EUROPEAN BUSINESS environment.
Recent Institution Questions and Economic Concerns.

Unemployment And Tensions Over Social Dumping.

From the 1990’s to the current day (2008) high unemployment and concerns over job security have dominated the political agenda in most Western European EU member states.  At the same time millions of people from countries around the EU have attempted to legally or illegally migrate to the EU.  European business has been more profitably than in the Golden Age, but GDP growth has been much slower (see Economics in Business Lecture 18).

But Delors had promised that the completion of the SEM in 1992 would bring prosperity for all (in particular an economist called Cecchini had ‘imaginatively’ predicted five million new jobs).  With the SEM established, or rather ever-continuing to develop, and EMU in progress, indeed complete by 1999 with the creation of the Eurozone, why had European integration failed to deliver the hoped for prosperity? We should note that the trends of high unemployment and increased labour migration into the EU are clearly established before Eastern European countries join the EU in 2004.

Was the problem caused by European integration itself or by EU member states own domestic policies, or did the problem result from events in the rest of the world, from a wider process of ‘Globalisation’?   

We can not hope to definitively answer these questions because the very nature of the problem depends on how you view the economy.  So let us look at the problem from a free-market point of view and then from a market-interventionist point of view.  But first of all let us try to explain what the process of Globalisation actually is.

The Forces of Globalisation.

Events in the world came together in the 1980’s and 1990’s to create the process that is loosely called Globalisation, or more accurately the restoration of a much more free-market world economy.  Staunch supporter of Globalisation and economist Jeffrey Sachs remarked ‘the puzzle is not that capitalism triumphed but that it took so long.’ 

But what had capitalism, meaning a free-market approach, actually triumphed over?  Most publicly it had triumphed over communist countries systems of central planning, with most communist countries converting from communism to the market economy in the 1990’s.  Less immediately visible both developed and developing countries also moved away from market-interventionist approaches towards a free-market approach.

In response to the Great Depression in the 1930’s both developed and developing countries turned to a market-interventionist approach.  Under a market-interventionist approach the world economy grew very strongly during the Golden Age.  Governments intervened much more in their economies so as to manage them closely at the national level.  They closely regulated all business within their countries. Notably regulations kept the financial sector/money at home. Although international trade in some goods did increase, domestic businesses’ prime market was their own domestic market.   Such ‘mixed-economies’ had a private sector of business and a pubic sector of nationalised/state owned firms (particularly in utilities, transport and heavy industry).  Governments acted to mediate between the corporate/social partners of nationally based unions and nationally based business.  It was capitalism, but controlled capitalism. 

The end started quietly in the1960’s and 1970’s with the gradual restoration of the international financial system.  Although finance was meant to be nationally bound new technically ‘off shore’ financial markets quietly broke through national regulations.  In the 1970’s private banks were thus able to lend substantial loans to the governments of developing countries.  Moves to the free-market approach in America and the UK in the late 1970’s further deregulated the financial sector/strengthened the development of a truly international financial system.  

Ironically and very significantly the early 1980’s recession in developed countries, caused by the new free-market priority of fighting inflation down to a low level no matter the cost in unemployment, would now force developing countries to have to adopt the free-market approach themselves.  The high interest rates employed by western free-market governments to fight inflation increased the interest rate on developing countries’ loans.  Furthermore as western recession caused commodity prices to fall, developing countries’ export earnings fell.  The third world debt crisis was born, or rather directly resulted from actions taken in the west; developing countries could not afford to pay interest on their loans to private western banks.  

The International Monetary Fund (IMF) stepped in.  It provided new loans so interest could be paid on existing loans, in return that developing countries reformed their economies in a fundamentally free-market direction.  We as Europeans may complain that European integration is undemocratic, the peoples of developing countries had no choice but to adopt a free-market approach whether they liked it or not, if the pace of reform fell below IMF targets IMF loans would be stopped.  Developing countries had to open up to trade and investment from the west (physical foreign direct investment and speculative financial investment), privatise state owned firms and tighten their belts to reduce government debt.  Social services suffered, as government spending had to be cut to the falling tax returns.  Tax returns fell due to the recession/austerity that the IMF programme created.  

The IMF expected recession, but considered there to be no gain without pain, it made sense to their free-market approach.  There was in their mind no other way, supporters of the free-market approach stated There Is No Alternative; TINA was born.

The collapse of communism in the east provided a further opportunity for the IMF to impose free-market reform.  In support for loans former communist countries had to allow their economies to collapse in a process of ‘creative destruction’.  Sharp depression followed as former communist countries had to open up to trade and investment from the west, privatise state owned firms and tighten their belts to reduce government debt.  It is easy to understand why since 2000 Putin, aided by higher oil prices and Russia’s status as a military/nuclear power, has become so popular through ending free-market reform and reasserting government control over the Russian economy.  Putin publicly blames the west for deliberately trying to wreck Russia in the 1990’s to the west’s advantage; most Russians strongly agree.

In contrast China has re-entered the world economy very much on its own terms.  China began in 1979 to gradually reform in such a way as to preserve the role of the communist party and keep out western influence over its economy.   Far from being free-market it is a strongly market-interventionist giant.

We have explained how European integration eroded EU countries’ ability to run their economies as purely national economies.  The free-market SEM and EMU have significantly accelerated this process.  We can now see how this movement to the free-market approach in Europe has not occurred in isolation, but fits the international trend.

The trend to Globalisation/the free-market was typified at Marrakesh in 1994 by the agreement of the Uruguay GATT Round.  This international trade agreement substantially reduced international tariffs, made foreign direct investment easier and strengthened (mainly western) intellectual property rights.  The informal GATT mechanism was replaced by a permanent World Trade Organisation (WTO) to further expand global free trade.

We should note how use of the term capitalism to describe the economy, which had been largely forgotten in the Golden Age, is increasingly being used by both supporters of Globalisation/the free-market approach and its critics.  Critics of globalisation exploded into the media spotlight at the 2000 WTO meeting in Seattle when anti-globalisation protesters severely disrupted the meeting.  

European business, or to be more precise given the presence of America and Japanese corporations, businesses in Europe, have simply followed the global tide of foreign direct investment (FDI) and outsourcing.  Business has undertaken FDI in developing countries to both enter their newly opened domestic markets and to outsource as much production as possible to these low cost developing countries.  So many products sold in the EU by businesses traditionally based in the EU have been produced elsewhere.  Internal trade within large firms, between their production facilities in developing countries and sales outlets in the west, forms approximately half of all world trade.  

Where the EU has trade restrictions, such as specifying that a certain percentage of the product must be made in the EU, business increasingly locates what must be done in the EU to the least developed/lowest wage cost countries of the EU.  The car industry is a good example.  It first moved south when Spain and Portugal joined the EU.  It has now moved east with the entry of former communist countries into the EU.

In rich EU regions manufacturing workers have had to compromise over pay and working practices to try to, still often unsuccessfully, stop their firms from being relocated. 

Manufactures in richer EU regions have ‘moved up the value chain’ to satisfy niche markets where technology and quality matter more than price.  The richer EU members, or to be precise Europe’s leading cities, are becoming headquarters of now global businesses.  Business now typically bases high value activities such as research and development, marketing, sales and management in the EU’s richest regions and production, if possible, outside the EU, and if not, in poorer EU regions. 

