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INTRODUCTION

The dramatic clash between creditor
and debtor countries in the EU shows
that radical reforms are required. In
this paper we argue that the EMU is a
political project: it is a European pub-
lic good, which must be provided by
a legitimate democratic government.
Yet during the crisis, Germany played
the role of leading country, and the
old dilemma between a German
Europe and a European Germany
cropped up again. Here we examine
two interjurisdictional spillovers caused
by asymmetries among the govern-
ance and size of the economies in the
euro ared: the bank-sovereign nexus
and the internal deflation trap.

In order to avoid social and econom-
ic disequilibria, we propose a Euro-
pean economic model for the euro
area based on a long-ferm balance

of payment equilibrium, as an alterna-
tive to the German export-led econo-
my model. Current account surpluses
and deficits are neither a virtue nor a
sin. The euro area should be endowed
with a federal budget, enabling the
European Commission to employ Eu-
ropean savings to spur growth, em-
ployment and public and private in-
vestments. The new European model
must be coherent and compatible
with the needs of the other states of
the world; the stability of the inferna-
tional economy is also a global pub-
lic good. Indeed we can look at the
European model to draw some princi-
ples for reforming the old intfernation-
al economic order set up at Bretton
Woods, but now in crisis due fo global
imbalances and international mone-
tary and financial instability. m

* Presented at the 6th seminar on the Future of the European Union organised by the Altiero Spinelli Institute for Federalist Studies at the University of
Roma Tre, on August 28-29, 2015. | would like to thank for their comments the following colleagues and friends: Giancarlo Bertocco, Riccardo Fiorentini,
Joérg Haas, Antonio Longo, Ivo Maes, Domenico Moro, Antonio Padoa-Schioppa, Heikki Patomdki, Ingolf Pernice, Nicola Vallinoto and Andreas Wilkens.
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EUROPEAN ECONOMIC POLICY AND EUROPEAN

DEMOCRACY

The dramatic Eurosummit of 12-13th
July 2015 marked a furning point in the
history of European integration. After
the global financial crisis, the debate
on European economic policy — be-
tween austerity policies, supported by
surplus counfries, and expansionary
policies, supported by deficit coun-
tries — turned into a bailout game' be-
tween creditors and debtors. In order
to win the match, both litigants played
the card of the infegrity and survival
of EMU. The end game showed that
the Greek government was bluffing,
while the German Finance Minister
had a plan for Grexit and the will to
carry it out.

The political outcome of the Euro-
summit was that Monetary Union, in-
froduced as a crucial step towards
a more integrated, prosperous and
united Europe, is now viewed as the
main cause of conflict and division
among its members. “If the euro fails,
Europe fails,” Angela Merkel has said,
and indeed the failure of the Europe-
an project is now a genuine possibil-
ity. Monetary Union is no longer seen
as irreversible, and neither is the EU.
If Greece, and other overspenders,
can be pushed out of the euro areaq,
Monetary Union becomes similar to a
system of fixed exchanged rates: the
only difference is that it is more difficult
and expensive to get out. Grexit was a
feasible political choice for the build-
ing of Kerneuropa, the EMU of strong

economies, but with the Grexit pro-
posal the original — and irreversible —
political pact for the EMU was broken.
According to JUrgen Habermas: “the
German Government, including its
social democratic faction, has gam-
bled away in one night all the political
capital that a better Germany had
accumulated in half a centfury” (The
Guardian, 16 July 2015).

Pro-European parties and movements
have to make a choice. After seven
years of austerity and recession, it is
clear that the economic policy of the
Union is decided by the European
Council and, within the Council, by
the strongest state, namely Germa-
ny (with 29% of the GDP of the euro
area) and its allies, the surplus coun-
tries. The Franco-German engine of
European integro-
tfion is now nothing
but the fig leaf of
German leadership
and French weak-
So how did
this state of affairs

ness.

a polity.”

come about?

The pro-European forces bear a great
deal of responsibility. The EMU is not
only a European public good, but also
a world public good, insofar as if is
essential for the monetary and finan-
cial stability of the global economy.
During the crisis, the US government,
China and Russia urged the German

“The Union needs a
government. No polity
can dispense with that,
and the Economic and
Monetary Union (EMU) is

government and the other members
of the euro area to spare no effort to
save the EMU. Moreover, in a period
of rapidly changing international or-
der, with new political powers emerg-
ing in every continent, and a dramat-
ic humanitarian, political and military
crisis in the Mediterranean region and
Eastern Europe, the collapse of the Eu-
ropean Union could herald a phase of
international disorder similar to that of
the last century.

Several political analysts believe that
there is a new German question in
Europe. Our opinion is that there is
a German question, but that all the
countries in the euro area and the
European Union should share respon-
sibility for the present state of affairs.
There is a German question because
there is a European
question and vice
versa. Here we will
aftempt to show
that, due to the re-
vival of nationalism
affer the end of the
Cold War, the Ger-
man  government
became the leading player in a com-
plex institutional game based on the
dominance of the intergovernmen-
tal decision making system, embed-
ded in the Lisbon Treaty, over the so-
called Community method, that is the
co-legislative decision-making system
of the European Parliament and the

1 With regard to the bailout game, see Note 2 in Fiorentini and Montani (2012; 205), which discusses the principle of independence of monetary
policy from fiscal policy (established in the Maastricht Treaty). In a centralized federal state, “the power of a federal central government to refuse to
bail out a local government is of course reduced if the central government can oblige a central bank to finance its budget” (as happened in Brazil),
and therefore the game ends with the bail-out of the local government’'s debt. But if the central government has to comply with the principle of
independence of the central bank (as in the EMU), the conclusion of the note reads: “if the default [of the local government] becomes a realistic
possibility, ... a new game can be built in which ... the cooperative solution” (i.e. an agreement) - becomes possible.
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Council, and the executive role of the
European Commission.

Germany cannot be held guilty for
leading the Union, imposing rules and
policies that it deems necessary for the
prosperity of the euro area, albeit from
the perspective of asingle nation. The
Union needs a government. No polity
can dispense with that, and the Eco-
nomic and Monetary Union (EMU) is
a polity. The real problem is that the
European decision-making process
can be more or less democratic, and
today there is a substantial democrat-
ic deficit exploited not only by Ger-
many, but also by anti-European and

nationalistic forces. If a national peo-
ple is obliged to comply with rules it
has not approved, sooner or later the
rage will explode. When looking for a
way out of the present crisis of the Eu-
ropean Union, and above all that of
the euro area, the focus has to be on
two interconnected issues: first, what is
the proper economic policy for man-
aging the euro area? Second, what
democratic institutions are needed to
implement this economic policy?2

In the following sections, we shall see
how, after unification, Germany be-
came the hegemonic (or rather the
semi-hegemonic) power of the Union;

we will then discuss the main, widely
shared economic doctrine (ordolib-
eralism) that is deeply rooted in Ger-
many’s political parties and public
opinion; in the following two sections
we will tfry fo show how the euro zone
needs a supranational political econ-
omy to implement economic and so-
cial cohesion among member states
and build a new global economic or-
der; lastly, we will outline the main in-
stitutional reforms needed for a more
democratic Union. m

GERMANY: A SEMI-HEGEMONIC POWER

In order to understand the present
German question, it is useful to ex-
ploit the analysis put forward by Hans
Kundnani, an acute observer of con-
temporary German polifics. In The
Paradox of German Power, Kundnani
(2014) presents a convincing assess-
ment of modern German history, since
national unification in the nineteenth
century, and the country’s role in the
process of European integration after
World War Il.

