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If we exclude some theories of polycentric
governance, economists usually discuss the
optimal policy mix within a given constitutional
framework, characterized by stable institu-
tions and rules. This is not the case with the
European Union, at least since the birth of
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specific interest rates and decentralized fiscal
institutions whose intertwined relationships
and governing structure evolve in time. Far
from providing a higher degree of stability,
as suggested by Hayek-inspired supporters,
such technocratically biased framework is
causing widespread governance uncertain-
ties and macroeconomic instability, that have
repeatedly resulted in Europe lagging behind
other major global actors in facing crises. This
paper reviews the problems raised by the need
to steer the economy through endogenous and
exogenous crises in an unstable, deeply evolving,
not yet fully defined nor multi-layered economic
policy infrastructure in the EU.
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Resumo:

Se excluirmos algumas teorias de governanga
policéntrica, os economistas geralmente discutem
a combinagio ideal de politicas em uma determi-
nada estrutura constitucional, caracterizada por
instituigdes e regras estdveis. Esse ndo € o caso da
Unido Europeia, pelo menos desde o surgimento
do euro: uma arquitetura caracterizada por uma
institui¢io monetdria supranacional, mas com iaxas
de juros especificas para cada pais e institui¢ses
fiscais descentralizadas cujas relagdes entrelagadas
e estrutura de governanga evoluem com o tempo.
Longe de proporcionar um grau mais elevado de
estabilidade, conforme sugerido pelos defensores
inspitados em Hayek, essa estrututa tecnocraticamente
tendenciosa estd causando incertezas generalizadas
de governanga e instabilidade macroecondmica, que
resultaram repetidamente no atraso da Europa em
relagdo a outros grandes atores globais no enfren-
tamento de crises. Este artigo analisa os problemas
levantados pela necessidade de conduzir a economia
em meio a crises enddgenas e exdgenas em uma
infraestrutura de politica econdmica instdvel, em
profunda evolugio, ainda ndo totalmente definida
e com vdrias camadas na UE.
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1 Introduction

On January 8, 2024, a dossier published in the most important Italian newspaper,
Corriere della Sera, by the authoritative economic journalist Federico Fubini (2024),
argued that, from 1994 to 2022, the EU per-capita GDP had dropped from subs-
tantial parity to less than 50% of the USA one ($76.300 against $37.400). Although
flawed by not considering the evolving dollar/euro exchange rate, the role of market
shapes, technology, income distribution, and the rate of unemployment - that may
significantly affect the result - the conclusion was in line with something very well
known in the economic literature.

As The Economist (2023.10.04) had noticed a few months earlier: “the EU economy
is now 65% the size of America’s in dollar terms, down from 90% just ten years
ago” although “productivity has grown faster in Western Europe than in America”
Apparently, demography and productivity cannot be blamed for this widening gap:
a study made by Bruegel’s senior fellow Zsolt Darvas (2023), based on IMF World
Outlook data, found that “the EU has outperformed the US on per-capita output
growth”. Although in the first period “The EU KLEMS analysis in the EU Economy
2007 Review showed that the bulk of the EU-US productivity growth differential
since 1995 stemmed from diverging trends with respect to total factor productivity
(TFP)” (Kavik et al, 2008, p. 4), since 2010 TFP had a similar (with the EU slightly
better) trend in both regions (see Fig. 1 below, that include also the UK).

Figure1l TFP EU, UK, USA, 1996-2020
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These results were in line with those cited a few weeks earlier by Le Monde’s cor-
respondent from New York, Arnaud Leparmentier (2023), who noted in September
2023, “in 2008, the eurozone and the US had equivalent gross domestic products
(GDP) at current prices of $14.2 trillion and $14.8 trillion respectively (€13.1 trillion
and €13.6 trillion). Fifteen years on, the eurozone’s GDP is just over $15 trillion,
while US GDP has soared to $26.9 trillion”. The final GDP per capita gap in USDs
from 1990 to 2023 is impressive (see Fig. 2).

Figure 2 US, EU: GDP per capita
GDP per capita (current US$) - United States, European Union

World Bank national accounts data, and OECD National Accounts data files.
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Data referred to the whole EU27 and measured in PPP, instead of current USDs,
highlight how the EU decline is smaller; yet, this gap does exist (both in absolute
terms and as world output share) and is widening — especially since the financial
crisis — requiring some explanation.

Given that productivity cannot be blamed for such gap since 2010 (Fig. 1),
the economic literature has pointed at some failures of the European economic
structure and policy instruments in addressing major macroeconomic challenges
(originated by the great financial crisis and European response to it), suggesting
they were responsible for Europe’s delayed growth since 2009-10. Among them: the
inability to provide an optimum balance between risk sharing and moral hazard
(Benassy-Quere et al., 2018); a policy-mix in which monetary and fiscal policies
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are implemented at different layers of government, thus making it difficult to find
a synergic compromise (Bilbow, 2013; European Parliament 2017); a pro-cyclical
use of a few instruments of control, such as the output gap (Brooks; Fortun, 2020;
Tooze, 2019); the liquidity trap that characterized monetary expansions since Draghi’s
quantitative easing (Ball; Mazumder, 2020; Bobeica et al., 2021); the ineffectiveness
of tightened monetary policy in tackling the recent supply shocks, unless with huge
time lags (Tenreyro, 2023), etc.