So with many traditional manufacturing/industrial jobs disappearing the service industry has to expand to fill the gap.  It is this change in the traditional pattern of employment, which is challenging the traditional Western European way of life.

The UK – Embrace Free-Market Globalisation.

Margaret Thatcher employed the free-market approach to fundamentally change the nature of the UK’s economy in the 1980’s.  Since 1992 the UK’s GDP growth has been higher, and unemployment lower, than in more traditionally market-interventionist France, Germany and Italy.  Supporters of the free-market approach thus conclude that the UK, and the likewise free-market USA, are the models to follow.  Essentially countries should embrace the market, and adjust to the international free-market process of Globalisation.

Before Margaret Thatcher came to government in 1979 the UK economy, having been run in a market-interventionist way since 1945, was very similar to other Western European economies.  The majority of the working population worked in manufacturing, mining and transport.  Many industries had been nationalised.  There were many large firms with large workforces represented by strong unions.  Governments had sought to work in partnership with business and the unions.  Social housing/council houses homed approximately half the population.  Shops did not open on a Sunday.  Taxation was ‘progressive’ i.e. rising in rate with the income/wealth being taxed.  Banks/the financial sector was closely regulated, with the aim of promoting lending to domestic industry.

In the very sharp early 1980’s recession many large-scale firms collapsed.  The government stood by through this collapse i.e. failed to be market-interventionist.  To be deliberately less market-interventionist the government privatised nationalised firms.  The elimination of the coal industry is a good example of change in the 1980’s.  Facing cheap coal imports from Vietnam the nationalised coal industry was not protected but declared uneconomic.  The workers went on strike for a year, the end result complete defeat, and the total number of miners quickly dropped from 200,000 to 20,000, with the rump of the coal industry going on to be privatised.  Global economic forces could not be bucked.  Anti-union legislation was introduced to make it harder for unions to go on strike.  Employment rights were reduced/made more flexible and benefits reformed/cut to price people into work.

Wealth creation was encouraged by reducing tax for high earners, on capital gains and on firms’ profits.  Banks and the financial sector were deregulated.  Lending for house purchases started to rapidly increase; council house residents were given the right to buy their homes on very favourable terms.  In 1986 the City of London was reformed/deregulated (Big Bang) with the aim of turning it into the world’s leading financial centre.  

The slogans of the free-market approach were ‘choice’, ‘opportunity’ and ‘freedom’; Margaret Thatcher famously remarked that there was no such thing as society, just individuals.

The loss of many industrial jobs was permanent.  Manufactures sought to employ high levels of technology to move into specialist/niche areas, while consumer goods tended to be imported more and more from abroad (increasingly with the rise of Chinese exports at a cheaper and cheaper price).  The deregulated services industry (from shops opening on a Sunday to today’s 24 hour drinking) expanded to employ those released from industry.  Demand was bolstered by increased willingness to take on personal debt and by the rising housing market (to support consumption many homeowners borrowed more to release some of the increase in their house’s price/their equity).  London in particular grew and grew as an outward looking world financial and business centre.

Inequality rapidly increased, but as the rich raced ahead, the free-market idea was that all would benefit from that wealth creating demand i.e. trickling down.  As long as the absolute standard of living for the majority rose, it did not matter if relative inequality rose, it was simply the necessary price that must be paid for prosperity/an efficient free-market economy.  Note this is how Adam Smith had predicted the market/capitalist economy would behave 250 years ago!

In summary the free-market approach believes all countries should embrace free-market globalisation and be successful like the UK or US.  

Given the recent ‘financial problems’ in the US and the UK this may sound like (may be) bad advice.  We should note that financial problems and a housing market slump also occurred in the UK and US in the early 1990’s, with business as usual, not stagnation, following thereafter.

So from a free-market perspective countries like France, Italy and Germany, frequently collectively termed ‘old Europe’, have suffered economic problems precisely because they have not embraced the free-market sufficiently.  They should get on with reforming their economies and strengthening the SEM.  Old Europe should lead European integration in an entirely free-market direction so they can fully benefit from the SEM and EMU. Old Europe is simply holding themselves and the rest of the EU back through trying to hold on to some of the elements of the market-interventionist approach in the name of the myth of the European Social Model.

Old Europe – Market-Interventionist Reaction.

In contrast market-interventionists believe that it is the very free-market nature of the SEM and EMU which has caused poor economic performance, and prevented EU members from being able to take appropriate interventions to improve the situation.

The SEM was meant to help European business become more efficient, but not by creating a competition between EU members for that business by lowering tax on business and reducing workers rights.  We have arrived at the market-interventionist concept of a ‘social dumping’ problem.

Social dumping is the idea that if, in a SEM, EU members have different levels of social policy (workers rights and welfare entitlements) and rates of business taxation, firms will move to countries with weaker levels of social policy and lower business taxation, while workers will try to move to countries with higher levels of social policy, in part paid for by higher business taxes.  Unemployment is thus dumped in the countries with the strongest levels of social policy and business taxation, making those policies unsustainable.  Competition between countries will now force the level of social policy and business taxation down throughout the SEM.  Social dumping thus threatens the European Social Model.  

For market-interventionists the SEM lacks the necessary level of tax harmonisation and European Social Policy is too weak to stop this problem of social dumping.  Furthermore allowing Eastern European countries to join the EU with weak economies has now heightened the problem.  

We shall explore how the logic of the market-interventionist position implies the need for either a two tier Europe or a federal United States of Europe in the last section of these notes – ‘A Federal Vision’.  

Let us turn to some other market-interventionist concerns.

EU Competition Policy is too free-market, it too often stands in the way of EU members’ helping their own industry with subsidies and other forms of support i.e. market-interventionist measures.  Furthermore at the level of the EU there are insufficient market-interventionist actions, such as funding research and development or providing subsidies to allow firms to modernise/successfully restructure, to help European firms compete with firms from outside of Europe.  Europe needs a market-interventionist ‘industrial policy’.  

The process of free-market EMU is blamed for slowing growth and increasing unemployment.  We shall explore EMU further latter in the unit.  In brief market-interventionists believe that the way EU countries had to run their economies in the 1990’s to pass the free-market natured Maastricht Treaty convergence criteria and join the Euro, forced them into setting high interest rates and reducing their budget deficits, producing a decade of high unemployment and slow growth.  Furthermore matters were made worse by the actions of London based financial speculators, who simply played the market to make large profits by creating exchange rate crisis which pushed ERM members’ interest rates up even further.

The achievement of the Eurozone has now ended this particular form of speculation, but has left an extremely free-market Independent European Central Bank in absolute control of Eurozone monetary policy.  Market-interventionists believe that the Independent European Central Bank will over-focus on keeping inflation low and thus keep its interest rate too high, holding back growth in the Eurozone.  The solution requires a change in the Eurozone’s institutional structure to allow market-interventionist macroeconomic policy to be applied.

Market-interventionists argue that the EU should, through its trade relations with the rest of the world, protect Europe from ‘unfair’ competition from China, India and other developing countries.  

In summary a new ‘balanced’ vision is required to protect the European Social Model i.e. the traditional European way of life.

Stalemate.