The crucial concept at the basis of
Kundnani's analysis is drawn from the
classic work of Ludwig Dehio, Germa-
ny and World Polifics in the Twentieth
Century (1959), though Dehio’s more
general analysis in  Gleichgewicht
oder Hegemonie (1948) is practically
ignored. In his previous book Dehio
considered the hegemonic nature of
German politics after unification as an
aspect of a more general historical

process beginning with the creation

of the modern system of nation states
in Europe. The crucial concept Kund-
nani takes from Dehio’s analysis is
that of semi-hegemony. “The unified
Germany was foo big for a balance
of power in Europe and too small for
hegemony. The German historian Lud-
wig Dehio would later aptly identfify
Germany's problematic position in
continental Europe during the Kaiser-
reich as one of ‘semi-hegemony’: it
was not powerful enough to be per-
ceived as a threat by other powers.
Thus ifs size and central location in
Europe - the so-called Mittellage -
made it inherently destabilising. This,
in essence, was what became known
as the ‘German question’ (Kundnani
2014; 8).

Now let’s take a look at Kundnani's
analysis of the period following the
fall of the Berlin Wall and the end of
the Cold War. He goes on to analyse
various telling developments in recent

German economic policy, after the
Maastricht Treaty. “At the centre of
the increasingly integrated euro areq,
Germany went, in a decade, from a
current account deficit to a huge sur-
plus. Within Germany the turn-around
was seen as a triumph.” One crucial
reform behind this success was Agen-
da 2010, infroduced by Schrdéder’s
government. For some years, the
reform proved ineffectual:
remained disappointing and unem-

ployment was rising. Germany was

growth

obliged to increase its deficit budget,
breaching the rules of the Stability and
Growth Pact (SGP). Despite the ex-
cessive deficit procedure opened by
the European Commission, Germany
continued fo violate the terms of the
SGP. "This fiscal pragmatism — the op-
posite of the fiscal discipline that Ger-
many would later impose on others in
Europe - confributed to Germany’s
economic success over the following
decade” (Kundnani 2014; 71, 74).
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The country's economic success
was based on many factors, which
of course included the traditional

sfrength  of German manufactur-
ing. Two of these factors should be
recalled. The first is the practice of
outsourcing to the Eastern lander
and Eastern European countries. “In
the second half of the 2000s, Ger-
man companies began fo relocate
production fo countries such as the
Czech Republic, Hungary, Poland
and Slovakia —which had acceded to
the EU in 2004 - to reduce costs and
improve competitiveness... much of
central Europe became part of the
German supply chain... it also to a
large extent aligned the economic in-
terests of these countries with those of
Germany and thus increased German
power within the EU.” This outsourc-
ing had another important effect: it
kept wages down, compared with
the rising wages in other eurozone
countries. “With unemployment rising,
German trade unions... agreed to re-
markable wage restraint. ...This wage
restraint, together with the elimino-
tion of social security contributions on
low-paid jobs that Schroder had intro-
duced, led to a dramatic drop in unit
labour costs in Germany at the time
when they were increasing elsewhere
in the Eurozone.” (Kundnani 2014; 74-
5; on the same topic, Blyth, 2015). In
short, Germany became more com-
petitive in the eurozone due fo inter-
nal devaluation.

This domestic economic policy had
an important external effect: the in-
creasing surplusin German balance of
payment, due above all to increasing
frade with China and the USA. The new

German mercantilism also changed
the perception of the German idenfi-
ty. This good internal "housekeeping”
had an extraordinary psychological
and political impact. “Many argued
that others in Europe and the rest of
the world should learn from it; thus the
idea of ‘Modell Deutschland’, which
went back to the 1970s, re- emerged.”
(Kundnani 2014; 87).

With regard to German foreign poli-
cy, we recall the episode of the elec-
fion campaign of 2002, when the
Bush administration

proposed
ing Iraq. Gerard
Schréder, in an at-

invad-

tempt to distance

himself from the
United States and
the “"American

Way", spoke of a
Weg”,
or German way.

“Deutscher

Indeed this was es-
sentially  followed
inside the UN, when
France, Russia and
Germany opposed
the resolution that
authorised military intervention in Irag.
We also wish to recall the debate on
German “normality”, which can be
intferpreted as the emancipation from
the status of semi-sovereign country
Germany was obliged to accept af-
ter World War Il. At the beginning of
the 2000s, the bombing of Dresden in
February 1945 was openly discussed
in the mass media. “For the first time,
Germans were able to think of them-
selves as victims of the Americans. ...

“The rules established
after the World War I
for the creation of a
peaceful and stable
international order
are outdated and
inadequate; they
must be radically
overhauled. German
hegemony is only
possible today within
the dysfunctional
institutions of the EU.”

At the beginning of the twenty-first
century, debates about German na-
fional identity were expressed through
a competition between two specific
collective memories: Auschwitz and
Dresden.” (Kundnani 2014; 62-3).

Kundnani's general conclusion is that
Germany can now be viewed as
a geo-economic semi-hegemonic
power. “With the fransformation of Eu-
rope since the end of the Cold War,
Germany returned to the Mittellage?in
a geographic sense. ... Germany has
not created stability
... but instability in
Europe. Germany's
rhetoric focuses
on stability: it talks
about a
union' and is proud
of its StabilitGtskul-

tur, or ‘stability cul-

‘stability

ture’. But its defini-
fion of the concept
is extremely narrow:
Germany
talks about stabil-

when

ity it means price
stability and noth-
ing else. In fact, in
attempfting to export ifts ‘stability cul-
fure’, Germany hasin a broader sense
created instability. ... Since the euro
crisis began, Germany has exported
rules but not norms. Many other euro-
zone countries see the rules as serving
Germany's national interests rather
... Germany seems
fo have refurned to the position of

than their own.

semi-hegemony that Ludwig Dehio
described — except in geo-economic
form.” (Kundnani 2014; 107-110).

2 In a remarkable speech delivered in 2011, the former SPD Chancellor Helmut Schmidt supported the point of view, in line with Kundnani's analysis,
that: “Seen from central Europe, the history of the continent might well be regarded as a never-ending succession of struggles between the periphery
and the centre and vice versa.” And with regard to the present financial and debt crisis, Schmidt says: “The European nation states have a long-term
strategic interest in their mutual integration. ... Should the European Union fail to ensure its capacity to take common action in the decades ahead,
... the integration of Germany can hardly continue. The old game between the centre and the periphery might well be resumed. ... There is growing
concern about German dominance. This time the issue at stake is not a central power that is exceedingly strong in military and political terms, but a
centre that is exceedingly powerful in economic terms.” (Schmidt 2015).
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Kundnani's description of Germany's
status in contemporary Europe as
a geo-economic semi- hegemonic
power is a valid one (Pistone 2015),
but we wish fo add two observations.
The first is that the trend towards the
revival of power politics is not just Euro-
pean but global, after the collapse of
the Soviet Union and the slow decline
of the US as the last “superpower.” In
the present world system of states the
great powers stand up for their nation-
al interests in an international environ-
ment that is based on a global econ-
omy, but beleaguered by regional
wars caused directly or indirectly by
the conflicting ambitions of the same
great powers. The rules established
affer World War Il for the creation of

THE DOCTRINE OF

Ordoliberalism is an economic doc-
frine that was originally developed
by Walter Eucken and the Freiburg
school as a reaction to Hitler's regime,
during the 1930s and 1940s. After the
war, it became the intellectual frame-
work for Erhard’s monetary reform and
in subsequent years it was reworked
to include social rules: so the social
market economy (in brief, here we will
only address ordoliberalism, the the-
oretfical core) became the main ide-
ological doctrine of centre-right and
centre left political parties in Germany
(for a survey, Vanberg 2011; Dullien
and Guérot 2012).