Some authors have further suggested that macroeconomic failure should be
attributed to the paramount intellectual influence of the neoliberal thought on
European policymaking (for example: Herman, 2007; Slobodian; Plehwe, 2019),
imposed by the political and cultural hegemony of German Ordoliberalism, that
intergovernmental institutions and decision-making mechanisms helped to emerge
as the leading ideology. According to this line of thought, instead of providing
shelter from the appetites of policymakers (as repeatedly suggested by Hayek and his
supporters), given its procyclical and gaps-preserving bias, this allegedly weakened
the European economy as a global actor. All these features certainly exerted some
influence on the effectiveness of Europe’s economic governance.

Our enquiry in this paper aims to suggest that, as a complementary explanation,
we should also explore the negative impact on the EU macroeconomic performance
of what we call constitutional uncertainty. We will build on a recent study by a few
economists from the think tank of the European Parliament (2024), who underlined
how Europe, failing to transform itself into a genuine supranational actor, will be
wasting each year €2.8tn until 2032.

The assessment of the EP, although very detailed, does not mention its underlying
calculation assumptions, merely suggesting a correlation between the European
poor performance and its lack of centralized competences. This is presumably due
to the difficult task of transforming inherently qualitative (constitutional) issues
into quantitative data. Acknowledging such problem, in this paper we shall assume
a historical perspective, describing the interaction of the ever-evolving economic
governance architecture in the EU with other major factors such as beliefs, commit-
ments, ideology, interests, suggesting that the failure to provide a clear-cut direction
to the EU contributed to its macroeconomic failure.

To illustrate our point, we shall briefly provide a definition of constitutional
uncertainty and place it in the context of the European evolving system of econo-
mic governance (first section). We shall further explore the three main subperiods
of the recent European integration history (one section will be devoted to each of
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them) that are particularly relevant to testify of such increasing uncertainty, from
the 1990s until now.

2 Risk, uncertainty, and the European gap

If we agree with Robbins (1932), economics is basically concerned with alternative
choices under various constraints. Keynes (1921) would suggest that one of such
constraints is uncertainty, mostly affecting investment decisions due the haziness
of the framework in which expectations are made concerning future cash flows.
Contrary to a well-established tradition in the economic thought - dating back
at least to Daniel Bernoulli’s (1738) paper (which assumed that a probability can
always be assigned to an event, however remote), later formalized by von Neumann
and Morgenstern (1947) and Borch (1963) - in his A Treatise on Probability Keynes
challenged the idea that uncertainty, being ontologically different from risk, can be
always associated to a degree of probability expressed in numerical terms.

Furthermore, while for Keynes uncertainty is an issue that must be acknowledged
and whose effects should be managed, for others it is only a complex mechanism
whose functioning needs to be internalized in agents’ choices'. In both approaches,
though, it is assumed that uncertainty is solely related to (predictable or unpredic-
table) events, not to the rules and institutions according to which the economic
and political system is working. Although both the social contract theory (Wheale,
2020) and constitutional economics (Miiller, 1998) deal with a certain degree of
institutional uncertainty, they assume that this exists before any set of constitutional
rules is established. Once a constitution is in place and enforced, only exogenous
uncertainties may emerge.

There are only two branches of economic thought that (partly) acknowledge its
relevance. The first is the economics of firm, which assumes that entrepreneurs may
face “contexts that are composed of institutions that are not well institutionalized”
(Phillips et al., 2009, 340). Such contexts “ultimately affect the degree to which
organizations deliver the social performance expected by the societies in which they
are embedded. [...] In effect, institutional uncertainty can offer a way to understand
why business organisations fail to provide their expected contributions to society”
(Kelling et al., 2021). Such literature does not provide any guidance, though, to

1 For those who work in insurance, risk assessment and portfolio management - for example - un-
certainty is an opportunity: if agents perfectly knew — or at least were fully aware of - the (most likely)
consequences and impact of a decision or event, and all agents agreed on them, there would be no such
things as financial markets and instruments.
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operationalize agents’ behaviour in normative terms.

The second is a specific approach to polycentric governance’ dating back to the
research program pursued by Ostrom, Tiebout and Warren (1961), who acknow-
ledged interdependence as due to formal and informal power relationships in an
evolving context, in which no deterministic outcome is predictable. The problem with
this approach is that it followed a direction of enquiry tending to — and consistent
with - local context made of individuals, at best with local communities facing a
national or federal government. Attempts to export its underlying assumptions to
transnational (Quack, 2023) and supranational multilevel (Perskaya, 2023) contexts
failed, at least in addressing genuinely un-deterministic institutional structures and
outcomes from their reciprocal interactions.

The effects of constitutional uncertainty, by which we mean that not only economic
institutions are unstable, but that the rules themselves that govern their interactions
are uncertain, evolving mostly unpredictably (not in response to expectable logics)
remain unexplored.

This is a major problem for scholars who deal with the economics of the European
Union, as the EU is precisely a set of multi-layered and overlapping institutions,
governance rules and practices (often irrational, in the sense of not responding to any
established and stable cost-benefit analysis and therefore not rational in terms of the
economic praxeology), formal and unformal decisions that are the outcome of mul-
tiple features, including corporatist struggles, cultural backgrounds, intellectual and
theoretical assumptions, sectoral political interests, national consensus seeking, etc.

All above features are often constrained by multifaceted and overlapping
constituencies, mostly (but not uniquely) based on national political arenas, that
become collective only in a context of unanimity decision-making, thus biased
towards the preservation of the status quo (Sen, 1970), rather than steering the
economy towards shared ends. With relationships among subjects that are not
only different in terms of economic formal responsibility (local, national, regio-
nal, global) but also in nature and underlying stakeholders (private, public). All
factors whose behaviour and interactions cannot be formalized and can be quite
difficult to conceptualize.