Since 1991 many political parties in old Europe have stated that they want to move in a more free-market direction, while others continue to fight for the European Social Model.  

However when more free-market natured governments are in power, notably in France and Italy, they have backed away from significant free-market reform when faced with public protests.  

In contrast more market-interventionist governments, notably in France and Germany, have in many areas been prevented by existing free-market elements of European integration from being able to move in a more market-interventionist direction.  

The EU institutional structure (requiring unanimous support for big changes, with even a QMV requiring approximately 70% of EU members to agree) ensures that since Maastricht decisive changes, in either a free-market or a market-interventionist direction, have not been agreed.  Let us examine how disunity has caused European integration to stall.

Slow Progress in European Integration Since Maastricht.

On the surface it seems that much has been achieved since the Maastricht Treaty was signed in December 1991,

1)
The SEM has continued to develop,

2)
EMU was completed with the introduction of the Euro in 1999,

3)
15 countries have joined the EU.  

However the first two areas result from agreement achieved in the SEA and Maastricht, while the third achievement has arguably made further progress on European integration more difficult.  Furthermore all three areas have been disrupted by public disunity between EU member states.  

The EU has also suffered from being associated with (blamed for) unpopular free-market reforms applied by member states’ governments to comply with the SEM and to qualify for the Euro.  Member states’ governments have been keen to avoid the blame for making free-market reforms themselves by saying that they were the unavoidable consequence of European integration, and pulling out of the EU, or even EMU, was much worse than the reforms.  As a result a growing number of people, at first in the west, and now also in the east, wonder if it is worth making sacrifices for European integration.  

Public scepticism has had an increasingly important effect on the process of European integration as proposed changes to the EU institutional structure have led to referendums being held on these changes in EU member states, which as we shall see have helped stall the process of European integration.  

Although institutional concerns have dominated this period little progress has actually been made in strengthening the EU institutions.   The European Commission failed to provide a strong lead.  Political union in a federal form is no closer, while EU member states, notably large member states, and economic matters have dominated events.

Things started off badly with the ratification of the Maastricht Treaty.  Denmark’s constitution required the Treaty to be ratified, not just by parliament as was normal in other member states, but by public referendum.  Despite the main politic parties and business (the ‘elite’ in general) being in favour of the Treaty the No campaign narrowly won.  The European Commission simply rudely told Denmark to think again.  

To regain momentum Mitterrand called a referendum on the Treaty in France (although by tradition only parliamentary approval was required) convinced the French would strongly back the Maastricht Treaty.  The French public would surely back Delors’ programme as a French led project?  Despite the major political parties and business being in favour of the Maastricht Treaty the vote was only won by a whisker (51% to 49%), thus shaking, not reinvigorating, the confidence of those in favour of European integration.  

The vote had been a tactical mistake and would now set a difficult precedent for the future.  The drive for European integration had always come from the top, from the political and business elite, but now the public disquieted by economic change (see the previous section) was beginning to upset the elite’s plans.

.

We should note how the night before the French vote Mitterrand had lied to the French public by claiming that the Eurozone would be run, not by an Independent European Central Bank (as stated in the Treaty), but by his market-interventionist preferred method of a Council of Ministers of Eurozone members.  

Mitterrand’s comments helped provoke the immediately following September 1992 ERM crisis, which we will consider further latter in the unit.  In brief the UK left the ERM ending any chance of the UK joining the Eurozone (Italy was forced out too, but soon rejoined due to its determination to join the Euro).  ERM members had to set high interest rates to keep their exchange rates fixed in the ERM, and also had to reduce their budget deficits to qualify for the Euro.  The result was slow growth and high unemployment throughout the 1990’s.

Such an environment made building a strong European Social Policy very difficult. EU members’ governments feared that strong EU social policy might further increase unemployment.  Consequently, as we shall examine latter in the unit, the measures outlined in the 1989 action plan were watered down in the 1990’s to produce a minimal/weak European Social Policy.

Re-unification presented Germany with particular problems, as we shall examine latter in these notes.  In terms of European integration in general the fact that Germany was struggling with high unemployment and to control its own budget deficit, meant that Germany could no longer be relied on to smooth progress towards European integration by increasing its own contribution to the EU budget.

We have noted already how the 1992 Delors II budget package (Packet) further controlled CAP expenditure and expanded structural funds.   Delors had however pushed for the EU’s budget to rise to 2% of the EU’s GDP, but member states limited the EU budget to a maximum of 1.27% of the EU’s GDP at the Edinburgh Summit in 1992.  The Danes were offered opt-outs on elements of the Maastricht Treaty, and subsequently the Danish public voted in favour of the Maastricht Treaty, which finally came into effect in 1993.

In 1993 EU members accepted the principle that the newly independent former communists countries of Eastern Europe should be allowed to join the EU.  The Copenhagen Criteria was agreed, outlining that countries must have largely achieved transfer to a market economy, democracy and the rule of law before they could join the EU. 

In his final grand act as President of the European Commission Delors outlined his White Paper ‘Growth, Competitiveness, and Employment’ in 1993.  Its theme was the need to improve competitiveness with America and Japan through increased European social solidarity.  Workers should maintain their current real wages and allow productivity improvements to thus reduce unit labour costs.  Both the EU and its member states should increase spending on research and development and form an industrial policy to create European ‘champion’ firms.  These largely Golden Age market-interventionist ideas were merely ideas which failed to be turned into action i.e. no policies were actually agreed by the Council of Ministers to act on the White Paper.

Delors stepped down as President of the European Commission at the end of 1994.  Undoubtedly much had been achieved since 1985, but had Delors succeeded on his own terms; had he achieved his ‘balanced’ grand design for Europe?  I suggest not.  Both the SEM and EMU significantly moved EU countries in a free-market direction, while limited action on European Social Policy, Regional Policy and Industry Policy failed to provide any significant market-interventionist balance to the overall free-market direction.  Gillingham (2003) page 299 puts this very well,

‘following the twists and turns of a lengthy integration scenario that Delors had scripted and whose outcome only he knew.  It opened one phase at a time, each one quite different from the last.  Within the Commission it was referred to as the strategy of the Russia Dolls, and it had always managed to keep potential adversaries off balance.  Six of the nested hollow shells had been opened, each revealing a bigger surprise than the one before: the SEA, the Delors Packet (I), the ‘European economic and social space,” the Economic and Monetary Union, the Delors Packet (II), and the White Paper ‘Growth, Competitiveness, and Employment.’  Only the solid little figure at the core, the ‘European social model,’ remained unrevealed. … Delors tenderly parted the two halves of the last shell …  Starring out was the grinning face of Margaret Thatcher.’

Jacques Santer took over as President of the European Commission in 1995.  Austria, Sweden and Finland quietly joined the EU.  Their entry negotiations had been straightforward; as rich countries they would be net contributors to the EU budget. 

Also in 1995 another era ended as Chirac replaced Mitterrand as President of France.  Although in French terms a conservative Jacques Chirac tended to support market-interventionists policies rather than free-market policies.  Chirac continued to press Mitterrand’s preference for an Economic Government (the Council of Ministers) to control Eurozone macroeconomic policy. 

