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1. Introduction  

 

� The core argument of this paper is that the EMU has removed crucial instruments of 

macroeconomic management from democratic governments in the Eurozone. 

 

� Furthermore, the EMU has caused systemic imbalances that national governments cannot 

counter-act with their remaining policy tools: fiscal and labour market policy. The creation of a 

monetary union without fiscal or political union has exposed the vulnerability of member-states. 

� The architecture of EMU has turned the economic crisis into a crisis of democratic legitimation. 

The current European policy response, dominated by intergovernmental bargaining, will not 

solve macroeconomic imbalances but will exacerbate them. 

 

� This lecture examines transnational trends in the Eurozone to illustrate the divergence in 

macroeconomic outcomes among member-states, the challenges facing European decision 

makers in the context of the crisis, and the pressure this is putting on national fiscal politics. Next 

week we will focus on national welfare regimes in Europe and the extent to which these are 

converging on a neoliberal model under pressure from European market integration. 

 

� In democratic capitalist societies governments depend on the confidence of their voters and this 

increasingly depends on economic and employment performance - to generate the necessary 

budgetary resources to settle distributional conflict and citizen expectations for a continuous 

improvement in their standard of living. 

 

� Governments now depend on the confidence of financial markets to achieve this. As argued by 

Streeck (2011), in the aftermath of WW2 these resources were generated initially by strong 



growth and full employment (but created the problem of inflation), then governments kick 

started economic growth through deficit financed public spending (which created public debt), 

when this was reduced through austerity measure governments increasingly relied on private 

indebtedness to created economic growth (which created a financial asset price boom that burst 

in 2008, hence the latest manifestation of the crisis).  

 

� Economic performance (improved wages and national income, an expansion in job opportunities 

and education, and the delivery of essential social services including pensions, healthcare and 

social security) became crucial to democratic legitimacy in all European polities after WW2. Some 

achieved this through authoritarian rule, such as Spain, Greece and Portugal. 

 

� But a political and institutional mechanism to improve living standards pre-supposes that 

national governments have the capacity to shape the performance of their economies. Citizens 

assume that their national politicians have the ability to develop and implement public policies 

that are in their interests. This democratic compromise with markets created the welfare state. 

 

� The EMU has made all of this (in addition to international liberalisation and the de-coupling of 

finance-capital markets from domestic control) much harder to achieve. It has transformed the 

national regimes of member-states, and attempts to reduce budgets deficits in the interest of 

private creditors in financial markets are leading to a direct undermining of the welfare state (see 

next week for a more precise definition of the welfare state). 

 

� The argument being advanced in this seminar is that it is necessary to examine member states of 

the Eurozone as ‘regions’ in a multi-level governance framework. The sovereign debt crisis has 

illustrated the absence of a European polity capable of controlling the markets - leaving national 

governments exposed. To appease the interests of financial markets, Eurozone states are 

implementing unprecedented cuts to public spending, which is undermining rather than 

improving economic and employment performance. Hence it is a crisis of the democratic welfare 

state not the capitalist market. Or, what Streeck calls a crisis of Democratic Capitalism, which makes 

explicit the underlying tension between social rights and market interests – a conflict that the 

historical evolution of the European welfare state(s) tried to resolve. 

 

2. Democratic legitimacy and macroeconomic management  

 

� All European governments in the post-war period rejected centralised socialist planning to 

coordinate the economy, as was emerging in the Soviet states, but still assumed responsibility to 

avoid economic crisis. This led to the political creation of what is often called corporatist 

economic management (particularly in the small open economies of Europe) or coordinated 

market economies (CMEs) in Germany. The historical variation in the underlying political 

coalitions in these countries led to distinct regimes of welfare capitalism (see Esping Anderson 

for next week’s reading).  

 

� The general paradigm of state-led management of macroeconomic aggregate demand, in the 

interest of full employment, made the compromise between democracy and capitalism possible at 

the level of the nation-state. The European Community was built around countries with similar 

levels of economic growth, social protection and employment. 

 



� Even during the early Monetarist creation of Europe, economic crises were considered to be the 

consequences of macroeconomic mismanagement. But the very possibility of effective political 

control of the economy does then create an internal dilemma for democratic legitimation. 