The European economic governance, as it has been evolving in the last three

2 Another, very first and alternative, approach to polycentric governance (Polanyi, 1951, and - par-
tially and surprisingly - Hayek, 1960) considered interdependence as a matter of mechanistic interac-
tion among similar centres of power. A research project that might have well overlapped with Perroux’s
role of power and structures in economics, but unfortunately never intersected. Both Polanyi and Per-
roux, though, referred more to given structures of power than to their evolution: they moved within a
context of (reasonable) constitutional certainty, not uncertainty.
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decades (since taking the path that led to the euro), is precisely embedded in a
changing framework of rules, institutions, instruments, missions, and decision-
-making processes that in turn reflect(ed) the alternate dominance of economic
and policy paradigms. In the next sections we shall assume a historical perspective
to highlight the impact on macroeconomic performance of failed attempts by the
main actors of economic policy in Europe to react to crises, within an evolving and
unpredictable framework of economic governance constrained by constitutional
and decision-making uncertainty.

3 The age of optimism: supranational monetary policy,
fiscal constraints, and the open method of coordination

Creating a multilayered structure of economic policy, necessary to give a systemic
structure to a group of heterogeneous nation-States with long historical traditions and
a few shared supranational institutions was a task that had challenged generations
of economists and policymakers, since the inter-wars period. Soon after WWII,
Monnet’s top-down functionalist approach seemed to provide an answer to such
multilayered institutional design. When it failed, in the mid-Fifties, to proceed further,
the European Community took a few decades to understand that some key attempts
at fostering integration in Europe would be easier in the realm of monetary policy.

The change of dominant theoretical paradigm towards the new classical macro-
economics in the 1970s, reducing the real costs of monetary tightening, paved the
way to experiments towards stringent currency agreements: if the Phillips Curve is
vertical around the Non-Accelerating Inflation Rate of Unemployment, convergence
in inflation rates between different States (derived from currency integration) is
irrelevant to unemployment and real costs seem to vanish. Hence the effort towards
the European Monetary System in 1978-1979. The political point was to create
a policy infrastructure that might constrain Member Countries towards greater
degrees of integration.

In this framework, Tommaso Padoa-Schioppa’s (1982) paper on the “incon-
sistent quartet” was key to set the agenda for further European integration, using
contradictions as its main engine: once you liberalize the markets for the inputs of
production (capital and labour) you cannot have a fragmented market for outputs
without triggering massive delocalization; and once a single market is granted,
relative prices cannot be influenced by uncoordinated country-specific monetary
policies, that may affect them by simple political decisions. Hence the path to the
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euro, after the liberalization of capital and labour movements between 1985 and
1995 and the single market since 1993, whose fulfilment was sanctified by the birth
of the European Central Bank in June 1998.

Two points need being highlighted here. The first concerns the economic side
of the first proposal for an Economic and Monetary Union in the Delors Report
(Delors, 1989); the second has to do with its subsequent governance infrastructure.
The celebrated Delors Report made it very clear that a monetary union would not be
sustainable without an economic union. Furthermore, the economic literature usually
forgets to underline that the two Intergovernmental Conferences were convened in
1991 to discuss both economic and political union, deemed necessary to set monetary
union on a sustainable path. These conferences failed to deliver a workable com-
promise, and the subsequent Maastricht Treaty was based on two major features: a)
only monetary union would be pursued; b) intergovernmental decision-making was
put at the wheel of the European economy, constrained by a very narrow pathway
through the rocks of fiscal rules (the Maastricht’s convergence parameters).

The incoherence of this economic policy framework, already highlighted by a
few US economists (Sala-i-Martin; Sachs, 1991; Bayoumi; Eighengreen, 1992; Kenen,
1992; Krugman, 1993), provided the incentives for the speculation that hit the EMS
in 1992-93: convergence required differentiated economic policies that were not
coherent with the defence of exchange rate parities within the EMS. Anticipating
that the problem laid in the non-credible European architecture in front of the
world evolution (that required a European global actorness), an attempt was made
in December 1993 by Delors to impose a clear-cut structure and competences for
the EU, allowing for the provision of European public goods (Delors, 1993).

He suggested supplying both private and public financing for such collective
goods — mainly the digital and green transitions that were already in progress at
the global level - and collecting capitals (project bonds) from financial markets.
It was not only a matter of upscaling French indicative planning at the European
level but providing the supranational public authorities with the power to build a
supranational sovereignty along the national (and local) ones. Despite unanimous
formal acceptance of the Delors Report, which was approved by the Heads of State
and Government, it clashed with both French and German interests (Masini, 2019)
and was immediately set aside.

Paradoxically, given the turmoil that almost each country experienced in those
mid-1990s, the following convergence path towards the euro had a rather stable
structure, as each country was held responsible for the achievement of the criteria for
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accession into the euro club within a virtuous context characterized by expectations
of diminishing interest rates, that helped fulfilling convergence targets. Despite many
political and financial turbulences, economic growth was almost unprecedented in
Europe after the 1992-93 crisis.