Germany proposed a Stability Pact to extend the fiscal policy discipline of the Maastricht Treaty’s convergence criteria permanently to all members of the Eurozone.  Eurozone members would have to keep their budget deficits below 3% of their GDP, aim for budget balance over the economic cycle and keep their national debts below 60% of their GDP.  If these rules were broken the Eurozone member would face an automatic fine, and if they continued to offend expulsion from the Eurozone.  France argued against the automatic German system, thus straining the Franco-German alliance that had so successfully supported European integration under Delors.  A compromise Stability and Growth pact was agreed and finally signed at the Amsterdam IGC in 1997.  The rules were retained, but Eurozone members could if they broke the rules appeal to the Council of Ministers to be allowed to break the rules!  

The Amsterdam IGC had been scheduled in the Maastricht Treaty to review the progress of the EU’s Common Foreign and Security Policy.  The EU also needed to face the issue of how enlargement to the east would effect its voting systems.  As prospective eastern members were much poorer the EU’s budget would also be effected, raising the question of reforming the CAP and redirecting regional policy.  At Amsterdam EU members simply repeated their commitment to enlargement, and ducked all the substantive issues enlargement raised.  Lack of progress at Amsterdam thus made yet another IGC inevitable.

No progress was made at Amsterdam in the area of Common Foreign and Security Policy.  The need for unanimity to form a common position was retained.  Such lack of progress is striking given the EU’s failure to form effective common positions over the civil wars in Yugoslavia.  Embarrassingly to the EU, America, through NATO, had to step in to end the Serbian/Bosnian/Croat conflict in 1995.  Lack of unity would continue to prevail after Amsterdam, undermining the EU’s ability to influence world events.  NATO, not the EU, intervened in Kosovo in 1999, while division over the Iraq war split the EU into anti-war ‘old Europe’ (led by France and Germany) and pro-war ‘new Europe’ (led by the more pro-American UK and new eastern EU members).

Amsterdam also failed to extend QMV to the areas that were most sensitive to larger EU members.  For example the free-market UK, now with Blair leading a labour government, insisted on retaining the national veto on EU taxation policy to prevent the possibility of a QMV of EU members imposing higher more market-interventionist taxes on the UK.  Two years latter to safeguard the free-market financial interests of the City of London the UK vetoed a plan, accepted by all other 14 EU members, for an EU-wide tax on non-EU residents’ savings. 

The change in government from conservative to new labour did not alter the UK’s commitment to the free-market approach.  Rather than forming alliances with Jospin’s French socialist government or Schroder’s German social democrat government, Blair preached the ‘third way’ and argued for free-market based EU policies.  Blair did opt back into European Social Policy at Amsterdam.  However, as illustrated by the UK’s insistence on an opt-out from the maximum 48 hours a week working time rule, Blair sought to ensure that European Social Policy remained too weak to reverse Margaret Thatcher’s movement of the UK’s labour market in a free-market/’flexible’ direction.

Let us return to Amsterdam in 1997, the main event was a decisive end to the Franco-German alliance that had been so important for progress in European integration under Delors.  Chirac had shot himself in the foot prior to Amsterdam by calling an early French election.  To Chirac’s surprise the socialists won.  At Amsterdam the new French Prime Minister Lionel Jospin publicly blamed Germany, through its insistence on the Maastricht Treaty’s convergence criteria, for the high unemployment rate in France.  Kohl was outraged.
  Jospin failed in an attempt to replace the Stability and Growth pact with a Council of Ministers Economic Government for the Eurozone. However EU members did supported his idea of not strictly applying the Maastricht Treaty’s convergence criteria so as to allow all whom wished to join to qualify to join the Eurozone (for example Italy would not have made it without this ‘fudge’).  The Eurozone was successfully formed at the start of 1999.

The bad feeling between EU member states at Amsterdam is reflected by the inclusion of a concept of Flexible Integration in the Treaty.  Formally this creates a process by which a group of EU members (if they represent a majority) can proceed with European integration while the rest opt out.  Old Europe EU members have threatened at times to use Flexible Integration to create a more integrated inner core, notably after future IGCs again failed to decisively move European integration forward.  However so far such threats have not been followed by any action.

From 1997 Santer’s European Commission set out to tackle the budget changes enlargement would require in Agenda 2000 (notably seeking to reform CAP to allow Structural Funds to be expanded and redirected to poorer new EU members).  But in 1998 an accountant at the European Commission, Paul van Buitenen, leaked evidence of widespread corruption in the European Commission to the press.  In 1999 a committee of ‘wise’ men investigated and confirmed the corruption, causing the European Commission, meaning all the European Commissioners, to resign in shame.  A caretaker European Commission under Santer quietly took over until the new European Commission (set of European Commissioners) took over in September 2000 with Romano Prodi (former Italian Prime Minister) as the new President of the European Commission. 

In June 2000 at a EU Summit in Lisbon Blair and the conservative free-market Spanish Prime Minister Aznar put forward a plan to reform the EU in a free-market direction to reinvigorate the SEM in order to catch up and overtake America in the field of high technology by 2010.  EU member states backed the Lisbon Strategy, but like Delors’ White Paper on competitiveness, it was just a statement of aims.  However the European Commission has taken up many of the ideas in the Lisbon Strategy and continues to refer back to its targets.  The European Commission has attempted to reinvigorate the SEM by notably trying to press ahead with creating a SEM in energy and communications and by proposing action on services.

With enlargement set to occur in 2004 another IGC had to be held to reform the EU’s institutions (at least to determine the new members’ voting rights).  The IGC culminated in a Summit at Nice in December 2000.  Romano Prodi set out the European Commission’s position.  He wanted to remove the national veto completely and to end the process of EU member states bypassing the European Commission in the inter-governmental pillars of the Maastricht Treaty.  Prodi argued for movement to a genuine federal Europe with a more powerful European Commission at its centre.  Prodi warned ‘The mathematics are beyond doubt, in a union of twenty seven or more member-states, the unanimity requirement will quite simply paralyse progress in every area where it is maintained.’

France as rotating President of the Council of Ministers hosted the Nice Summit.  But rather than being diplomatic hosts Chirac simply fought to retain the same voting weight as Germany in the Council of Ministers (despite Germany having 20% more population).  EU member states spent four days bitterly arguing among themselves.  The UK refused to give up the national veto on tax and social legislation and blocked development of non-SEM related policies such as the Common Foreign and Security Policy.  German insisted the national veto should be retained for immigration policy.  Spain insisted the national veto should remain for regional aid.  Small EU members felt large EU members were trying to dominate the EU.  Belgium wanted the same voting weight as the Netherlands (but did, unlike France, back down in the end).

The resulting Treaty of Nice was a messy compromise that did not satisfy anybody.  Prodi’s warning of future stagnation had not been addressed by decisive change.  The new QMV procedure illustrates the compromised overcomplicated nature of the Treaty of Nice.  QMV vote allocation was changed, proportionally giving more votes to larger EU members (for example the UK, France, Germany and Italy each received 29 votes, while Greece, Portugal and Belgium each received 12 votes), and notional votes were set for the 12 potential new EU members.  A QMV requires 71% of the total votes, but now additionally,

A) A simple majority of countries in the Council of Ministers (preserving small country rights).  

B) Those countries in favour represent at least 62% of the EU’s total population (thus favouring large countries).