 

� To ensure electoral support national governments must satisfy the input and output dimensions of 

democracy. In the input dimension they are held accountable for policy choices that reflect the 

preferences of their constituents. In the output dimension they must ensure that policies are 

effective in generating economic and employment stability. The crisis of democratic legitimacy 

emerges when national governments can no longer satisfy these principles. 

 

� Peter Mair’s (2010) makes a similar distinction between responsive and responsible government. 

National governments must respond to the interests of citizens but these are often in conflict 

with what transnational and international agencies (such as the IMF, ECB, EU Commission) 

consider to be responsible social and economic policies. With the general paradigm shift to 

neoliberalism in the western world, it is assumed that problems that emerge in market economies 

(i.e. crises) simply require technical solutions, rather than political ones. 

 

� In multi-level polities as has evolved in the European Union, and reached its highest 

manifestation with the creation of the single currency, it is becoming increasingly unclear which 

level of government (the nation-state, the EU Council, the EU Commission, the ECB) is 

responsible for which policy inputs and outputs. Furthermore, international actors who increasingly 

control and steer national economic policy, are insulated from democratic accountability. Hence, 

the accusation that Europe is governed by technocrats rather than democrats.  

 

� The outcomes with high political salience among the electorate include unemployment and 

inflation. Most empirical evidence suggests that having a stable job and prices that do not 

fluctuate widely are of fundamental importance to all citizens. Furthermore, citizens hold national 

governments accountable when these aspirations are not satisfied. Hence they are political issues. 

� The question arises therefore whether national governments can adopt effective policies that 

impact on social, fiscal, income, monetary and exchange rate policy performance. 

 

� Unlike transnational European monetary policy (which has become so technical that few 

politicians let alone citizens can understand it) it is national fiscal (national budgets on who gets 

what and when) and incomes policy (wages) that are likely to become politicised.  

 

� This creates a democratic dilemma for the European Union. To ensure output legitimacy national 

governments may have to implement policy choices (i.e. cuts in public spending) that undermine 

input legitimacy and vice versa.   

 

� The paradigm of macro-economic management within which governments operate matters here. 

These choices were easier to resolve under the Keynesian that the monetarist paradigm. Europe 

now operates under a one size fits all monetary policy for seventeen institutionally, culturally and 

political diverse countries. 

 

� Keynesianism was premised on an accommodating monetary policy at the national level. It was 

assumed that governments would pursue fiscal contraction during economic booms and fiscal 

expansion in periods of economic bust (the former, of course, proved much more difficult). 

 



� Moreover, in Europe, the British experience showed that Keynesianism needed to be 

complemented with an effective incomes policy. Only the coordinated market economies, based 

on distinct regimes of welfare capitalism had these conditions – i.e. centralised unions and 

employer associations, and encompassing social protection. The crises of the late 1970s (and 

reflected in Thatcher’s demolition of British trade unions) provided the context for a shift toward 

a coordinated European monetary policy.  

 

� Germany was the first to establish ‘monetarism’, premised on an independent central bank. 

Monetary policy was removed from politics. The state was no longer committed to full 

employment but firmly focused on using interest rates to control inflation and output gaps. 

 

� The underlying social contract that emerged in Germany, Netherlands and other North 

European countries (and essential for understanding the crisis in Europe today) was that 

technocrats in the Bundesbank would take charge of the non-political monetary policy and target 

the ‘output gap’. Highly sophisticated centralised trade unions, employers and national 

government took charge of fiscal and wage policy. The latter learned to play by the Bundesbank 

rules and an implicit social contract was embedded. 

 

 

3. From Monetarism in Germany to European Monetary Union 

 

� European governments had several reasons to want to create a monetary regime. Capital mobility 
and currency fluctuations damaged export economies such as Germany. Currency devaluation 
was leading to instability in Europe, and a beggar thy neighbour approach to trade. There were 
also strong political motivations to establish a single currency. Europeanists considered it the 
crown jewel of European integration. 

� The first attempt was the “Snake in the Tunnel” in 1972 which quickly disintegrated after the oil 
crisis in the late 1970’s. 

� The European Monetary System (EMS) was established in 1979. But central banks in diverse 
European countries found it impossible to mirror the stable monetary policies of the 
Bundesbank. Whilst currencies were pegged to Germany, the Bundesbank adopted policies 
aimed at German economic conditions.  

� For example, when the Bundesbank punished Helmut Kohl in 1992 for an increase in public 
spending it had direct knock on effects across Europe. Sweden and Britain were capitulated out 
of the EMS. George Soros became a billionaire speculating on this. 