Things would change after the establishment of the ECB. The economic literature
usually underlines how, since its birth (June 1, 1998), monetary policy ceased being
a national issue to become a supranational one. Paradoxically, this truism is only
partly true as European peripheral countries (which means all but Germany and
the former German mark area), especially since the liberalization of capital markets
and greater monetary agreements with the EMS, were forced to follow Germany’s
monetary policy to avoid capital outflows. This was manifest, for example, when
Germany raised its interest rates to attract foreign capital and finance German
reunification, and all European countries had to follow, triggering country-specific
doom expectations concerning investments and the sustainability of public debt, that
also fuelled speculation and led to the temporary collapse of the EMS in 1992-93.

It is true that only since 1998 has there been one single monetary policy, but
the anchor problem® in Europe had been imposing a DM supremacy much earlier.
Since the establishment of the ECB there was only one single official interest rate
across Europe, but spreads, as we have seen with the sovereign-debt crisis, have
made country-specific risk premia extremely variable and often diverging, with
pro-cyclical consequences on national budgets, via debt servicing.

The macroeconomic and policy infrastructure in the EU in the first decade of
the euro should be described rather as a system with an indicative supranational
monetary guidance (based on the ideology and instruments of the Bundesbank),
country-specific monetary markets (dominated by path-dependent structures of
financial markets, banking systems, and social institutions), and decentralized
fiscal policies, coordinated through the loose prescriptions of the Open Method of
Coordination (OMC) within the constraints (allegedly) imposed by the Stability
and Growth Pact.

This framework should be analysed considering the transition period that
preceded the single currency, resting upon a few optimistic assumptions. First: that
markets would behave as a neutral guidance to national economic policy, showing
the virtuous path to reduce transnational (negative) externalities thanks to potential
sanctions for deviating behaviours. Markets, if a metaphor is more effective, were
thought of as a sort of Holy Comet guiding the three Wise Men to the Lord; not as

©0000000000000000000000000000000000000000000000000000000

3 Known in the economic theory as the “n-1" problem” of monetary policy.
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triggers of instability. The Maastricht Treaty, under the overwhelming influence of
the German political and intellectual strength, had imposed stringent fiscal rules,
at the time explained as key to the sustainability of the forthcoming euro-area, that
would be self-enforcing through market discipline, as deviations from convergence
would trigger market responses that would provide incentives for countries to correct
their behaviour. Such optimism proved wrong, as in the following years governments
resisted market pressures.

Second, there was a widespread belief that stability would bring along growth, a
logic embedded in the Stability and Growth Pact of 1997. This was, in turn, the resultant
of objective reasons — the overwhelming growth of inefficient public sectors in some
countries during the previous decades, suggesting that freeing resources from the
public sector and allocating them to the private one would result in higher efficiency
(Giavazzi; Pagano, 1990) - and dominant intellectual myths (neoliberalism, privati-
zations, deregulations, etc). Again, such optimistic expectations proved misplaced.

Third, economic theory provided a rationale for monetary union, suggesting that
the optimality criteria for monetary areas are endogenous: once you (politically) choose
to make a currency union, all the conditions for its long-term sustainability will be set
in motion, providing a self-fulfilling mechanism (Frankel and Rose 1997). Given that
Europe was widely recognized as not being an Optimum Currency Area according to
most of the criteria set in the previous literature (Eichengreen, 1991), such theoretical
change provided a robust support to policymakers for monetary integration.

As a crucial complement to these three optimistic factors, all European gover-
ning elites were confident that a constitutional process would be in place to provide
Europe with a more stable set of rules, that might allow decision-making to be more
effective and less reliant on the tyranny of minorities. We know what happened to
the European Convention and the resulting European constitution, that was rejected
by France and the Netherlands in Spring 2005, putting an end to the constitution-
-building process. To make things more complicated, this failure took place in the
very moment when a major enlargement was being implemented, that increased
the number of potentially destabilizing actors.

The alleged existence of the above-mentioned self-adjusting mechanisms sug-
gested that legally enforceable rules were an unnecessary intrusion of politics into
the economy, as markets (and political commitment) would provide the incentives
and framework for the smooth functioning of the system. In this context, in which
expectations were confident that a constitutional change would follow, allowing
for a federal supranational sovereignty to be established along national ones, the
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adoption of the Open Method of Coordination’, that would be officially introduced
in Lisbon in 2000 together with the Lisbon Strategy’, was pretty much in line with
the evolving expectations of the whole structure of economic governance.

The OMC, being a method of soft governance only aiming at spreading best prac-
tices, without any binding provisions, appeared as the best transitional instrument to
reduce the impact of the nascent supranational governing structure upon national
policymaking centres. It appeared as a rational choice in a moment in which each
country had made extraordinary efforts for convergence and greater supranational
collective responsibility was on its way.

To understand the reason for this choice, it may be useful to have a look at a brief
document issued by the European Parliament ten years ago, where it argued (presumably
without realizing the full implications of such claim): “This form of EU governance
in these policy areas was considered least intrusive by the Member States” (European
Parliament, 2014). The OMC would perfectly fit the intergovernmental trend of the
European governance to defend national prerogatives, at the same time pretending
to act jointly. An excellent example of constitutional uncertainty: on the one side you
argue in favour of a strengthened supranational centralized coordination system; on
the other side you deprive such coordination system of any enforceable instrument,
allowing each single national country to pursue its own macroeconomic goals.

Events did not go the expected way, though. The terrorist attack of September
11,2001, and the subsequent wars in the Middle East, triggered a massive cost-in-
flation via oil shock, stressing all western economies while a real estate bubble was
mounting in the USA, induced by reduced interest rates. Such real estate bubble,
although usually neglected, was accompanied by a similar one in Europe, due to the
need to safeguard savings against the oil-imported inflation and to the changeover to
the euro, which suggested to get rid of cash deposits before their purchasing power
would be (mostly) halved.