The Treaty of Nice thus made achieving a QMV in the Council of Ministers harder rather than easier!  As always with EU institutional questions a compromise to keep all ‘happy’ and thus facilitate the necessary unanimous approval required to agree a Treaty over-complicated the picture. 
Only Ireland held a referendum on the Treaty of Nice.  After initially voting No the Irish public were persuaded by business and the main political parties in Ireland to vote Yes in a second referendum.  The Treaty of Nice finally came into force in 2003.

In recognition of the failure of the Treaty of Nice to decisively move European integration forward EU leaders agreed in 2001 to start yet another IGC process.  It began in 2002 with a consultative exercise grandly titled the Convention on the Future of Europe (inevitably led by a Frenchman, Valery Giscard d’Estaing a former President of France).

Before we consider the ill-fated EU Constitutional Treaty let us return to enlargement.  At an EU Summit in October 2002 the remaining enlargement issues were finally settled by a Franco-German (Chirac/Schroder) led deal.  The deal went back on Agenda 2000 and put off reform of the CAP.  New eastern EU members would receive far smaller payments from the CAP than existing EU members.   Structural funds for 2003 to 2006 were cut from a total of 25.6b Euros to 23b Euros.  Furthermore new eastern EU members, by the trick of limiting structural funds to no more than 1% of a members’ GDP, would receive far lower levels of structural funds than much richer existing EU members.  Overall the EU budget ensured that new EU members would only receive a net transfer of 0.05% of EU GDP, a sum far smaller than the cost of adjusting to all of the EU’s existing laws.  Much poorer new EU members thus had to pay for their membership of the rich EU club, while they would not even enjoy all the benefits of membership.  Despite free movement of labour being a fundamental principle of the SEM existing EU members’ agreed that they could each choose to place limits on labour mobility from new EU members for up to seven years after they join.

The deal showed that existing EU members were simply out to look after their own interests rather than supporting the development/upward convergence of new EU members’ economies.  Enlargement went ahead in 2004 as ten new EU members joined (Poland, Hungary, the Czech Republic, Slovakia, Slovenia, Estonia, Latvia, Lithuania, Cyprus and Malta), followed by Romania and Bulgaria in 2007, creating a 27 member state EU.

The Convention on the Future of Europe allowed all parties to put forward plans for the future institutional structure of the EU.  Prodi’s European Commission view increased the power of the European Parliament, reduced the power of the Council of Ministers, strengthened the European Commission and sought ways to develop a feeling of EU citizenship including a new social and economic action programme and through conducting a strong EU foreign policy.   The European Commission would appoint a Mr or Ms Euro to supply ‘political’ guidance to the Independent European Central Bank.  

However the way EU member states had set up the Convention on the Future of Europe ensured the European Commission would not even control the drafting of the new EU Constitutional Treaty, indicating how unlikely it would be that the EU member states would follow any European Commission plan.

The 2001 Schroder plan follows the German tradition of advocating a far more federal Europe/moving towards a United States of Europe.  The Council of Ministers would be down graded to a second chamber (losing its final say on legislation) as the European Parliament powers would be increased to clearly make it the most powerful chamber.  Together the two chambers would have the power to tax and set the EU’s budget.  The European Commission would work closely with the European Parliament.  The CAP and regional funds would be phased out.  A clear division of responsibilities between the EU level and the level of EU member states would be set out following the principle of subsidiarity.  Subsidiarity is where all matters that do not actually need to be decided at a higher level, at the level of the EU, are decided at a local level, meaning the level of member states own national or even local government.  

Prodi’s plan and Schroder’s plan have no room for any national veto, believing such a concept to be unworkable in a 27 member EU.  But both plans are simply too federal for the traditionally inter-governmental French and UK political parties, who argue against such ‘loss’ of national sovereignty.  Consequently the EU Constitution Treaty agreed by EU member states’ heads of government in Brussels in 2004 bears no relation to Prodi or Schroder’s federal plans.

The issue of loss of sovereignty is a tricky one.  An inter-governmental approach with many areas with the national veto does give EU member states’ governments a stop button.  However even supporters of the inter-governmental approach recognise that unless the national veto is removed progress in European integration is likely to be very slow.  But an inter-governmental approach without any national veto undermines the national sovereignty of EU members when they are outvoted in the Council of Ministers.  So further European integration and decisive EU led responses to events within and beyond Europe requires erosion, or rather pooling of EU member states’ national sovereignty, no matter if the Council of Ministers or the European Parliament gains that pooled sovereignty.

Supporters of the federal approach argue that federalism openly and honestly pools sovereignty, while the inter-governmental approach hides pooled sovereignty from the public in EU member states who think their national governments have more power than they really have.  For example Eurozone members have lost control of monetary policy at the national level and all EU members states (once the seven-year period allowing EU members to apply restrictions on movement from the east have ended) can not control immigration/labour mobility from other EU states.  The danger may be that if the public understands how much sovereignty has already been ceded by their national governments to the EU level they might vote for parties who promise to get it back by leaving the EU altogether.

So is European integration by the back door of the inter-governmental approach politically sustainable anyway?  Problems ratifying the EU Constitutional Treaty and increasing support for extremist anti-EU parties in EU member states’ national elections are already indicating that the elite of business and traditional mainstream political parties in the EU have lost the ability to quietly proceed with European integration unburdened by actual public opinion in Europe.  The choice may be between a federal EU or no EU at all!

Let us return to the EU Constitutional Treaty agreed by EU member states in 2004.  Firstly it was very large through combining all current elements of the institutional structure in a single document.  Secondly it contained many references to the EU’s aims and objectives in such a way to appear free-market if you were market-interventionist or market-interventionist if you were free-market.  Given such preambles have no status as actual agreed policies they are merely empty words to not take seriously.  EU member states’ national governments knew this, as experienced players of the inter-governmental game.  However the public in EU member states did not appreciate the insignificance of the preamble.  So by, as always, appearing to offer something for everyone the preamble contained something for everyone to be outraged about.  This would not have mattered if the Treaty was just quietly ratified in each member state by their national parliament, but crucially, under the pressure of public opinion, many EU member states had promised to hold referendums on the Treaty.  Careless EU words would soon bite the EU back. 

Given the EU Constitutional Treaty sounded and looked like such a big deal, was it really a big deal?  Firstly did it change the EU’s economic approach, and secondly had it significantly changed the EU’s institutional structure?

Firstly the Treaty did not change the EU’s economic approach.  It neither led the EU in a free-market or a market-intervention direction.  The key economic areas, the areas where European integration had already progressed most significantly, would be organised in the same way.  The European Commission would continue to take the lead in SEM matters, and the independent European Central Bank would continue to control Eurozone monetary policy.   SEM measures still required the approval of the European Parliament and most significantly the Council of Ministers.  Retention of the national veto on areas involving own resources
, tax, the EU budget and on any future institutional changes, ruled out future decisive movement in either a free-market or a market-intervention direction, in fact in any direction at all! 

The impossibility of using the EU Constitutional Treaty to change the economic direction of the EU is illustrated by fate of the European Commission’s services directive, the famous Bolkestein/Frankenstein directive, see attached ‘Changes to services directive on the cards’ and ‘EU services directive agreed after battles’ from the Financial Times.  The European Commission was unable to stop this free-market policy from being watered down in a market-interventionist direction, despite this measure only requiring a QMV, not unanimity, in the Council of Ministers.

