates. In the course of the speculative crisis, the Italian lira and the British pound had experienced a nominal, effective depreciation of 16 per cent and 15 per cent respectively. Over the next year, however, most of the ERM currencies with the exception of the German mark, Dutch guilder and Irish pound, had fallen below their respective divergence threshold which culminated in an increase in the permitted band of exchange rate movement to 15 per cent either side of parity within the ERM in August 1993. The reverberations of the speculative turmoil of 1992-93 had postponed the EMU timetable for the final stage. The removal of capital controls and the liberalization of capital markets within a regime of fixed exchange rates therefore incurred quite considerable risks for the high inflation/deficit countries as the debacle of 1992-93 had already starkly demonstrated.

In the aftermath of German re-unification, the specter of greater German economic and political power led to a traditional response by the other member states to contain German power by accelerating the process of European integration. In this geo-political context, the Maastricht Treaty represented a European attempt, led by France, to curb German economic and political power (Anderson, 1997, p.132). Yet, at the same time, Germany was able to consolidate its economic hegemony through the EMU. The social costs of the EMU, however, would be borne by the European working class in terms of high levels of unemployment and fiscal austerity (Carchedi, 2001, p.134).

But the EMU rests also on fiscal policies which lead to austerity measures and thus to redistribution of surplus value from labour to capital. The more the EU countries are tied to Germany, the greater the expropriation of value from labour…The euro, and thus German leadership, is accepted because the bill is paid by labour…At the same time, these policies appear as if they were dictated by “Europe” in the interest of the “common good” (Carchedi, 1997, pp.100-01).

The Stability Pact became the means by which to enforce this excessive regime of economic austerity. Endorsed by the Dublin Summit of December 1996, the “Stability and Growth Pact” enshrined the very strict fiscal criteria, which were to be imposed on the member states in the final stage of EMU. However, the new Socialist government of France was able to inscribe a separate title on the “Resolution on Growth and Employment”, which was eventually included in the Amsterdam Treaty, or what later became known as “Maastricht 2”, signed in October 1997 (Artis & Winkler, 1997, p.1). Despite the French insistence on promoting employment as a principal objective of the Stability Pact, the general ideological tenor of the Treaty continued to support restrictive policies, which prevented each member state from pursuing expansionary policies to mitigate the effects of recession and stagnation (Pasinetti, 1998a, p.112). Indeed, the public debt and budget deficit thresholds became the very cornerstone of the Stability Pact to the extent that fines could be imposed by the Council if member states violated these targets (Arestis, et al., 2001, p.117). Quite apart from the weakening of the automatic stabilizers performed by the state sector and the unnecessary burden of high unemployment, the Maastricht Treaty does not specify any real formula over the notion of public finance “sustainability”, but simply states in a rather dogmatic and arbitrary manner, the “two reference values” of the public debt and fiscal deficit that should be achieved by member states (Pasinetti, 1998, pp.17-18).

Because Euro-zone members are not allowed to use independent monetary policies and pull themselves out of a shock-induced recession, they would normally utilize such a fiscal policy as tax cuts or public works to stimulate demand. The EU itself could have a fiscal policy to distribute financial resources to a depressed area to stimulate demand. However, the role of fiscal policy in Euroland has not been determined. Although it is unclear whether or not members will retain some fiscal powers, the Stability Pact demanded by Germany suggests those members’ fiscal powers will be greatly restricted (Gilpin, 2000, p.208).

The anti-Keynesian bias of the Stability Pact has contributed to high levels of unemployment and the curtailment of both private and public investment. It is more than mere coincidence that the countries of the euro-zone have experienced substantially higher levels of unemployment than both those European countries outside the euro-zone (ie, Norway, Switzerland and the UK) and the other major industrial countries of Japan and the United States (Modigliani, et al., 1998). The dampening of the level of aggregate demand has inhibited the self-reinforcing effects of the investment multiplier and has caused serious problems of excess productive capacity. The fiscal constraint imposed by the Maastricht Treaty therefore failed to be entirely convincing. In this sense, the fiscal criteria of the Delors Plan was difficult to justify on conventional Keynesian grounds unless there was a corresponding fiscal regime on a supranational level. The Community budget would perform the redistributive and stabilization functions now performed by national governments. Quite apart from the enormous political obstacles involved over national sovereignty with the sensitive issue of fiscal federalism, the existing EU budget, estimated at about 1.2 per cent of the combined European Union GDP, is simply inadequate to perform this function (Giovannini & Spaventa, 1991, p. 101). 

Conclusion

The most significant development over the past two decades in Europe has been the emergence of German economic dominance (Halevi, 1995). Although the Franco-German axis still constitutes the pivot around which the process of European integration revolves, the German economy occupies the very core of Europe. German economic dominance is reflected in the politics of monetary union. The German mark emerged as the nominal exchange rate anchor for the European Monetary System, while German disinflationary policies have prevailed in the creation of a European Central Bank, which has been modeled on the Bundesbank. A vicious circle of competitive disinflation was set in motion as each country’s pursuit of lower inflation in order to qualify for the euro-zone, led to a severe dampening of the level of effective demand. It was precisely this process of cumulative disinflation, which has contributed to the onset of Eurosclerosis over the past two decades. The broad outlines of this stagnationist phase have been characterized by the persistence of chronic unemployment and a decline in productive investment.
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