� But more broadly speaking most governments did not appreciate the awesome power of 
monetary policy, nor did they have a tradition of independent central banking, and coordinated 
wage setting among sophisticated trade unions and employers. 

� This institutional difference in national wage setting and labour relations regimes was particularly 

important for national competitiveness. It is still central to the distinction between varieties of 

capitalism in Europe today. For Hancké (2012), this is central to explaining the competitiveness 

crisis in Europe today (i.e. Spain, Italy, France and Greece lack coordinated labour relations).  

� As a consequence of these institutional differences inflation rates and unit labour costs continued 

to differ across Europe (see Figures 1 and 2 in the article). In response to divergences in national 

competitiveness, governments choose to continuously devalue their currencies (particularly in 

Italy). This constant adjustment of the exchange rate meant the risk premium on government 



bonds also diverged (see figure 3). Hence, the EMS reflected real institutional differences. 

Interest rates on government bonds differed because financial markets could observe the real 

differences among countries. This, in turn, forced national governments to manage fiscal policy 

more prudently. 

� The creation of the EMU would end a) the dependence of European countries on the 

Bundesbank, b) the risk of devaluation and c) encourage interest rate convergence. The 

neoclassical assumptions of monetarism meant that it was assumed a convergence in interest 

rates, markets, and monetary policy would lead to ‘economic convergence’. This, I argue, was the 

fundamental mistake of the Eurozone. 

� In recognition of institutional differences the ‘Maastricht treaty’ was adopted. This meant that all 

countries had to remove restrictions on capital mobility, stabilise their exchange rates, and 

achieve convergence on low rates of inflation and public sector deficits. In many countries this 

was achieved through national social pacts. 

� To ensure the continuation of these pacts Germany proposed a ‘Growth and Stability Pact’ to 

keep all countries in check. It was; however, unrealistic from the beginning, and the first country 

to violate the rules was Germany.  

4. From 1999-2007: Monetarism in a Non-Optimal Currency Area 

 

� It was assumed that integrated capital and product markets in the EMU would lead to a 

convergence of prices, wages and business cycles in Europe. This was not the case. 

� The institutional and structural differences (distinct welfare and industrial relations regimes) that 

originally caused divergences re-asserted themselves and masked by the EMU. In Ireland, 

constraints of Maastricht could no longer be used by the national government to resist pressure 

from democratic politics for increased spending and wages. 

� In effect, a uniform monetary policy (particularly in inter-bank interest rates) implemented by the 

ECB amplified deviant dynamics in countries that were experiencing above and below average 

inflation. The monetarist assumption of a perfect fit between a central bank governing in the 

interests of a specific national economy no longer existed in a heterogonous Eurozone. 

� ECB Interest rates were too high for countries with below average inflation (Germany and 

France) and too low with those with above average rates of inflation (Ireland and Spain). 

� In dealing with these dynamics countries were left to rely on the two remaining policy 

instruments for coordinating the macroeconomy: fiscal and incomes policy. Both Keynesian and 

Monetarists are interested in aggregate demand. But the latter is based on the neoclassical 

assumption of perfectly competitive labour markets. This idea underpins the policy response to 

the crisis today.  

� Therefore demand-side oriented monetarism was accompanied by policies that encouraged 

supply-side reforms (liberalisation, tax cuts, and de-regulation). The peripheral countries of the 

Eurozone that have been priced out of the international bond markets are now being encouraged 

to impose these ‘structural reforms’. Hence the power of ideas in economic policy.  

 

 



Germany: The Sick Man of Europe Rescued by Wage Restraint  

� Germany responded to the EMU with an aggressive regime of wage restraint and supply side 

reforms. It had the highest real-interest rates from 2000 (after introduction of the Euro, and 

economic growth was lowest. Ireland on the other hand was experiencing negative real interests 

(cheap money) and economic growth rates that exceeded 6 percent per annum.   

� Fiscal reflation was ruled out to deal with the recession in Germany. In fact Germany violated 

the growth and stability pact just by allowing automatic stabilisers (i.e. expenditure on social 

welfare) to kick in. 

� The supply-side revolution implemented during this period increased export profitability, kept 

jobs in industry, increased low wage employment and depressed domestic demand (the fruits of 

all this were only felt after 2007). The government de-regulated temporary and part time 

employment, introduced welfare reforms, and radically cut taxes. Trade unions, on the other 

hand accepted a long period of wage restraint. 