Ordoliberalism should not be con-
fused with neo-liberalism of the Aus-
frian school, though there are some
overlapping especially on
the relationship between the mi-
cro- and macro-economy. The core

views,

a peaceful and stable international
order are outdated and inadequate;
they must be radically overhauled.
German hegemony is only possible
today within the dysfunctional institu-
tions of the EU. Without the EU and the
euro area, Germany would be noth-
ing but an old, declining European
power, like France and the other Eu-
ropean nation states, in a Balkanised
Europe. Therefore, the third phase of
German semi-hegemony is different
from the first two described by Dehio.
The old dilemma, a German Europe
or a European Germany, can move in
a positive direction without occasion-
ing a new tragedy. The second ob-
servation is that the status of Germa-
ny as a geo-economic power is only

ORDOLIBERALISM

of ordoliberalism is the idea that the
state should establish and promote
market competition, in order to avoid
the creation of trusts, monopolies and
sfrong economic pressure Qgroups
challenging the national government.
During the Nazi regime the old fed-
eral, decenfralized political system
was completely transformed, without
changing the constitution, into a high-
ly centralized economic system. Diri-
gisme replaced the market economy.
Ordoliberals believe there should be a
clear constitutional division of powers,
especially between economic and
political actors: a free market econ-
omy can only thrive within a strong
state, contrary to what modern neo-
liberal economists think.

A crucial aspect of ordoliberalism is
its rejection of macroeconomic poli-
cies fo manage effective demand, as

fransitory, if considered in the long run.
The European Union is facing increas-
ing security challenges, at its Eastern
borders and in the Mediterranean
sea, including migration  flows. The
demand for European military security
is increasing because it is increasingly
clear that the US government is not in-
clined to spend money and risk Amer-
ican lives to defend Europe. If France
stubbornly refuses to create a Europe-
an Defence Community, the way will
be open to Germany to build its “nor-
mal” army and eventually ifs nuclear
“force de frappe.” With its “normal”
army, Germany will no longer be just a
geo-economic power. B

supported by Keynesian economists
(The Economist 2015). If the social
market economy is well regulated,
with effective competition rules, with
a central bank independent from the
government
ing the goal of price stability, with a
system of social relations complying

and capable of fulfill-

with the rule that wages increase pari
passu with productivity, the social and
political goal of full employment can
easily be reached. This approach is
therefore similar to that of the mod-
ern neo-classical school of supply-side
economics. In normal fimes, but also
after an economic downturn, the real
problem for ordoliberals is to increase
internal and external competitiveness.
If the national economy is more com-
petitive than the other economies in
the international market, exportations
will increase and so will infernal out-
put and employment. It is therefore
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essential for the government to do
its “housekeeping” effectively. In this
way, ordoliberalism is also a doctrine
for a well managed international eco-
nomic order: if every national country
provides a proper social market econ-
omy, the stability of the international
order is assured. In the last resort, the
national management of home ag-

gregate demand, especially with

deficit spending policies, leads to
inflation, the inef-
ficient  allocation

of resources and
international insta-
bility: different rates
of national infla-
tion sooner or later
cause devaluation
or re-evaluation of

national exchange

rates. Ordoliber-

dlism is the doc- Sfrong state, contrary
tine of national  to what modern

and international  nepliberal economists
economic  stabili-

think.”

ty, even without a
monetary union.

Now, let's take a look at cases in
which the doctrine of ordoliberalism
has had a concrete impact on the
construction and development of the
EMU.

Firstly, in the Maastricht Treaty, five
convergence criteria were estab-
lished to be certain that only countries
which had their *house in order” were
admitted fo the Monetary Union: a
low inflation rate; a low interest rate;
no devaluation of the national cur-
rency af least for two years; a budget
deficit of no more than 3% of the GDP
and a public debt of no more than
60% of GDP. The last two financial cri-
teria later became the basis of the
Stability and Growth Pact (SGP).

“Ordoliberals believe
there should be a clear
constitutional division
of powers, especially
between economic
and political actors: a
free market economy
can only thrive within a

Secondly, in the Maastricht Treaty
(now the Lisbon Treaty) the principle
of the independence of the ECB from
national governments and European
institutions is clearly stated. This entails
the relative independence of mone-
tary policy, whose main goal is price
stability, from national and European
budgetary policies:
clause forbids the monetary financ-

the no-bailout

ing of national budgets and the Euro-
pean budget. This
principle was also
viewed as a tacit
agreement to pre-
vent the EMU from
becoming a “trans-
fer union.”

In third place, aof-
ter the Greek cri-
sis in 2010 and the
spread of the sov-
ereign debt crisis
to other EMU coun-
fries, it was neces-
sary tfo create some
emergency funds
— the European Financial Stability Fa-
cility (EFSF) and the European Stability
Mechanism (ESM) - to provide finan-
cial aid to governments that were
insolvent or at risk of insolvency. But
strict condifionality was applied to this
aid, decided on the basis of intergov-
ernmental rules. The German govern-
ment asked for a more general frame-
work to reinforce the SGP, whose rules
had been breached too frequently.
After the German grand codlition ap-
proved a constitutional amendment,
called Schuldenbremse, in 2009,
basically a debt cap for the feder-
al budget of 0.35% of GDP, a similar
rule was proposed for all EMU mem-
ber states. The Treaty on Stability, Co-
ordination and Governance (TSCG)
was signed in 2012 and entered into
force in 2013, when it was ratified by

25 states. In fact, the so- called Fiscal
Compact obliges countries to include
the balanced budget rule in their con-
stitutions or laws (the limit of structural
deficit is 0.5% of GDP).

In fourth place, when it was necessary
to impose conditionality on Greece,
the German government asked the
IMF to join the European Commission
and the ECB (the Troika). This decision
reveals the ordoliberal conception
of the EMU: it is nothing but a gold
standard, the system of fixed rates of
exchange that arose spontaneously
in the nineteenth century. The only dif-
ference is that the euro is a fiat mon-
ey, because in the twenty-first century
gold is no longer used for frade and
financial transactions. According to
ordoliberals the EMU is a monetary
agreement for the stability of prices
and exchange rates, and nothing
more: the no-bailout clause excludes
financial and political commitments
among the member states of the EMU.
A federal system is different. When,
in 2010, California defaulted, the US
federal government did not ask for
aid from the IMF. Indeed, many poor
counfries, members of the IMF, rightly
protested against Europe’s improper
use of the IMF.

To conclude, the crisis of the euro
area reveals the ideological limit of
ordoliberalism, an economic doctrine
that came about as an alternative to
Nazi dirigisme. It certainly played an
important, positive role during post-
war reconstruction and the economic
miracle, but ifs internationalist con-
cepftionis aserious limit, asitis in sharp
opposition with the founding principle
of European integration: supranation-
alism. In the Schuman declaration,
the European project of the Europe-
an Coal and Steel Community (ECSC)
was presented as a federatfion in
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progress. Ordoliberalism did not clash
with the process of European inte-
gration until the creation of the euro.
After Maaostricht, the Bundesbank,
which is considered
the temple where
the true principles
of the doctrine are
preserved, strongly
opposed
tempt to change
the rules agreed in
the Treaty or make them more flex-
ible. But after the EMU crisis, the de-
mand for change could not be ig-
nored. This is the view of the President

any at-
euro.”