This new, unusual macroeconomic framework would have required a coherent
set of constitutional rules to allow investments to profit from expansionary mone-
tary policy; but this did not take place. The Sapir Report of 2003 (under Prodi as
President of the European Commission), which recalled the Delors’ White Paper

4 For a summary of its history and rationale, see the document prepared by the EP here: https://www.
europarl.europa.eu/EPRS/EPRS-AaG-542142-Open-Method-of-Coordination-FINAL.pdf

5 This refers to the agenda adopted in Lisbon, that was meant to make the EU “the most competitive
and dynamic knowledge-based economy in the world capable of sustainable economic growth with
more and better jobs and greater social cohesion’, as the European Council conclusions solemnly stated.
In 2009 it was largely admitted to have been a failure.
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of 1993, was soon set aside. It was another - failed - attempt to provide a more
clear-cut systematization of the multi-layered European economy, strengthening
the supranational level, that the European Council opposed. Like the White Paper,
it experienced ownership problems: from a theoretical point of view, it was too
Keynesian for neoclassical mainstream economists, and too supply-side oriented
for Keynesians; from a political perspective it was not French enough to promote
growth with an upscaling of industrial policy at the European level, nor German
enough to promote financial stability.

Furthermore, failure of the European constitution and the enlargement process took
place while France and Germany were putting the SGP under severe stress, imposing
a revision of the Pact itself. The formal economic constitution designed to steer the
fiscal policy had turned out to be unpredictable. The Pact was not working, neither
as an incentive to pursue sound budgetary policy, nor as a threat to avoid deviations
from the right path. The engine designed along Padoa-Schioppa’s inconsistent quartet,
that relied on a top-down enlightened will by European elites to further progress on
integration, thus fixing contradictions, and supposed to culminate in the constitutional
treaty, was stopped. This heavily impacted on the ability to manage economic policy
in a context of both multilayered challenges and deteriorating global framework.

As noted by Adam Posen (2005) in a small but enlightening volume published
in April 2005 by the Institute for International Economics (Washington, DC) on The
Euro at Five: Ready for a Global Role? the problem was the ability of the euro-area
economic governance to meet the expectations raised in the pre-euro era. According
to Posen, the expansionary consolidation thesis, that had been working in the USA,
would not prove successful in the EU: for several reasons. First, despite what Buti
and Giudice (2002, p. 838) had suggested, that “evidence on compliance with the
spirit and the letter of the SGP in the first three years of EMU is mixed’, the SGP
seemed not to have altered the eurozone economies’ fiscal policies in the last years. In
short, it did not prove to be an effective incentive to run virtuous budget behaviour,
at least not enough to significantly change fiscal stances (Gali; Perotti, 2003; Buti;
van den Noord, 2003). As von Hagen (2002) suggested, expansionary pro-cyclical
policies prevailed, especially in countries facing elections.

Posen also suggested that the early market enthusiasm for the euro had kept
(and was still keeping) the potential widening of spreads hidden beneath the mask
of interest rates convergence, while “there are signs that over time - as the euro itself
and the independence of the ECB are taken more for granted - there will be more
distinction by markets between different members’ debt obligations” (Posen, 2005,
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p- 125). What would happen after 2010 shows that he was right. All such debate
testifies of the scepticism that expansionary consolidation theories (Giavazzi; Pagano,
1990) received, well )before they were attempted more forcefully in 2010-2012,
which should have suggested a very different path to recovery from the Greek crisis.

Consolidation, paralleled by privatization processes steered from governments
and mainly following corporatist interests, brought about even greater uncertainty
on effective demand, suggesting investors to opt for financial speculation rather than
long-term investment in the real economy. Households, on their part, sceptical about
the success of consolidations, preferred to buy real estate rather than consuming, or
investing in financial assets, thus jeopardizing the potential boost on fiscal multipliers.

When the financial crisis hit Europe, turning it into a region-specific (eurozone)
sovereign-debts crisis, such governance failure was paralleled by the prevailing
uncertainties of the general policymaking structure. Despite the dominant narrative
of strict fiscal rules, the Lisbon Treaty provided a compromise increasingly relying on
intergovernmental decision-making, thus making the unpredictable game of national
and sectional interests prevail over rules-based expectations. This is the period when
Europe and the USA started diverging manifestly in their macroeconomic performance.

4 The own-house-in-order logic and the sovereign-debt
crisis

Things had not changed much after the revision of the Pact and the failed cons-
titutional treaty. In late November 2005 Angela Merkel became German Chancellor,
announcing a strong domestic fiscal consolidation. Her first international public
speech exposed the direction that both Germany and Europe would be taking. At
the Davos forum in January 2006, appealing to Kant’s moral imperative, she argued:
“we have too few young people but at the same time we are permanently indebting
ourselves. That means that we rob future generations of their room for investment
and development and that is morally undefendable™.

Apparently, it was the triumph of the “own-house-in-order” logic that under-
pins the Ordoliberal ideology, masterfully interpreted by Merkel. One year later,
when Germany took over the six-month Presidency of the European Union (from
January to June 2007) in the very moment when the Lisbon Treaty was being written
down, she made sure that all other European countries would behave the same
way, pushing the whole continent towards budgetary consolidation and increasing

00000000000000000000000000000000000000000000000000000000
6 The video of her intervention can be accessed from here: https://www.c-span.org/video/?190872-1/
economic-issues; from minute 11:18 to 11:31. The translation from German is ours.
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intergovernmentalism. Sovereignty was, apparently, firmly placed back in the hands
of national governments, but constrained by German directives.