� The red-green coalition the Social Democrats were punished for their radical reform of the 

German welfare state and industrial relations regime. For the rest of the Eurozone, these supply 

side reforms and the increase in private profitability had a beggar thy neighbour effect on 

Eurozone current account imbalances. A trade surplus for Germany in a semi-closed trading 

economy of the Eurozone, inevitably implied a trade deficit in another country (i.e. it is 

economically impossible for all countries to run a trade surplus).  

The Rise and Increasing Vulnerability of GIPSI Countries  

� The inevitable rise in capital imports from the centre to the periphery of Europe (particularly 

Ireland and Spain) increased the vulnerability of those countries who were feeding on German 

capital exports. The one variable that allows us to identify which countries got into trouble in the 

Eurozone are those were there was a dramatic increase in capital imports (primarily into domestic 

banking systems).  

� But these governments had no effective way to counter-act domestic booms driven by the cheap 

money effect of uniform ECB interest rates. However, what Scharpf does not adequately account 

for is the importance of domestic policy regimes and political choices in each of these member-

states. Ireland introduced an unsustainable low tax regime that collapsed when its liquidity rich 

banking system (and mortgage market collapsed).  

� The only thing that would have made a real difference to the overheating of these economies was 

monetary constraint and aggressive counter-cyclical fiscal policies. This could have been achieved 

through regulating mortgage, housing and finance markets. 

� At on the onset of the financial crisis those countries with massive capital inflows were hugely 

exposed: Spain, Ireland, Portugal and Greece. Capital inflows and private debt left these 

countries extremely vulnerable to international financial market turbulence and capital flight. The 

latter occurred and provoked a massive liquidity and subsequently a solvency crisis for the 

sovereign democratic state. Could this have been avoided in a Federal Europe of States? 

� The GSP pact, central to coordinating European economic policy, was completely irrelevant for 

Spain and Ireland. The inflation target was also irrelevant. The ECB targets the HCIP not the 



CIP – which accounts for asset price inflation. Hence, the ECB totally missed the credit financed 

real estate bubbles in Ireland and Spain.  

� Escalating economic imbalances were of no concern to European policymakers during this 

period. But they were radically exposed when the crisis hit in 2008. 

5. From 2008-2010: A Sequence of Three Causally Connected Crises  

 

� Initially it was only those countries whose banks had invested in toxic US securities that were 

affected: UK, Germany and Ireland. Ireland could not afford to save its system relevant banks 

but it did so under pressure from the ECB. The outcome was an insolvent state. 

� Secondly, interbank lending on the money markets collapsed. The resulting credit squeeze had an 

obvious impact on the real economy – mostly affecting countries that had come to depend on 

credit inflows. The subsequent mortgage defaults created a secondary banking crisis.  

� Thirdly, the risk premium on government bonds rapidly diverged and a currency union without a 

political union was exposed. Greece was the first to fall. European policymakers responded by 

creating the ESM and subsequently EFSF. Access to financial funding required IMF induced 

structural reform.  

� The ECB has taken the most important transnational role by superseding national governments. 

It is the only European institution capable of a transnational European response (i.e. to not act in 

the interest of national governments). The EU Commission and Council, have in many ways, 

been side-lined by inter-governmental councils. Can we expect this intergovernmental approach 

to adopt the necessary coordinated response to the Eurozone crisis? Not really, as countries such 

as Germany will end up defending national rather than European interests. 

6. The Rescue Cum Retrenchment Program  

 

� National governments could have let their banks fall, pull out of the Euro and devalue their 

currencies as a response to the crisis. But this bankruptcy cum devaluation (BCD) scenario was never 

contemplated for a variety of reasons. Expensive bank bailouts were accepted as a necessary evil 

to keep the monetary union from falling apart. 

� The implication is that some national governments have lost access to finance markets. The 

Eurozone (unlike the USA) does not issue a singular government debt-bond.  Germany simply 

will not countenance such a possibility. Hence the rescue cum retrenchment (RCR) requires member-

states to seek funding in return for cuts in public expenditure, with obvious implications for the 

welfare state. 