“Ordoliberalism did not
clash with the process

of European integration
until the creation of the

of the Bundesbank, Jens Weidmann:
"“it was a long-held belief, above all in
Germany, that in the long run mone-
tary union would, out of necessity as
it were, culminate
in  political
Addressing the Bun-

union.

destag in Novem-
1991,
Kohl remarked that

ber Helmut

‘the idea of sustain-

ing economic and
monetary union over fime without
political union is a fallacy’. | believe,
however, that monetary union can
also function without political union.

The Maastricht framework which was
adjusted in the light of the crisis, of-
fers a sensible foundation for this in
principle.” (Weidmann, 2015a). This
view seems to be fully shared by the
Finance Minister Wolfang Schéuble,
who, in view of the Eurosummit of
July 12th, circulated a plan for Grexit,
convinced that Kerneuropa can be
reinforced by pushing out insolvent
members: no fiscal union or political
union is required by a group of states
which promise to keep their houses
in order. For the German people, it is
time to choose between an interna-
tional or supranational EMU. m

A SUPRANATIONAL ECONOMIC POLICY FOR THE EMU

The crisis was characterised by two
opposing economic policies. The first
was the austerity policy supported
by the German government and the
surplus countries, the second was the
policy for more flexibility of the SGP's
fiscal constraints. Behind these pol-
icies it is easy to see the ordoliberal
and the Keynesian economic theo-
ries. The priority for the supporters of
austerity policies was to keep nation-
al public budgets in order, i.e. in bal-
ance or close to balance. The priority
for Keynesian economists and the na-
tional governments in favour of flexibil-
ity was to spur growth and decrease
unemployment with more national
public spending, i.e. more deficit and
debt. Both economic policies share a
certain notion of good international
order: if every country keeps its house
in order, the infernational economy
will thrive. Unfortunately this simplistic
point of view is unfounded. What will
happen if a country with its house in
order causes negative spillover effects

on other countries, for instance with
beggar-thy-neighbour policies? And
if a country is damaged by an exter-
nal foreign policy, how will it respond:
diplomatic

economic  retaliation,

complaint or war?

Here we will attempt to show that it
is possible, and profitable, for the Eu-
ropean Union to strike a compromise
between ordoliberal and Keynesian
and the governments
supporting these views: a supranation-
al economic policy — with the institu-
fional means required to implement it
— can be established. The ordoliberals
have to accept that Europe’s aggre-
gate demand must be managed to
ensure growth, full employment and
social cohesion in the European econ-
omy. Keynesian economists must ac-

economics,

cept that in an economic and mone-
tary union hard constraints of national
budget are necessary, because ex-
cessive deficit and debfs can cause
damage - such as too much inflation

- fo the other member countries. The
history of European integration shows
that supranational institutions — when
a degree of national power is surren-
dered to the EU - can provide Euro-
pean public goods. For instance, the
single European market is a suprana-
tional public good which can only
work well if the European Commission
and the European Court of Justfice
can impose rules to prevent national
governments providing state aid to
ailing companies. Here we discuss two
crucial cases of interjurisdictional spill-
over which emerged during the crisis:
the bank-sovereign nexus, which led
to the re-nationalisation of the bank-
ing and financial system, and the in-
ternal deflation trap, which caused
the deflation of European aggregate
demand and high unemployment
rates. A detailed description of these
two spillovers is furnished in the Ap-
pendix.
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Before discussing these spillovers it is
necessary to say something about
the trade-off between the spending
power of the federal government,
that is the size of the federal budget,
and the rigidity of the “stupid rules”
of the SGP, established without taking
info account that emergencies, like
the global financial crisis, can hap-
pen and have to be addressed us-
ing exceptional monetary and fiscal
means.® In normal times, according to
Kenneth  Wheare,

> “The history

based on the prin-

fiscal federalism

of European

of the EU, which is 1% of the EU GDP,
we believe it should be increased to
2-2.5% or little more (without defence
and foreign policy expenditure) as
proposed by the MacDougall Report
of 1977. This modest budget increase
is now viewed as faboo, after the thick
smoke screen raised during the sover-
eign debt crisis by “no franfer union”
propaganda. The “no transfer union”
dogma is groundless, because every
public budget comprises some finan-

cial transfer and

the EU budget, as

it is now, already

ciple that ‘“gen- . . comprises some
. infegration shows .

eral and regional ) fransfer  financial

governments must that supronohonol effects. The aim of

each have underits
independent
control financial re-

own

sources sufficient to
perform its exclusive
functions.” (Wheare
1967; 93). However
it is very difficult to
implement this principle because of
the overlapping functions among lo-
cal, regional and federal governments
and the spillover effects among differ-
ent jurisdictions. Therefore, to correct
the inevitable vertical and horizontal

goods. ”

imbalances arising in a multilevel sys-
tem of government, the federal gov-
ernment must have spending power.*
To clarify the kind ofspending power
we are talking about, taking account
of the fact that the present budget

institutions - when a
degree of national
power is surrendered
fo the EU - can provide
European public

the structural funds
the
Delors Package
I (1988) and the
Delors Package I
(1992) was to frans-
fer financial aid
from rich regions to
poor regions and from rich member
states to poor member states. There-
fore when addressing the EU budget
we must remember how much fiscal
fransfers are necessary to “promote
economic, social and territorial cohe-

created with

sion, and solidarity among its member
states,” as is stated in Article 3 of the
Lisbon Treaty. Of course, we are aware
that the degree of solidarity among
citizens belonging to different nations
is lower than the degree of solidarity

among citizens of the same nation;
nevertheless no political community
can survive without sharing common
values and common public goods.

Now let's examine the two spillovers,
bearing in mind that our general aim
is the supranational economic policy
required to keep the balance of pay-
ments of the euro area in equilibrium,
or with a limited surplus or deficit in
the short run. This goal means that the
balance of payments of the member
states should not be viewed as a goal
of European economic policy, just as
it is not a goal for the federal govern-
ment in the US to keep the BoP of ifs
50 member states in equilibrium, or for
the German federal government to
monitor the current account deficits
or surpluses of the Lander. Of course,
the European Commission can con-
sider the deficits and surpluses of the
member states as one of the indexes
of the health of a certain economy,
such as the per capita GDP, the rate
of inflation, the Unit Labour Cost (ULC),
the male and female employment
rate, debt/GDP, efc.

The re-nationalization of the banking
and financial system began with the
Greek crisis, when the German gov-
ernment declared that the no-bailout
clause of the Treaty had to be re-
spected and that Greece could leave
the EMU. The first decade of the EMU
experiment showed a sponfaneous

3The presentrules established by the SGP do not allow the EU to respond appropriately to extraordinary crises. In an emergency the dividing line between
monetary policy and fiscal policy is blurred. So ordoliberal and Keynesian economists propose different policies. Considering the independence of
the ECB and the relationship between monetary and fiscal policy in the EMU, Otmar Issing (2008, 236) observes: “The area where the currency and
politics rub up against each other is that of public finances. Control over public finances goes to the heart of western democracy. If this were to be
transferred from the national to the European level, one would de facto have largely attained political union.” Of course, since Issing supports the
strict independence of monetary policy from fiscal policy, also when a dramatic crisis hits, no “transfer union” is possible and Grexit can be envisaged.
Adair Turner makes a similar observation concerning a permanent quantitative easing policy during a severe crisis, but draws different conclusions: “If
that does occur, some or all QE will turn out post facto to have entailed money finance of fiscal deficits.” And concerning the relationship between
monetary and fiscal policy in the EMU Turner remarks: “The attainment of optimal policy is severely constrained by structural deficiencies within the
Eurozone project. The required first steps in resolving these deficiencies, difficult enough in themselves, entail fiscal federalism, with some small but still
significant revenue/expenditures at federal level and the creation of some variant of Eurobonds.” (Turner 2013; 37-39). In the EMU with a federal budget
the crucial question is: For the integrity of the EMU are the European convergence policies effective enough?