This, however, did not result in any precise direction taken for the European
economy. Many countries resisted such deflationary bias. Furthermore, each natio-
nal government was allowed different room for maneuver, given past debt-to-GDP
ratios, with risky diverging and cumulative effects in macroeconomic performances.
This was the contradictory framework agreed upon soon before the bursting out
of the US-led financial crisis: an architecture whose fiscal budgetary responsibili-
ties were decentralized at the country level, constrained by strict fiscal rules, and
collective choices strictly dependent upon the unanimity rules, dominating the EU
intergovernmental bodies. With one additional problem: the path of adjustment
required to consolidate debt was not credible in terms of political ownership (why
should a ruling national government reduce its spending if this proved negative on
consensus?). And no progress was achieved in promoting convergence.

When the US-originated financial crisis hit the world and the resulting coordina-
ted monetary expansion by the five major central banks generated a mass of liquidity
that the Greek crisis set in motion, speculation shifted towards the eurozone sove-
reign-debts. Political ownership is crucial to the effectiveness of economic policy. In
Europe, fiscal constraints were blamed upon the European institutions, while (limited)
expansionary choices were ascribed to the heroic efforts of national governments. In
fact, constraints were due to the lack of political will to decide at the supranational
level with full legitimacy, the latter being intermediated by national governments.

The process through which the US-led financial crisis turned into a sovereign-debt
crisis in the euro-area is well known (Tooze, 2018). Under the German intellectual
and political hegemony (guided by the own-house-in-order logic), the EU responded
introducing new — and further tightening old - fiscal rules: the Two Pack, the Six
Pack, the European Semester, the Fiscal Compact, to which the European Financial
Stability Facility and the European Stability Mechanism should be added.

This framework was meant to provide a stronger command of supranational
institutions, steered by a collective body (the Council) mostly relying on unanimity
(therefore on the law of the strongest, hidden under technocratic logics), on national
policymaking; in fact, it turned out to prove detrimental to the perceived quality
of democracy, which triggered populist anti-EU narratives and reactions. We have
already underlined elsewhere (Masini, 2014) that this was not due to a deliberate
choice to influence policymaking with a neoliberal, market-radical ideology, but
was only instrumentally used for the preservation of power at the national level.
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The 2008 crisis and its faulty management decree the starting point of the EU
widening gap in GDP growth with all major competitors, US included (see Fig. 3).

Figure 3 US, EU, China, India: GDP current prices (1980-2024)

TREND (1980-2029) SELECTION (2024)
Billions of U.S. dollars % European Union += 18.98 thousand
40 thousand #% China, People’s Republic ¢ 18.53 thousand
% United States 28.78 thousand
20 ihousand 2 India 3.94 thousand
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Source: IMF datamapper.

This is the period when the economic impact of uncertainty became more
manifest, on both investment decisions and monetary policy. Investment gaps in
different EU countries proved crucial for delivering asymmetric macroeconomic
performances across the euro-area. Despite negative nominal (and real) interest rates,
the mechanics of investments proved to be quite un-mechanical and investment
rates dropped all over Europe (see Fig. 4).

Figure 4 Total investment (2000-2023, in % of GDP); EU27 blue line, euro-areared line
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Source: Eurostat.
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A study published only three years ago shows that: “Private investment in the
EU dropped significantly when the Global Financial Crisis (GFC) erupted in 2007,
and has failed to recover to pre-GFC levels ever since” (Vanlaer et al., 2021).

Trying to explore the rationale of this development, we assume here that the
marginal efficiency of capital not only depends on expectations concerning future
demand (as Keynes would have argued), but also on the predictability of the cons-
titutional framework in which both firms and consumers make choices. If there are
constitutional uncertainties as concerns who will provide crucial public goods and
take key policy decisions, households might prefer to increase savings rather than
consumption’, thus weakening both the microeconomic return on investments and
(negatively) impacting, from a macroeconomic perspective, on fiscal multipliers. This
further means that no super-multiplier would ever materialize, and the economy
would turn out to be performing poorly. An interesting point concerns the irrelevance
of being in or outside the euro-area, as the two indicators did not differ substantially
(even because pegging the euro and convergence to its macroeconomic indicators
were/are a dominant trait of all EU, non-eurozone countries).

Despite formal national sovereignty, such countries found themselves constrained
within the same framework of decision-making uncertainty, in a context of high
intra-EU transnational interdependence, that made it de facto impossible for them
to run autonomous economic policies and made them unable to fence off negative
spillovers originated in the eurozone.

As concerns monetary policy, Draghi’s quantitative easing produced, especially
in its first years, mainly a typical Keynesian-like liquidity trap, that hardly reached
the real economy;, as can be seen from the figure above and the slow recovery of total
investment. Expansionary monetary policy impulses either remained in the main
tube of monetary policy (with liquidity deposited by commercial banks in their
accounts at the ECB, in the first months after the credit crunch) or within financial
institutions. They found it difficult to impact on firms and households. It is inte-
resting to note that this took place irrespective of the €500bn of the Juncker Plan,
that mobilized around €3tn (private and public) investments in strategic industries
between 2015 and 2021. It is mostly thanks to such funds (hence to a multilayered
fiscal stimulus®) that a slow recovery took place in that period.

R T
7 Unlike Keynes, we do not assume here a marginal propensity to consume close to 1: households may
enjoy enough income to choose between immediate consumption and saving for later consumption.