� Ireland, Portugal, Greece, Spain and Italy are effectively in receivership. But this does not mean 

that domestic policy choices no longer matter. Scharpf does not allow for an empirical evaluation 

of why some countries prioritise tax increases or expenditure cuts in their fiscal adjustment 

programs. But he is correct to emphasise that governments have no policy tools other than 

supply side reforms to adjusting their economies in the EMU, via an internal devaluation. 

� Hence, what we have witnessed across the European Union is an increase in VAT, cuts in public 

sector wages, pensions, social expenditure and public capital investments, alongside structural 

reforms in product and labour markets. The ‘Troika’ analyses the problem, defines the policy 

choices and monitors compliance.  



� But according to all objective indicators the adjustment programs are not working. Budget 

deficits are marginally decreasing, public debt is increasing, economic growth is contracting and 

unemployment is soaring to unprecedented levels. A debt restructuring is probably unavoidable.  

Political Implications  

� The political and distributional implications of BCD are very different than RCR even if policy 

outcomes would be the same – i.e. one cannot assume that currency devaluation would work. 

Internal devaluation, however, has significant political consequences. 

� RCR visibly hurts workers and citizens whilst favouring profits and capitalists. This, as we know 

in Germany, will lead to a rise in social inequality and protest. It will also lead to a rise in populist 

political parties.  

� At European level there has been a radical reform of transnational processes aimed at 

coordinating economic policy: increased centralisation of fiscal policy, changes to the ‘Excessive 

Deficit Procedure’ (Art 126 TFEU), proposed supervision of national budgeting processes, and 

an ‘Excessive Imbalance Procedure’ (Art 121 TFEU). 

� The focus is on current account balances, unit labour costs, real effective exchange rates, and 

total indebtedness. The central instrument will be a scorecard with a limited list of performance 

indicators. Countries deemed at risk of imbalance (i.e. those with a deficit not a surplus) will be 

monitored by European semester reviews and recommendations, and sanctions. 

� It replaces the rule based approach of Maastricht with supranational economic management. But 

compliance with the new fiscal politics of the European Union will be almost impossible to 

achieve, as most of the indicators or variables are not under the control of national governments.  

� Furthermore, EMU member states cannot expect any help from the European level in managing 

macroeconomic imbalances that are induced by European monetary impulses. This means that 

monetary policy will continue to diverge from specific conditions of national economies. 

� This is quite different from the situation under the EMS were national governments retained 

control over macro-economic policy (and hence the welfare state) and were fully accountable to 

their electorates. For Scharpf, we now have the worst of all worlds (neither a democratic nation-

state nor a European federal system). International actors are taking decisions and not 

accountable to anyone. 

7. Democratic Legitimacy in a Reformed Monetary Union 

 

� The new Eurozone governance regime seems to depend on the ability of the EU Commission to 

prevent macro-economic imbalances in 17 diverse welfare state regimes.  

 

� It takes no account of the specific conditions and constraints of national industrial organizations, 

labour-market institutions, administrative and policy capabilities of the state, and political culture 

in each of these countries.  

 

� The policies proposed are rule-of-thumb supply-side reforms derived from the abstract models 

of neoclassical micro-economics. From this perspective the consequence of the Excessive 

Imbalance Procedure (and other tools to promote internal devaluation) would be to promote 

market liberalism in the European Union.  



� The empirical point to be observed is that the international and European agencies imposing the 

retrenchment program are not democratically legitimate to citizens.  If the policy outputs succeed 

(i.e. an improvement in economic and employment performance) then citizens may not care 

about democratic inputs. But this is not the case. Therefore governments cannot make appeals to 

the performance effect of European Union induced adjustment programs. 

 

� Input legitimacy means nothing if there are no meaningful differences in political parties seeking 

electoral office (or if there is no national debate on alternative policy choices). Hence in the 

absence of input and output legitimacy, it is the democratic state that is in crisis. 

 

� What we are likely to observe in the short-term is a rise in nationalist politics and anti-European 

political mobilisation from the extremes of the political spectrum. Therefore, the proposed 

solution to the Eurozone crisis may well end up undermining the entire process of European 

integration.  

 

Questions to be considered 

 

� Do national governments in the EMU really have no domestic socio-economic policy choices? 

Can we put all the blame for the Eurozone crisis on the architecture of EMU? Can the Eurozone 

develop transnational fiscal and social policies to coordinate a counter-reaction to the crisis that 

defends the welfare state? If so, what conditions would make this possible? 

 

 

 

 