4 In a popular textbook of fiscal federalism spending power is considered: “an indispensable policy instrument for enabling the federal government
to pursue its national efficiency and equity objectives in circumstances in which state expenditure programs have important national consequences”
(Boadway and Shah, 2009, 78). To apply this to the EU, substitute “national” with “European” in this statement.



9 | UEF October 2015 | REFLECTION PAPER

convergence of interest rates in all
countries and a flow of capital from
counfries with high saving rates to
countries in need of investment. After
the beginning of the Greek crisis, for
the global financial market it was crys-
tal clear that the overly indebted gov-
ernments in the EMU had to solve the
problem with their own forces. Capital
started fo flow back from the so-called
PIIGS to various safe havens, above all
Germany. The Credit Default Swap
(CDS) on sovereign bonds soared
and, since national bonds were the
main component of bank reserves,
the sovereign bond crisis was followed
by a serious crisis in the banking sys-
tem in states aft risk of insolvency.

We will not examine all the European
reforms, such as the ESM, implement-
ed to stop the crisis and help states at
risk of insolvency, but only the bank-
ing reforms, above all the Single Su-
pervisory Mechanism (SSM) and the
Single Resolution Mechanism (SRM).
According to Mario Draghi, the Presi-
dent of the ECB, the dangerous frag-
mentation of the European financial
system was caused by incomplete
integration (Draghi 2014a). While the
interbank market was fully integrated,
retail banking remained fragment-
ed. Therefore the core aim of the re-
form was to get rid of the “infamous
bank-sovereign nexus.” With the new
banking union it is now possible: a)
to reduce so-called related lending,
namely the power of local banks “to
increase lending towards favoured
domestic sectors such as real estate,”
as happened in Spain and Ireland;
b) to lessen the risk of bad composi-
fion of bank reserves, with too many
foreign short-term and debt-based li-
abilities, which "“could quickly dry up
at the first sign of distress,” and lastly

c) to reduce the cost to national fis-
cal authorities of shoring up banks’
balance sheets when crisis hits, thanks
to the creation of the single resolution
fund. In short, the bank-sovereign nex-
uUs can be overcome, providing that
bank failures are borne first and fore-
by the private sector; bail-ins
must precede bail-outs so the costs

most

of failure are more
spread
among all the euro

evenly
area countries.
Banking union s
certainly a step in
the right direction,
but it is not enough
for the complete fi-
nancial integration
of the euro area.
As Draghi acknowl-
edges, better capital market inte-
gration is also required. Indeed the
European Commission has already
proposed a first draft for a Capital
Markets Union (EC, 2015), but this
proposal mainly concerns sources of
funding for companies; it is based on
a microeconomic approach. From
a macroeconomic point of view we
can observe that the euro area needs
a public bonds market based on fed-
eral bonds issued by the European
Commission (or the future European
government).s

Banking union is certainly a step in the
right direction, but it is not enough
for the complete financial integra-
tion of the euro area. As Draghi ac-
knowledges, better capital market
integration is also required. Indeed
the European Commission has al-
ready proposed a first draft for a Cap-
ital Markets Union (EC, 2015), but this
proposal mainly concerns sources of

“Banking union is
certainly a step in the
right direction, but it

is not enough for the
complete financial
integration of the euro
areq. A better capital
market integration is
also needed.”

funding for companies; it is based on
a microeconomic approach. From
a macroeconomic point of view we
can observe that the euro area needs
a public bonds market based on fed-
eral bonds issued by the European
Commission (or the future European
government).5

European federal
bonds,
US Treasury bonds,
are the real tools
needed tfo get rid
of the
bank-sovereign

similar o

“infamous
nexus.” They can
circulate in all the
euro area countries
without the risk of
a sudden change
in their value in the
event of a national government ex-
periencing financial distress; they are
perfectly transferable assets, which
exist in every wel-managed mone-
tary union (Montani, 2013). There is
an objection concerning the issue of
federal bonds. Some economist could
observe that due to the small size of
the European budget, European fed-
eral bonds would be insufficient for
the entire European banking system.
Indeed the proposal to mutualise a
share of national debts, along the
lines suggested by Delpa and von
Weizsdcker (2010) - i.e. blue bonds
and red bonds - should be reconsid-
ered (forinstance, for 20-30% of GDP).
Federal bonds are European public
goods, a crucial step fowards political
union, because with European Treas-
ury Bonds the euro area can compete
with the dollar area capital market on
a level playing field.

5 The Juncker Plan, which had problems financing the European Fund for Strategic Investments from the European budget, could also be financed by

European Federal Bonds
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Now let's consider the second jurisdic-
tional spillover, the internal devaluo-
tion trap. This trap is caused by the dis-
proporfion among the size of the euro
area countries’ economies and their
different national economic policies.
Martin Wolf rightly observes that the
logic of internal and external balanc-
es can be applied to the euro area:
in a world econo-
my the sum of sur-
plus and deficits is
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“If the Modell-
Deutschland is not

of the German economy in the world
market. But they caused also exter-
nal diseconomies in the other euro
area member states, whose industrial
and labour market systems were not
export-led economies. As Sebastian
Dullien remarks: “*German success, in
terms of its large current account sur-
plus, low unemployment rate and ac-
ceptable econom-
ic growth,
from a combination

stems

zero. “Once we do of nominal wage
that, it becomes @ good one forthe restraints, support-
obvious that the euro area, whatis the ed by labour mar-

biggest challenge
has been created
not by excess de-
mand on the periphery, but chroni-
cally deficient demand at the core.
The problem, in brief, is Germany and
—to a far lesser degree, because they
are so much smaller — other creditor
counfries inside the euro area” (Wolf
2014; 177). As we have already seen
in the previous section, after unifica-
fion Germany recovered thanks to
a series of reforms infroduced by the
Schréder government. These reforms
greatly increased the competitiveness

Modell Europae”

ket reforms which
have ... put down-
ward pressure on
wages, and severe spending restraints
on both public investment as well as
on research and development and
education. On the whole, this cannot
serve as a blueprint for Europe. Some
elements of the German model have
negative externdlities on its partners
in Europe.” (Dullien 2014; 157; on the
same fopic, Posen, 2013).

Indeed, during the crisis, German pres-
sure on deficit countries fo comply

with the Fiscal Compact rules obliged
the PIIGS countries to increase com-
petitiveness by means of deflationary
intfernal policies: cutting private and
public expenses, increasing unem-
ployment and moderating wage in-
creases. The outcome was the fall of
euro area’s aggregate demand, a
lose-lose policy. Martin Wolf observes:
“The implications of the attempt to
force the eurozone to mimic the path
to adjustment faken by Germany in
the 2000s are profound. For the euro-
zone it makes prolonged stagnation,
particularly in the crisis-hit countries,
probable. Moreover, ... the shift of the
eurozone into surplus is a contraction-
ary shock for the world economy. The
eurozone is not a small, open econ-
omy, but the second-largest in the
world. It is too big and the external
competitiveness of its weaker coun-
tries too frail fo make big shifts in the
external accounts a workable post-
crisis strategy for economic adjust-
ment and growth.” (Wolf 2014; 303).