8 We would like to recall that the Juncker Plan was a fiscal stimulus from the European Commission
that implied a cofinancing to national and corporate investments in strategic industries, mostly linked
to infrastructure and innovation.
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As concerns fiscal policy, this was constrained: at the EU level by a budget capped
at 1% of the GDP (the Juncker Plan was financed outside the EU budget, through the
European Investment Bank); and at the national level by the increasingly rigid fiscal
rules of the European economic governance designed and passed between 2010 and
2012, and by a strict State-aid legislation. To this restrictive framework, we should
add a competition policy entirely devoted to guaranteeing a competitive European
market, not to allow the establishment and consolidation of European Champions
that might play the competitive game on the global market’.

While European institutions were paving the way to more fiscal constraints (and
widely perceived technocratic governance), Governments increased their resistance
against austerity, exploiting a widespread and increasing euro-scepticism. Again,
it was a situation of constitutional uncertainty. As Nicolas Véron (2012) warned in
February 2012: “The Eurozone’s nation-based political framework is cracking at
the seams: the ECB has set the timetable of Italy’s change of government; Greece
may formally lose its sovereignty on segments of its economic policy; Germany’s
chancellor is becoming a principal player in France’s presidential election. But
while national political systems lose their autonomy, existing European institutions
remain too weak and not democratic enough to provide an adequate framework
for political decision”

Europe was too far from a system of fully operational nation-based economic
independent authorities to manage a crisis with a high degree of interdependence
and intergovernmental decision-making; and too far from a fully-fledged federation
to have a reactive and centralized response. Fiscal constraints could not replace the
lack of effective political discretionary power. Economic agents were not allowed to
understand who the ultimate decision-making actor was. While the USA recovered
from the crisis in two years, for most of the European regions it took almost one
decade™.

9  As happened with Commissioner Vestager, resoundingly vetoing the Alstom-Siemens merger in
2019.

10  “In approximately half of 280 EU NUTS level 2 regions, GDP per capita had returned to or rose
above its 2008 level within two years. For further 111, GDP per inhabitant remained below its 2008 level
for between three and eight years”, Economic recovery of EU regions after 2008, Eurostat, 23 October
2019, https://ec.europa.eu/eurostat/web/products-eurostat-news/-/ddn-20191023-1.
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5 The age of fear: the Next Generation EU and global
threats

The third sub-period under observation started in March 2020, soon after
the outbreak of the covid pandemic. This major shock required bold steps, that
were indeed taken: between March and July 2020 the ECB launched the Pandemic
Emergency Purchase Programme (PEPP), abandoning the capital key rule, the SGP
was suspended, State aid legislation relaxed, until the European Council agreed on
the Next Generation EU (NGEU).

The reaction against the pandemic shock proved very similar to an emergency,
Keynesian-like, expansionary package, aiming at reflation in each member State,
according to country-specific choices, only vaguely guided by priorities set by the
European Commission, among which the most important were the green and digital
transitions. During Spring 2020, expectations grew for a “Hamiltonian Moment”
(Scholz 2020; The International Economy 2020) in Europe, that could lead the EU
to experience something like what the USA had experienced in Philadelphia in
1787". Such expectations did not last long, though. In the following months (during
Autumn 2020), the governance of the NGEU was placed in the hands of a political
compromise between the European Commission and each Member State, whereby
each country was - and still is - allowed to implement and monitor the actions
(investments and reforms) expected and scheduled in each National Recovery and
Resilience Plan (NRRP) and establish a dialogue with Brussels on the fulfilment of
milestones and targets that are in fact far from being objectively verifiable. Although
from a formal point of view the EC can deny the disbursement of further tranches of
financial support, each State can retaliate putting a veto on common polices, as we
have seen in 2023 with Hungary. We may expect this will result in a formal success
of the NGEU, whose real success is and will be far from being granted.

Again, ambiguity did not allow private investments to become fully operational,
as uncertainty undermined future perspectives on the efficacy of fiscal multipliers.
If there is a gap between the formally declared and real fulfilment of targets, inves-
tors prefer to wait and see if the actions of the plan are indeed able to produce any
multiplying effect that, affecting demand, may induce investment. Given shrinking
world exports, what will happen to demand in the domestic-European market
becomes crucial. And this greatly depends on the effectiveness of the fiscal stimulus
triggered by the NGEU.

©0000000000000000000000000000000000000000000000000000000

11 Past war-debt mutualization from the former colonies at the federal level.
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The reform of the Stability and Growth Pact has also been adding uncertainty: the
text underwent several major changes, with too many versions approved by different
European institutions. The final revised Pact makes rules non-credible enough to be
complied with, and may result in diverging behaviours by Member States.

Given the short-terms horizon of all the other anti-cyclical instruments that
were implemented during the last years in Europe and that partially tried to fix
previous uncertainties (PEPP, NGEU, SURE), the new macroeconomic framework,
characterized again by a high degree of uncertainty in the future governing struc-
ture, the only instrument that might provide some guidance to expectations (again,
only in monetary policy, though) is the recently established Transmission Protection
Instrument (TPI)"?, which gives the ECB a paramount discretionary political power
over sovereign bonds purchases. This has presumably reduced temptations for spe-
culation in the last few months, as the stable dynamic of spreads has recently shown,
but is not enough to restart or accelerate growth, and catch up with the US economy.