So given the EU Constitutional Treaty failed to change the EU’s economic direction, did it fundamentally change the EU’s institutions?  Again the answer is no.  We have already noted the retention of the national veto for key/sensitive areas.  EU member states also continued to keep the European Commission out of the Common Foreign and Security Policy, which still required unanimity among member states to form a common position.  

EU member states also increased their influence over the European Commission by making the Council of Ministers even more powerful through the election (by the Council of Ministers) of a President of the Council of Ministers (Union President) to serve for 2½ years.  The Council of Ministers would also have a Foreign Minister, and the Eurozone a Finance Minister (elected by just the Eurozone members), both again serving for 2½ years.  The six-month rotating Presidency of the Council of Ministers would be replaced by an 18-month rotation shared by three EU members at a time.  Such changes continue the trend, started at Maastricht, for EU member states to seek to increase their ‘control’ of the European Commission.  The European Parliament was not granted any significant new power, indicating lack of support among EU member states for any movement in a federal direction.

The Treaty repeats the idea of flexible integration; sub-groups of EU members are free to integrate further with QMV being employed by such sub-groups.  The Treaty hints that Eurozone members may form a sub-group to harmonise tax rates by QMV.

In the name of closing the ‘democratic deficit’ the Treaty promises more openness about decisions taken in the Council of Ministers.  Also if a third or more of EU member states’ national parliaments consider a new European Commission policy/law to be against the principle of subsidiarity (better done at the level of member states/not at the level of the EU) that proposal must be withdrawn.  Finally a petition of more than a million EU citizens, from a number of member states, would oblige the European Commission to draw up legalisation on the requested area.

Perhaps the Treaty’s most positive feature is its redefinition of a QMV.  A QMV would require the support of at least 55% of EU member states (15 out of 27), with combined total population of at least 65% of the EU’s total population.  By removing the need to specify a set number of votes per country new countries could join the EU without having to modify the new QMV rule.  On the minus side, although fairer, weighting by population increased the influence of big EU member states in the Council of Ministers at the expense of small EU member states.

In summary the EU Constitutional Treaty did not deliver fundamental institutional reform, the existing situation was preserved; the EU retains its inter-governmental nature.  The Treaty is a very complex way of keeping things largely the same, but because it attempted to sound like a significant step forward many EU member states could not politically afford to deny their citizens a referendum on the Treaty.  In effect in the EU member states which held referendums the public were asked to vote to largely preserve the way things were anyway, rather than for a radical new step in European integration.  But many citizens in EU member states were worried about the process of globalisation. They associated European integration with that process, as a threat, not a help, to the traditional European way of life.  So the public could not be counted on to support the Treaty, even if it didn’t actually change anything significantly.  

We can see from the attached ‘French opponents of EU constitution …’ from the Financial Times how the French No campaign thought the EU Constitutional Treaty was too free-market.  Note how Sarkozy, future President of France in 2007, supported the Yes campaign and warned how there would be no second chance to agree a new EU constitution if the vote was lost. 

The No campaign won the 29th of May 2005 French referendum by 55% to 45%.  Furthermore on the 1st of June the No campaign also won a referendum in the Netherlands by 62% to 38%.  The attached ‘Attachment to the European ideal has waned  …’ from the Financial Times analyses why these referendums were lost.  Note Jose Manuel Barroso replaced Prodi as President of the European Commission in November 2004.  The new European Commission was appointed three weeks late due to European Parliament concerns over some of the proposed European Commissioners.  Barroso promised to make the European Commission more free-market (in the Financial Times also termed liberal or Anglo-Saxon, with the market-interventionist approach being termed the social approach).  Also note that Genscher was Kohl’s long serving foreign minister.

Unity among EU members was further strained in 2005 by the negotiations over the 2007-13 EU budget.  The UK was put under pressure to give up all or most of its rebate (that Thatcher had been so pleased with).  Blair argued unsuccessfully that this should be linked to CAP reform.  In December 2005 Blair finally gave in and accepted a lower rebate.  The compromise cut regional aid to Eastern EU members for 2007-13 from 164b Euros to approximately 150b Euros, the overall EU budget represented 1.045% of EU GDP, a reduction compared to previous budgets. 

The German general election in October 2005 produced a draw.  The christian democrats were the largest party, and after much discussion the christian democrats formed a grand coalition with the social democrats with Angela Merkel replacing Schroder as Chancellor of Germany.  EU members’ recognised that Merkel had successfully playing the key mediating role in getting the EU budget agreed at the December 2005 Brussels Summit.

The attached ‘Merkel lays out tight Europe treaty timetable’ from the Financial Times explains how Merkel set out to rescue the EU Constitutional Treaty.  Note how Gordon Brown the future Prime Minister of the UK does not want the Treaty to contain anything that would politically force him to hold a referendum on it in the UK.  The new President of France Nicolas Sarkozy also wanted to avoid a referendum.  The attached ‘After failure …’ from the Financial Times sums up the political arguments between EU member states over how to rescue the EU Constitutional Treaty.  The attached ‘Deconstructing the constitution’ and ‘Clumsy EU deal is better than none’ from the Financial Times indicates how little the new Reform Treaty differs from the EU Constitutional Treaty.

The attached ‘Key clause dropped from the draft EU Treaty’ from the Financial Times indicates how the market-interventionist inclined President Sarkozy of France had the influence to disrupt the free-market aims of Barroso’s European Commission.  He can see how Sarkozy helped to produce the second chance for the EU’s Constitutional Treaty that he had predicted in 2005 would not be possible.  The attached ‘George Parker and Tobias Buck …’ from the Financial Times tells us how strained negotiations over the Reform Treaty were, with compromise ensuring the new voting system would not fully come into operation until 2017!

The new Reform Treaty, or as it became known as the Treaty of Lisbon, was formally agreed in October 2007, successfully swiftly ending the Inter-Governmental Conference process Merkel had started to produce it.

Only Ireland, obliged by its constitution, offered its population a referendum on the Treaty of Lisbon.  As other EU member states ratified the Treaty in their national parliaments discussion began on who would be the first Union President (of the Council of Ministers) and how it would work.  Such discussions came to an abrupt halt when the Irish public voted against the Treaty by 53.4% to 46.6% in June 2008. 

In Ireland all the main political parties, business, unions and farmers associations had backed the Yes campaign, but still the public voted No.  The attached editorial ‘Why Irish ayes are not smiling’ from the Financial Times considers, just before the vote, the No campaign’s concerns.  We can only guess how many referendums would have been lost if they had been held in all EU member states, but to suggest the Irish public were somehow untypical would be completely delusional.  We might say that by leaving just one of those back doors democratic Ireland had sabotaged Europe through the back door!

The attached ‘EU leaders start salvage work …’ from the Financial Times reports the reaction of EU members to the Irish No vote.  The attached ‘Ireland referendum ..’ from the Financial Times indicates that Ireland is in no rush to hold a second referendum on the Lisbon Treaty.  If all other EU members ratify the Lisbon Treaty (19 EU members’ national parliaments had already ratified the Treaty by the time of the Irish vote) it seems likely that they will find a way to press ahead with the Lisbon Treaty anyway by somehow isolating Ireland.  Clearly the future of the Lisbon Treaty is far from certain.