If the Modell Deutschland is not a
good one for the euro area, what is
the Modell Europa? g

THE EUROPEAN MODEL AND THE NEW WORLD
ECONOMIC ORDER

In order to pinpoint the main features
of the European model we should
bear in mind that the European Union
is a federation in progress. However it
cannot draw foo many lessons from
existing federations. The reason is that
all existing federal states are also na-
tion states, while the EU is a union of
national peoples (or nation states). For
instance, the USA is certainly a very

useful model, but it must be noted
that the USA built its banking union in
the late nineteenth century, before
the creatfion of the Federal Reserve
System, and that the US welfare state
was built during the New Deal mainly
on a federal level, while the European
welfare systems are national and there
are no serious reasons to merge them
intfo a single European welfare system.

These differences also explain why the
American Federation has not faced
the two spillovers we have just dis-
cussed for the euro area. So, our task is
to build a supranational federal Union,
which is based on shared political val-
ves, fundamental rights and common
policies, but which cannot become a
European nation: we must admit that
the degree of fiscal solidarity among
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European cifizens is lower than the de-
gree of solidarity among citizens and
local communities in the same nation.

Our proposals for the European mod-
el are merely a contribution to an
ongoing debate, because we are
aware that only the European insti-
tutions, including the European par-
fies, can define the
general framework
for  wide-ranging
reform. We focus
on The Report of
the Five Presidents
(Juncker, 2015), in
order to underline
the need for the
European Com-
mission to play a
political role, man-
aging a greatfer
EU budget. This is
the first critique to
the Report. In oth-
er words, the Euro-
pean Commission
needs fo count on
“spend-
ing power” to im-

increased

plement effective policies for conver-
gence, growth and more jobs for EU
citizens. Moreover, and this is the sec-
ond critique, we agree that: “solving
the euro crisis demands not only sfruc-
tural reforms to the EU system, but also
new systems of global governance”
(Patomadki, 2013). This is the main flaw
in The Report of the Five Presidents.
We cannot forget that the EU is not an
isolated economy in an unregulated
global market. All policies and reforms
under discussion are interdependent.
Consider the proposal for the Transat-
lantic Trade and Investment Partner-
ship (TTIP): how can we discuss the ab-
olition of frade and non-trade barriers
between the USA and the EU without
considering that the exchange rate
between the dollar and the euro can

“The European
economy is only the
one piece, albeit
undoubtedly an
important one, in a
much wider game.
We therefore need

fo overcome the
faboo surrounding the
political role of the
European Commission: use its
it needs spending
power to govern the EU
economy and not only
fo enforce rules.”

fluctuate by 15% or more? If China
changes the value of the yuan or its
rate of growth slows down, the Euro-
pean economy is affected. A new
global financial crisis remains a possi-
bility. The European economy is only
one piece, albeit undoubtedly an im-
portant one, in a much wider game.
The EU vessel needs a captain to sail

it in uncharted wa-

ters. We therefore
need to overcome
tfaboo  sur-
rounding the politi-
cal role of the Euro-
pean Commission:
it needs spending
power to govern
the EU economy
and not only fo
The
must

enforce rules.
Commission
spending
power as a carrot
and a sfick, as all
other federal gov-
ernments do, es-
pecially during a
storm.

Let’s take internal European reforms.
The Report of the Five Presidents cor-
rectly underlines the four pillars of the
Euro Plus Pact, namely the creation of
aeuro area system of Competitiveness
Authorities, the reinforced implemen-
tafion of the Macroeconomic Imbal-
ance Procedure, a greater focus on
employment and social performance,
and a stronger coordination of eco-
nomic policies within a revamped Eu-
ropean Semester. All of these reforms
should be implemented in line with
the Community method. One thing
we would add to this list of reforms, to
avoid the negative spillovers caused
by internal devaluations, is that the
correction of macroeconomic imbal-
ances should be symmetrical, that is, if
a current account deficit of more than

4% of GDP is deemed excessive, a sur-
plus of more than 4% of GDP should
also be considered excessive (and
not 6% as currently stands). Moreover,
the euro area budget has to be big
enough to finance: a) a shock absorp-
fion mechanism for excessive unem-
ployment during a crisis; b) a bigger
European Fund for Strategic Invest-
menft, which is crucial for growth and
employment; c) an increased fund for
scientific research, education and in-
novation, like Horizon 2020; and lastly,
d) more structural funds, to provide
for the European Social Fund (ESF),
the European Regional Development
Fund (ERDF), the Cohesion Fund (CF),
the Youth Employment Initiative and
aid for the deprived. All of these funds
are crucial for fostering employment,
new jobs and new investments, es-
pecially if facing environmental and
local administration problems. The na-
tional welfare systems need a Europe-
an roof (for more details see Fiorenfini
and Montani 2014).

Our second observation regards the
role of the EU in the world economy.
Structural reforms are not only crucial
for member states of the Union, but
also for building a new international
economic order, which is a crucial
global public good. The old order
created after the Second World War
is crumbling. The EU needs an intfer-
national strategy. The first step is to
establish — in agreement with the
other countries — the main principles
on which the new international order
must be built. We propose four princi-
ples: 1. global imbalances should be
avoided, which means that all coun-
fries must agree on a ceiling to cap
excessive current account deficits or
surpluses; in the long run the balance
of payments of every country must be
in equilibrium; 2. the stability of the in-
ternational monetary system requires
that exchange rates — at least among
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the main international reserve cur-
rencies — do not fluctuate freely, but
be managed in cooperation among
all the countries involved; c) national
debfts should not exceed a prudential
ceiling, and lastly d) while these prin-
ciples are required to keep the house
of every economy in order, they are
not enough to face the most urgent
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global challenges - therefore a limited
UN budget should be agreed on to
fight global poverty and avoid the risk
of an irreversible environmental crisis:
sustainable development is a glob-
al public good. Subsequently a new
Bretton Woods could be negofiated.
Of course we are very far from this
goal. However the external policy for

a new global order should be one of
the main tasks for a bold EU. If a group
of world leading countries agreed to
discuss the general framework for a
new global order it would become
possible to start building the institutions
required fo fix it (for more details, see
Fiorentini and Montani, 2012). =

EUROPEAN DEMOCRACY AND NATIONAL

DEMOCRACY

The Greek crisis showed how unsus-
tainable and anfi-democratic the
present decision-making system of the
EU is. The European Council acts as the
real government of the Union, but it is
accountable neither to national par-
liaments nor to the European Parlia-
ment, and nobody
has the power to
dismiss this phoney

“The European

decision-making system is urgently re-
quired. In order to outline this reform,
we can recall three governance flaws
caused by gaps in the Lisbon Treaty,
which allowed the European Council
to take inaccurate decisions.

The first governance
flaw concerns the
prevalence of the

Council acts as the

European govern-
ment. The outcome
of the intergovern-
mental system was
that the decision
on European policy

tfurned into direct
clashes among
national  govern-

ments. These clash-
es are perceived
by citizens as the
revival of national
rivalries. Moreover,

European disunion gives rise fo do-
mestic political dysfunctions because
citizens view EU rules as intolerable
fetters on their national democrat-
ic processes and, as an alternative,
support populist and nationalist par-
fies. An institutional reform of the EU

real government

of the Union, but

itis accountable
neither to national
parliaments nor to the
European Parliament,
and nobody has the
power to dismiss this
phoney European
government.”

