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The first decade of the euro: the successes
Just around two years ago the euro’s first decade (launched in 1/1/1999) was still celebrated with a mix of soberness and euphoria, with the latter probably tending to predominate. The euro seemed to have delivered the goods in terms of putting an end to a long tradition of beggar-thy-neighbor devaluations in Europe, establishing unprecedented monetary and macroeconomic stability for the weak-currency economies of the South, enhancing intra-Eurozone trade especially benefitting the competitive surplus economies of the North, realizing Europe’s ambition of becoming a global economic superpower (at least in trade rather than in finance), creating the world’s second reserve currency in parallel to the dollar. The euro had contributed to abolishing the transaction costs of currency conversion, increasing trade flows by an estimated 10-15%. The euro also appeared to have abolished currency crises & balance of payments crises –at least as we knew them. The EMU has greatly facilitated the movement of trade, services and people, deepening economic integration in the Eurozone. And at the onset of the 2008 global financial crisis the euro cushioned much of the pain for its members, compared to non-euro crisis-stricken economies from Iceland to Hungary and Latvia. 

The Eurozone expansion has been evidence to its dynamism, with 17 member states so far, and more on the antechamber, even though accession/ enlargement appetite has at least temporarily frozen. And despite appearances to the contrary, the euro as such (as opposed to the Eurozone) has overall been a stable currency: stable in terms of internal stability (inflation has been low); stable also in terms of external stability (large currencies fluctuate, and a depreciation of the euro vis-à-vis the dollar may be in the interest of the Eurozone). Even more, important potential remains untapped: the Eurozone has not as yet exercised its ability to borrow in euro (Eurobond), taking advantage of a deep and liquid market, which in itself is expansionary for the economy. 
The economic crisis: asymmetries and the unfinished business of EMU
From its inception, there was no doubt the EMU was an imperfect structure. The doomsday prophets competed in their predictions that the euro would never survive. They lost their speech through most of the 2000s but they are back, more insolent than ever. On the opposite side, the Europhile optimists or pragmatists appreciated the creativity of politics. They always believed the EMU’s glaring gaps would necessitate corrective action that would amount to greater integration. This crisis could turn out to be the Europhile’s moment, if only because turning back would be hugely prohibitive thus practically impossible. 

Several EMU institutional and governance aspects are currently being revisited after their weaknesses were laid bare by the 2010 Eurozone crisis. The Maastricht architecture was a fair-weather construction. It was devised for a Europe preoccupied with preventing the rise of public deficits and inflation, largely irrelevant for the world that emerged after the 2008 crisis. The Stability and Growth Pact and the Treaty itself have been inefficient on crisis prevention and unhelpful on crisis reaction. 

The single-minded pursuit of price stability lost sight of the importance of financial stability. At the end of the day, financial sector and real estate asset price bubbles, overleveraged institutions, and excessive private indebtedness were principal factors that triggered the 2008 financial crisis. Spain was a model of fiscal virtue, praised for its budget surpluses. This did not prevent Spain from ending up in a fiscal crisis, after private sector indebtedness was transferred to the public sector. Improved consolidated EU-level financial regulation and supervision (micro- and macro-; ESFS, ESRB) under way are bound to cover some of the existing void. 

But the Stability and Growth Pact implementation also failed in those exact tasks for which it was designed, i.e. to prevent fiscal deficits and the public debt from growing out of control. The case of the Greek public debt crisis stands out as a model of reckless fiscal management as much as a Eurozone failure to prevent it. It is becoming a point of agreement that better prevention of excessive deficits is needed, with more effective incentives and sanctions for pursuing budgetary consolidation in good times, and a greater focus on debt sustainability (though a key question is how to operationalize the debt criterion). Proposed measures include full auditing powers to the Commission and Eurostat vis-à-vis member states, and an ex ante examination of national budgets that could develop into a system of cross-border budgetary co-ordination. Commissioner Oli Rehn summarized much of what needs to be improved: “Peer pressure lacked teeth. Good times were not used for reducing debt. And macroeconomic imbalances were ignored”.

With regard to the latter, the Eurozone authorities failed to pay adequate attention to the eroding competitiveness of the Eurozone South, as demonstrated in the large current account deficits in Spain, Portugal and Greece, in tandem with the growing external surpluses of the export-oriented economies of the North. The Eurozone is now seeking to develop more formal procedures for monitoring macroeconomic imbalances. The Commission rightfully proposes the development of a scoreboard and a formal procedure, backed by legislation similar to that of the Stability & Growth Pact, with Treaty article 136 as its legal basis, to monitor imbalances and competitiveness divergences and launch corrective procedures when necessary. This is intertwined with the need for closer macroeconomic policy coordination within the Eurozone, or braver portions of gouvernance économique. 

The recent crisis has demonstrated the need for a permanent Eurozone crisis resolution system. The €750bn mechanism is a good start, but it is only designed for a life of three years. The Eurozone needs to establish a permanent stabilization fund with lender of last resort capacities to handle sovereign debt crises. A European Monetary Fund could do the job –but not as a mechanism for evicting members from the EMU, as some would want it. Any permanent arrangement should hinge on the unambiguous understanding that no country could draw loans from its partners unless it committed to a rigorous program of fiscal consolidation (what we could call a doctrine of “tough love”). 

A crisis resolution system, tighter fiscal and economic coordination, and policies to reduce macroeconomic imbalances and competitiveness divergences are essential conditions for a viable Eurozone. Deepening and expanding coordination of economic and employment policies would certainly contribute to a more cohesive EMU. However, closer economic governance will remain inadequate on the longer run as long as it only serves as a substitute for a true economic government of the Eurozone, with more pronounced elements of a fiscal union. Fiscal transfers, if only of a short-term nature, should be considered at least for stabilization purposes. A single European bond would allow member states to borrow on the basis of common liability rather than national liability. A part of member states’ national debt could be treated as common community debt, with common guarantees, provided of course that the member state had established fiscal discipline. A single euro bond would reduce borrowing costs, become a highly liquid asset, and boost the euro as a global reserve currency.
 

The Eurozone calls for a new “grand bargain”, a major package deal that will solidify the single market and the euro gains for the more competitive economies, while also transferring some of the increased surplus to the less competitive.
 Such was the grand bargain that enabled the single market program by combining it with the structural funds, and a similar bargain led to the EMU program. This time the Eurozone is in urgent need of greater stability and enduring cohesion, to maximize the benefits of the single currency while also continuing to function in a positive-sum manner for all its members. 
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