We can see how EU member states have spent most of the time since the Maastricht Treaty was agreed in 1991 going round in circles over the EU’s institutional structure to very little effect.  We should remind ourselves that the EU is still operating under the institutional structure agreed at Nice in 2000.  The attached editorial ‘Sarkozy the heckler’ from the Financial Times explains how Sarkozy unhelpfully started France’s Presidency of the Council of Ministers in July 2008 by publicly criticising the European Commission and the European Central Bank.

In October 2008 the Credit Crunch spiralled into a full-scale international financial crisis.  The crisis will test the EU’s ability to decisively respond to events.  In the next section we will point out how lack of fiscal federalism poses a particular problem to the countries of the Eurozone.  If the EU rises to this challenge support for European integration may be reinvigorated, but if the EU acts indecisively, as its members quarrel, European integration may be further undermined by increased public discontent with the EU.  Are we all going to share the same big lifeboat, or are EU members going to each try to escape in their own lifeboats without pausing to help each other?

Finally let us consider recent developments in EU Common Foreign and Security Policy.  Kosovo had been under United Nations administration since 1999, when NATO had intervened to remove Serbian forces/end the 1999 Kosovo conflict.  As a province of Serbia, Serbia backed by Russia argued that Kosovo should only be granted autonomy from Serbia and should not declare itself as a new independent country.   The UN mandate to administer Kosovo ran out in December 2007.  The Kosovo government was determined to declare independence from Serbia.  Very much led by the UK, France and Germany the EU sent a law and order mission, a ‘state building force’, to Kosovo to build ‘stability’ as Kosovo declared independence (illegally by international law) in February 2008.  Most, but significantly not all, EU member states quickly recognised Kosovo’s independence, angering both Serbia and Russia.

The attached ‘Georgia fears impact if Kosovo crisis’ from the Financial Times shows as early as December 2007 how Georgia thought Russia would respond to the precedent of Kosovo’s illegal unilateral declaration of independence.  The attached ‘Russia embarks …’ from the Financial Times reports how Russia begins to take action in Abkhazia and South Ossetia in March 2008.  Note Georgia was not admitted to NATO in April 2008, but pro-EU (but still angry over Kosovo) Serbian political parties did surprisingly win the Serbian election in May 2008.  

Russia ‘invaded’/‘liberated’ Abkhazia and South Ossetia in August 2008, directly using the precedent of Kosovo’s illegal unilateral declaration of independence to support their actions.  Would this have occurred if the EU had worked with Russia to insist that Kosovo were only granted autonomy from Serbia?  The attached editorial ‘EU must give Kiev accession hope’ from the Financial Times recommends that the EU should reach out to the Ukraine.  We can only guess as to how Russia may respond to such a move.

The EU clearly faces very difficult choices in its Common Foreign and Security Policy, with that policy still ‘formally’ requiring unanimity to form a common position.  

However the Kosovo affair seems to have watered down the need for unanimity in practice, with the UK, France and Germany strongly taking the lead.  As with other areas of European integration the choice seems to be between the need for unanimity and consequent inaction, or progress through sub-groups of EU members.  The situation might be very different if the European Commission was involved more and if QMV was employed, but from the Maastricht Treaty to the Treaty of Lisbon such developments have been blocked by EU member states.

In the future if tensions with Russia grow EU member states’ citizens and national governments may finally find a reason to love the EU and support further European integration.

Let us now again turn to the question of federalism or rather what might only be achievable through federalism.

A Federal Vision.

The EU may need to become an United States of Europe to compete in the world economy and to stand up to Russia, no matter if it adopts a free-market approach or a market-interventionist approach.  However if the European Social Model is to be successfully preserved through the application of a market-interventionist approach it would seem to depend on the EU becoming a single federal country.  Let me explain. 

In 1954 the market-interventionist Swedish economist Gunnar Myrdal advised that advanced welfare states such as Sweden should not open up to free movement of capital, labour, goods and services with countries with less advanced welfare states.  If they did competition would undermine their advanced welfare states.  We are back to Social Dumping.  For Myrdal the conclusion was simple, only have European integration between countries sharing the same advanced level of welfare state.  To join such a union new members would have to have already achieved an advanced welfare state.  But how could poorer countries afford to adopt the European Social Model?  

German re-unification illustrates the problem of trying to integrate a poorer country with a larger richer country by simply trying to directly apply that larger country’s advanced social model to the poorer country.  West Germany had an advanced welfare state and strong unions.  Industry was highly productive, facilitating a successful social pact between business, unions and the government.  Then in 1990 German reunification ensured 18 million East Germans joined the new Germany.  In the East industry was far less productive with the standard of living consequently being much lower.  Against the advice of the free-market Bundesbank (the German Central Bank) Chancellor Kohl promised to make East Germany like West Germany overnight.  The East German mark was converted one to one with the West German mark, despite it being worth no more than a ¼ of a West German mark.  Unions and business agreed to push East German wages up to 80% of West German wages within five years.  East Germans were immediately entitled to same advanced level of social security paid to West Germans.  

In two years most of the East German economy collapsed, its low productivity combined with now high wages made it completely uneconomic.  The former West Germany continued to transfer huge quantities of money to the former East Germany in the now binding German fiscal union.  Such strain was put on German public finances that Germany struggled to meet the Maastricht Treaty’s budget deficit and national debt convergence criteria to qualify to join the Euro (Kohl had insisted on these criteria, never imagining they would bite on traditionally fiscal prudent West Germany).  German industry has restructured to reflect the SEM and the wider process of globalisation.  Traditional industry employs fewer workers, with some expansion of the service sector.  Strain on public finances has forced German governments to weaken the traditionally generous welfare state.  The West German social model is thus being undermined by German reunification. The German public has shown no enthusiasm for change in a free-market direction.  The social democrats won the election in 1998 promising to be more market-interventionist (only to find membership of the Eurozone prevented this in practice) and then they won the next election by just promising to be less reforming than the christian democrats.  The last election in 2005 gave no party overall control.  Angela Merkel faces the difficult task of reforming the German social model as head of a grand coalition of christian and social democrats.

So is this the inevitable outcome of trying to spread the European Social Model to poorer, often new EU members; collapse in poorer countries combined with massive fiscal transfer from richer countries that erodes the European Social Model anyway?

Before we answer this question let us remind ourselves how fiscal federalism already works within EU member states.  For example in the UK the Southeast of England subsidises the rest of the UK.  The UK government provides the same level of public services and welfare benefits throughout the UK and sets national rates of tax for the entire UK.  As social deprivation is highest in poorer regions of the UK (e.g. they have higher unemployment) they receive more government expenditure aimed at relieving that social deprivation than richer regions receive i.e. they receive a relatively higher level of government spending.  Conversely richer regions with relatively more income and wealth pay more tax.  Richer regions are thus permanently in a state of local fiscal surplus, paying more tax to the centre than they receive back in central government expenditure.  In contrast poorer regions are in a permanent state of local fiscal deficit, paying less tax to the centre than they receive back in central government expenditure.  Fiscal federalism thus automatically and continually transfers income/wealth across the UK.