German point of
view on the causes
and the cure of the
financial crisis, the
so-called austerity.
The programme im-
posed on Greece
is a good example.
Before 2010, the
Greek government
was responsible for
mismanagement
and fraud. But the
decision taken by
the Council imposed an overly harsh
programme on the Greek people.
According to a Study for the Europe-
an Parliament (2014), “reality proved
the initial programme’s assumptions
largely wrong.” When financial assis-
tance was first requested in May 2010

Greece started from a very high defi-
cit of above 15% and a very high debt,
but “the situation took a turn for the
worse in 2011 and, against the back-
ground of heightened market con-
cern, domestic demand and GDP,
growth plummeted, investments col-
lapsed, and exports stagnated.” The
Troika overestimated the effectiveness
of Greece’s government machinery.
Excessive austerity was imposed, and
while public deficit did indeed come
down from 15% of GDP fo around
4% by the end of 2013, “a less rapid
fiscal adjustment might have helped
to preserve some of the productive
capacity that, in the course of the
adjustment, was destroyed.” The error
of the Council and the Troika was to
think that a politically corrupt system
of government and an inefficient ad-
ministrafion could be changed in the
space of a few years. Greece — and
the same could be said for many oth-
er states and regional governments in
the EU — probably requires assistance
for some decades, but not from a Troi-
ka.

The second governance flaw con-
cerns the decision to create the
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Troika, with representatives of the IMF,
the ECB and the European Commis-
sion, to supervise the adjustment pro-
grammes. We have already criticized
the inclusion of the IMF, an internation-
al institution mainly designed to help
poor countries. However the inclusion
of the ECB as a ‘“creditor” was also
misplaced. The institutional goal of the
ECB is price stability, and also financial
and banking stability, after the crea-
tion of the banking union. Including
the ECB among the “creditors” under-
mined the dividing line between mon-
etary and fiscal functions agreed at
Maastricht. Indeed during the Greek
crisis the ECB ran the risk of getting in-
volved in political issues: some asked it
not fo give liquidity to Greek banks, in
order to force Greece out of the euro
area, while others wanted the ECB
to provide the Greek banking system
with all the liquidity necessary for the
normal functioning of the economy
(Wyplosz, 2015). Indeed the creation
of the Troika looks like a sleight of hand
performed to avoid admitting that the
European Commission is the only legit-
imatfe executive — or government — of
the EU: its President was appointed by
a maijority of the European Parliament
affer the European Election of 2014.
The European Council and the Ger-
man government probably feared
that the Commission would acquire
an overly political role in the public
eye.

The third governance flaw concerns
the distinction between the political
and economic concepts of the Mone-
tary Union. According to Mario Draghi,
the monetary union is “by nature po-
litical”. The reason is that “fiat money
is a political construct, and monetary
union could not operate without ad-
equate political structures” (Draghi
2014b). The crisis showed that the
union is an incomplete construction.
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One of the political pillars of the EMU
was its irreversibility: the procedure for
a member country to leave the euro
area is not contemplated. In effect this
political interpretation was not open-
ly discussed in the Eurosummit, but a
plan circulated for a temporary and
“voluntary”  Grex-
it. The rationale of
this proposal
that since a core

was
group of coun-
fries  (Kerneuropa)
was able to com-
ply with the rules
agreed,

ripheral

then pe-
countries,
which were unable
to comply had to
accept a different
status. From this per-
spective the EMU is
a system of fixed
rates of exchange,
and the pact concerns the rates of
exchange and the rules necessary to
preserve them, not political and social
cohesion among its members.

On the contrary, if we adopt the po-
litical concept of the Monetary Union,
we must first recall that Greece plays
a crucial geopolitical role (in relations
with Russia, Turkey and the Middle East)
and that Greek citizens are also Euro-
pean citizens, therefore they have the
constitutional right to be a member
of the EMU. Of course Greece has to
respect the rules agreed for the func-
tioning of the Monetary Union, but
the debate about the rules and the
economic policy degenerated into
a clash between creditors and debt-
ors. This means that some rules are
missing, or wrong. Indeed, the Treaty
says nothing about the failure of the
government of a euro area country.
Jens Weidman (2015b) rightly says
that monetary union must be based

“If they wish to build

a more perfect union
they should follow

the path outlined

in the Schuman
declaration, and build
the supranational
instiftutions needed

fo complete the

EMU, above all

a federal and a
democratic European
government.”

on the “principle of individual national
responsibility,” which ultimately means
“that governments, too, must be al-
lowed to fail financially.” However
the two principles of national respon-
sibility and political financial default,
mean different things in a political
and economic un-
ion. For Weidmann
monetary union
can function with-
out political union,
and therefore there
can be no flexibility
in the GSP and the
Fiscal Compact.
On the confrary, if
supranational  Eu-
ropean institutions
are envisaged,
such as the feder-
al budget and the
federal
ment,

EMU can be conceived: when a crisis

govern-
a different

hits supranational institutions can pro-
vide the required rebalancing (or flex-
ibility) among countries with different
capacities to respond to challenges.
There is a trade-off between federal
institutions and national constraints.
A political concept of the monetary
union includes various rules and insti-
tutions designed to implement a min-
imum of solidarity among member
states. The federal government must
have proper spending power to offset
the negative effects of the two spill-
overs we have just discussed, or ex-
ternal shocks. National fiscal respon-
sibility is the other face of European
democratic responsibility.

The goal of this paper was only to clar-
ify the main problems up for discussion
and fo point to ways fo overcome
the difficulties and the errors caused
by the intergovernmental system. In
our view Germany, France and all the
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member states of the euro area have
a common inferest in abandoning a
decision-making system that causes
national rivalries among them. If they
wish to build a more perfect union
they should follow the path outlined in
the Schuman dec-
laration, and build
the supranational
institutions needed
to complete the
EMU, above all a
federal budget and
a democratic Euro-
pean government.
The European Un-
jon is a union of
democratic states.
showed
de-
mocracy was humiliated because of

The crisis
that national

the European democratic deficit.

To describe the difficult task facing Eu-
ropean leaders we can examine his-
torical evidence from the distant past.
Michael Mann analysed the birth of
the ancient states on the basis of four
powers: ideology, economic power,
military power and political power.
Ancient Mesopotamia offers the first
clear example of what can happen
among different city-states. “Sumeri-
an culfure was not unitary ... it was
federal”, says Mann. "Each city-state
had its own tutelary deity. Whatever
the conflicts between the cities, they
were regulated, both ideologically
and perhaps in diplomatic practice,
by the pantheon.” The leaders of the
city- states: “were exercising coercive
powers over the inner periphery ...
This was the first stage of civilization
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“The silence of the
European Parliament

is the hidden side

od the European
democratic deficit [..].
The so-called European
parties are the missing
link between national
democracy and
European democracy.’

- two-level, segmental, semicaged.

. a multistate civilization emerged”
(Mann 2012, 91-93). We do not wish to
push the comparison too far. It suffic-
es to observe that the old European
ideology, which was the basis for the
process of
pean integrafion
after the Second
World  War,
now changed the

Euro-

has

nature of the Eu-
ropean Union. The
Greek crisis showed
that dismantling the
EMU would have
tfoo high a cost, not

only in econom-

’ ic ferms, for both

weak and strong
member states. The EMU, asit is, is now
an incomprehensible cage, which
merely serves as the basis for the co-
ercive power of the European Coun-
cil. For Mesopotamia’s city-states the
crisis was solved with the creation of
kingdoms and empires.® The Europe-
an Union cannot become an empire
ruled by a hegemonic state. The only
legitimate power for a Union of de-
mocracies is a democratic European
government.