The UK’s fiscal federalism does not eliminate poorer regions, but it does limit the difference in standard of living between poorer and richer regions.  Neither does it stop many of the well-educated youth from moving to the Southeast, no matter where they were born in the UK, but it does mean through a common centrally funded education system that all have as much opportunity to become well-educated in the first place (equality of opportunity).

We have already noted how the forces of globalisation and the SEM have forced manufactures in richer EU regions to ‘moved up the value chain’ to satisfy niche markets where technology and quality matter more than price.  Europe’s leading cities are becoming headquarters of now global businesses.  Business now typically bases high value activities such as research and development, marketing, sales and management in the EU’s richest regions and production, if possible outside the EU, and if not in poorer EU regions.  We have as the economist Kaldor termed it a process of cumulative causation.  We can confidently predict that cumulative causation will lead to the rich EU regions moving further ahead of the poorer EU regions.
  The most skilled and entrepreneurial from all over the EU will be drawn more and more to the richer EU regions.  Leaving increasingly relatively poorer EU regions/EU members to fund their own social policy will thus cause the level of social policy between EU members to further diverge, heightening the process of Social Dumping, and thus eroding the level of social policy in richer EU members.  It is hard to see how any sense of EU citizenship/social solidarity could emerge in such a scenario.

So on the one hand we have German reunification illustrating the danger of exporting the European Social Model and on the other hand the prospect of an absence of fiscal federalism making the EU more divided and in general eroding the European Social Model.  

The market-interventionist solution is to gradually move, not suddenly move, to fiscal federalism.  Such gradualism would be achieved by transferring aspects of social policy to a federal EU government bit by bit, expanding tax payable to and set by the EU government to match its increased spending.  Increased EU taxation and spending would allow a matching reduction in taxation and spending at the level of EU member states.  We could begin with social security (weighted to reflect regional differences in the cost of living), proceed to education, then health and so on.

Given rich EU regions on average grow much faster than the poorer EU regions, although they would be relatively taxed more than poorer EU regions, their overall level of taxation (EU central taxation plus regional/EU member state own taxation) need not significantly increase/may not increase at all.  If such a gradual process of increasing fiscal federalism had began in 1991, when we first called ourselves an European Union, we would have made considerable progress by now.  Such progress would have helped to preserve and spread high social policy standards throughout the EU, successfully countering social dumping and laying the economic/material basis for a genuine sense of EU citizenship throughout the EU.  Federalism is thus a radical step, but it is a step that could create a positive reason for citizens of the EU to actually be excited by/believe in the EU.

Finally a Potential Banking Horror Story.

Economists in the early 1990’s strongly argued that fiscal federalism would be essential for a successful Eurozone.  With Eurozone members no longer having the national sovereignty to set their own interest rate and no longer having their own exchange rate fiscal federalism is absolutely essential to automatically expand fiscal policy in any area of the Eurozone hit by comparative recession to the rest of the Eurozone.  Equally it is necessary to automatically tighten fiscal policy in areas of the Eurozone experiencing comparative boom to the rest of the Eurozone.  

As the single policy instrument of fiscal policy has to replace the previous full range of policy instruments (interest rate policy, exchange rate policy and fiscal policy) fiscal policy would have to be adjusted much more.  With fiscal federalism this would be achieved automatically, without fiscal federalism, as agreed at Maastricht, Eurozone members would have to try to make such large adjustments through their own national fiscal policy.  Not only is this ruled out by the Stability and Growth pact, it is impractical in the long run.  If an Eurozone member persistently grew slower than the rest of the Eurozone and to try and catch up its government permanently expanded fiscal policy it would incur an unsustainable escalating level of national debt.

Economists did not foresee or seriously discuss the effect of a potential collapse of the international banking system on the Eurozone.  But here we are in October 2008 and lack of fiscal federalism may be a very serious problem for the Eurozone.

In America and the non-Eurozone UK action has been taken by –

The Federal Reserve and the Bank of England to provide liquidity to UK banks and US banks.  This means the Central Bank swaps money for banks’ solid assets such as government bonds; its lending supported by solid collateral.

The US Federal government and the UK government providing money to the banking system unsupported by banks providing solid collateral in return.  This is ‘bailing out’ the banking system.  In the US the Paulson plan gives US banks money in return for untradable ‘toxic’ CDO’s.  In the UK the government is giving UK banks money by buying shares in those banks (thus partially nationalising the banks).  These actions may lose money so only the government is allowed to do it, not the Central Bank, as it’s the government which has the power to tax and to borrow by issuing government bonds to cover any loss that might be incurred (with its ability to tax in the future allowing it to borrow now).

Such actions may still be insufficient with plan B being complete nationalisation of the banking system.  Again the government is the only institution with the power to take such action.

In the Eurozone the European Central Bank (ECB) has the power to provide liquidity to Eurozone banks (swap money for solid assets) but not to give money to banks for shares or toxic non-performing assets, its against the ECB’s constitution.  The ECB is not a government able to raise tax and thus issue its own bonds as it wishes, so it can not incur the potential loss of holding shares or toxic assets.  If the Eurozone had been formed with the system of fiscal federalism it required we would have a federal Eurozone government with the ability to tax and issue Eurozone government bonds.  Such a federal Eurozone government could have acted like the American or UK government and bailed out Eurozone banks.  But no such federal Eurozone government exists.

Eurozone members’ governments, as the authorities with the power to tax and issue their own government bonds (borrow), must come together if necessary to bail out Eurozone banks.  But the SEM makes it hard to say this bank is country A’s responsibility and this bank is country B’s responsibility etc.  So can Eurozone members’ governments act together decisively to bail out Eurozone banks, and in the worse case nationalise the Eurozone banking system?  Traditionally EU members do not act quickly and decisively together, as illustrated by the slow process of European integration.  If Eurozone members fail to bail out Eurozone banks in time they might collapse forcing a full nationalisation of Eurozone banks.  The future is uncertain, but lack of Eurozone fiscal federalism could clearly become a very serious problem. 
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� And continued as Chancellor of Germany until the end of 1998 when the social democrats won the general election.  In 1999, with the Eurozone now in operation, the German social democrats and the French socialists unsuccessfully called for the Independent ECB to set expansionary market-interventionist macroeconomic policy for the Eurozone.  Opinion polls suggest at no point that a majority of Germans actually supported joining the Euro, but Kohl had not offered a single referendum on any aspect of European integration in his long years of support for European integration.  


� By own resources we mean member states’ own national governments’ spending.  If a proposed EU policy/law required funding by each member state’s national government (each member to use its own resources) it must be unanimously agreed.  For example the policy of an EU-wide right to free higher education funded by the citizen’s own national government would require unanimous approval in the Council of Ministers.


� Movement to student funding of higher education is threatening this equality in the UK.  The Nordic European Social Model believes that higher education should be fully funded by the government.


� Cumulative causation in the UK, the advance of the Southeast relative to the rest of the country, has made UK fiscal federalism even more important to keeping the UK together.  In Italy some Northern Italian politicians want to end fiscal federalism with the much poorer South of Italy.  This would mean the end of Italy as a single country.


� Movement to a single EU Army, Navy and Air Force could be a good early step.  Forces would be stationed on the EU’s largely poorer frontiers, while total spending would fall through economics of scale, particularly in weapons procurement programmes. 
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