We acknowledge that the path fo-
wards a democratic European gov-
ernment is a difficult one, because
there are many questions on the table,
such as the UK demand for less infe-
gration, large-scale immigration and
the challenges of foreign policy. But
there is a clear road map, which was
indicated in the Schuman declaration
and the Draft Treaty of the European

Union, approved by the European
Parliament in 1984, and imprudently
rejected by natfional governments.
The central idea is that the European
Commission should become the real
European government accountable
to a double-chamber Parliament: the
European Parliament, the chamber of
citizens, and the Council of Ministers,
the chamber of member states. Of
course, the Council of Ministers should
abandon the veto right and accept
democratic voting rules.

Finally, we wish to underline that the
responsibility for the dramatic crisis of
the EU and the over- long recession
falls not only on the national govern-
ments, but also on the European par-
ties. The European Parliament was di-
rectly elected in 1979, but to date no
European parties have been formed:
MEPs are merely members of national
parfies who sit in the European Par-
liament. The European parties do not
organize European democratic con-
gresses; they do not have European
activists; they do not democratically
elect their leaders; they do not mo-
bilize citizens on occasion of political
events and emergencies. During the
crisis the European Parliament was
incapable of indicating a way to re-
form the limping Union. The silence of
the European Parliament is the hidden
side of the European democratic defi-
cit, and it is no wonder that populist
and nationalist parties are exploiting cit-
izens' anger against traditional parties.
The so-called European parties are the
missing link between national democra-
cy and European democracy. |

6 According fo Mann: “For something like seven hundred years, the dominant form of Sumerian civilization was a multistate structure of at least twelve
principal city-states. Thus there was no swift move toward larger, more hierarchical organizations of power. In the lafter half of that period, however,
the city-state began to change its internal form as kingship became dominant. Then, from about 2300 B.C., the autonomy of the city-state began fo
weaken as regional confederations of cities emerged. Finally these were conquered by the first extensive ‘empire’ of recorded history, that of Sargon

of Akkad” (Mann 2012; 130-1).



15 |

REFERENCES

1.

10.

M. Blyth, 2015, “The SPD has to do More than
Enforce a Creditor's Paradise in Europe,” in So-
cial Europe, 3rd March.

R. Boadway and A. Shah, 2009, Fiscal Federal-
ism. Principles and Practice of Multiorder Gov-
ernance, Cambridge, Cambridge University
Press.

European Parliament, 2014, Committee Study
on the Troika and Financial Assistance in the
Euro Area: Successes and Failures, Economic
and Monetary Affairs Committee, Brussels.

L. Dehio, 1959, Germany and World Politics in
the Twentieth Century, New York, Norton.

L. Dehio, 1948, Gleichgewicht oder Hegem-
onie. Betrachtungen Uber ein Grundproblem
der neueren Staatengeschichte, Krefeld,
Scherpe.

J. Delpa and C. von Weizsdcker, 2010, The Blue
Bond Proposal, Bruegel Policy Brief, No 3.

M. Draghi, 2014a, Financial Integration and
Banking Union, European Central Bank, 12
February.

M. Draghi, 2014b, Stability and Prosperity in
Monetary Union, Speech at the University of
Helsinki, European Central Bank.

S. Dullien and U. Guérot, 2012, The Long Shad-
ow of Ordoliberalism: Germany’s Approach to
the Euro Crisis, European Council on Foreign
Relations.

S. Dullien, 2014, *German reforms as a Blueprint
for Europe?” in S. Collignon and P. Esposito,

UEF October 2015 | REFLECTION PAPER

11.

12.

13.

14.

15.

16.

17.

18.

19.

20

Competitiveness in the European Economy,
London, Routledge.

EC, 2015, Building a Capital Markets Union.
Green paper, Brussels, 18 February.

R. Fiorentini and G. Montani, 2012, The New
Global Political Economy. From Crisis to Su-
pranational Integration, Cheltenham, Edward
Elgar.

R. Fiorentini and G. Montani, 2014, "A Keynesi-
an Recovery Policy for the European Union”, in
Bulletin of Political Economy, 8:2, 145-174.

O. Issing, 2008, The Birth of the Euro, Cam-
bridge, Cambridge University Press.

J-C. Juncker, 2015, Completing Europe’'s Eco-
nomic and Monetary Union, Brussels.

H. Kundnani, 2014, The Paradox of German
Power, London, Hurst & Co.

M. Mann, 2012, The Sources of Social Power,
vol. 1, A History of Power from the Beginning
to AD 1760, Cambridge, Cambridge University
Press.

G. Montani, 2013, “The Cost of Fiscal Disunion
in Europe and the New Model of Fiscal Feder-
alism,” in Bulletin of Political Economy, vol. 7,
No 1, 39-68.

H. Patomdki, 2013, The Great Eurozone Disas-
ter. From Crisis to Global New Deal, London,
Zed Books.

S. Pistone, 2015,"ll paradosso della Potenza

21.

22.

23.

24.

25.

26.

27.

28.

29.

30.

tedesca,” in Il Federalista, No 1-2, 83-97.

A. S. Posen, 2013, Getting Germany Past Inter-
nal Devaluation, Peterson Institute for Interna-
fional Economics.

H. Schmidt, 2015, “Germany in, with and for
Europe,” in Social Europe, August. The Econo-
mist, 2015, Of Rules and Order. Germany and
Economics, May ?9th.

A. Turner, 2013, Debt, Money and Mephistoph-
eles: How Do we Get out of this Mess2, Cass
Business School, 6th February.

V. Vanberg, 2011, “The Freiburg School: Wallter
Eucken and Ordoliberalism,” in Ordo, Vol. 4.

J. Weidmann, 2015a, 2015-An outlook for the
year ahead, Deutsche Bundesbank, January
15th.

J. Weidmann, 2015b, Soundness Must not Take
a Back Seat to Flexibility, Deutsche Bundes-
bank, January 19th.

K. Wheare, 1967, Federal Government, Ox-
ford, Oxford University Press.

M. Wolf, 2014, The Shifts and the Shocks. What
We've Learned - and Have Sfill fo Learn —
from the Financial Crisis,

New York, Penguin Press.

C. Wyplosz, 2015, “The Staggering Cost of
Central Bank Dependence,” in Social Europe,
June 30.



16 | UEF October 2015 | REFLECTION PAPER

About GUIDO MONTANI

Guido Montani is a
« professor of Internation-
| al Political Economy at
the University of Pavia
E (I). He founded the first
- federalist seminar in
Ventotene in 1982 and the Altiero Spinelli
Institute for Federalist Studies in 1987. In
1993 he was elected Secretary-General
of the MFE and from 2005 to 2009 he was
President of the MFE. From 2008 to 2013
he has been a Vice-President of the UEF.

ABOUT THE UEF

The Union of European Federalists (UEF)
is a pan-European, non-governmental
political organisation dedicated fo the
promotion of European political unity.
Throughout the past 70 years it has been
a leading voice in the promotion of Eu-
ropean unity and an early campaigner
for key milestones in the development
of the European Communities and the
European Union.

CONTACT

UEF European Secretariat
Square de Meeus 25

B - 1000 Brussels

Tel: +32 (0)2 508 30 30

Email: contact@federalists.eu