This is the reason why a few authoritative calls for strengthened European sove-
reignty have emerged in both academic (Buti; Papacostantinou, 2022) and political
(Draghi, 2023; Letta, 2024) debates. Proposals for a European Defense Fund, for a
European Sovereign Fund, for other ad-hoc financial supports to establish greater
supranational actorness have collected widespread intellectual support, but hardly any
political sympathy from the EU leaders. As Draghi already underlined several times
in the last few years, monetary policy alone cannot push on growth. Cabral (2022)
suggests we are stuck in what she calls a “monetary integration trap”, meaning that:

“the euro is an expression of the EMU’s incomplete sovereignty. The EMU is
indeed a territory with a single monetary policy, centralized in an (apparent) sove-
reign fashion at the European level, yet diminished by the retained sovereignties
within its member states: EMU member states are in fact the sovereign accounting
entities for BoP purposes, they are the allocation centres for exports and imports,
the centres of trade flows and payments, and of financial flows; ultimately they are
the legal and accounting centres of financial assets and liabilities, and the public and
private debt (credit) they owe (own) vis-a-vis other member countries is definitely
external debt (credit)”.

12 The TPI is a new instrument announced in the Summer of 2022, when PEPP interventions were
starting to be reduced, asymmetrically, that allows the ECB to buy sovereign bonds, without any ex-ante
limit, to avoid the emergence of country-specific interest rates that are not coherent with macroeconomic
fundamentals, at the full discretion of the Executive Board of the ECB itself. Such assessment is only
constrained by respect of the suggestions of the European Semester and the correct and timely imple-
mentation of the National Recovery and Resilience Plans. As is rather manifest, this amounts to arguing
that the ECB has full operational discretional power. In the age of rules, it is an interesting result.
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The current European policy mix is mostly inadequate to prevent a crisis; and
is unable to trigger growth. Draghi and Lagarde repeatedly underlined that this
is due to the mismatch between the policy stance of monetary and fiscal policies:
when the PEPP was launched, Lagarde was quite careful to warn the European
governments that without the assistance of budgetary policies, monetary policy
would be ineffective, suggesting expanding fiscal policy at both national and
European level. This is precisely what eventually happened with relaxed State-aid
legislation and the NGEU.

When Russia invaded Ukraine, causing a dramatic supply shock to Europe,
while global value chains were just starting to recover, the delayed restrictive stance
on monetary policy in Europe reinforced cost-inflation and made prices rise even
further, spreading the social impact of inflation in all the EU27 economies. This
was the time when a European budgetary policy should have forcefully emerged,
as happened in the USA with the massive Inflation Reduction Act.

In Europe, on the budgetary side of policies, the EU has stuck to decisions that
are incoherent with the rhythm of the challenges imposed by global competitors.
The extraordinary, one-shot NGEU had just been implemented and there was no
political asset to be spent on further collective debt again; the Multiannual Financial
Framework had also been agreed upon already, with a mid-term review scheduled
for early 2024 which only produced minor adjustments, while new agreements
require unanimity. This is also the major flaw underlined in the Reports that Letta
(2024) - on EU industrial policy - just published, and Mario Draghi — on EU
competitiveness - is drafting for the European Commission, whose early versions
were made public in April 2024.

The result is that, on the side of expenses: “there are no direct expenses paid
to European citizens by the EU budget, as typically found in other central budgets
(e.g. unemployment benefits and other social benefits). In short, the EU budget -
unlike state budgets - is not a ‘citizen budget, and thereby lacks this democratic
ingredient, which is ultimately a source of sovereign legitimacy” (Letta, 2024, p.
174). Even the SURE mechanism (the EU unemployment scheme that supported
national unemployment schemes during the pandemic) was targeted to Member
States, not to citizens and/or firms, which again makes the relationship between
Europe and taxpayers mediated by each of their governments.

On the revenue side of the European budget, this is based on own resources: an
expression with an ambiguous meaning in the EU. According to the Treaties, own
resources are both genuine tax revenues, levied by the EU directly (or indirectly
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through Member States) on economic agents, which in fact represent around 3%
of total revenues, while most own resources are indeed national contributions,
raised according to the standard calculations of nation-based GDP and population.

Such ambiguities not only give rise to anti-EU narratives based on mere cou-
ntry-specific accountancy calculations (how much one State contributes to the
EU budget against how much it gets from the EU, which is nevertheless hardly
calculable), but being based on a system relying on national consensus, there is no
reasonable expectation to be made about the quantitative dimension of a future
EU27 budget.

Another source of major uncertainty is the potential role of the euro on the
international stage. Bob Mundell (1998), just before the establishment of the euro,
resoundingly declared that the single European currency would be replacing the
dominant role of the dollar in international payments and reserves. While in
international payments the share of the euro slowly and slightly increased, its
share in world reserves remained stable since 1999, declining slightly in the last
few years (and is now about 22%). The euro is far from providing an alternative
to the US dollar. For several reasons.

The first is that the safety of a safe asset does not only reflect economic fun-
damentals, but also (mainly) the political and military strength of the underlying
subject. From this point of view, it is well known that the EU does not only lack
a joint military power, but also a mere single foreign policy. The second is that
to be an international currency, you need to provide liquidity of last resort (and
consumption of last resort) in case of major crises. Which is something that
Germany and most Northern European countries are not (yet) prepared to accept.
The third problem is that to become a fully-fledged international currency the euro
would need to have a deep and liquid capital market, with European bonds for
each possible yield/maturity combination, which is far from being implemented.

While the demand for an alternative safe asset to the dollar is called for
with insistence worldwide, the euro does not seem to provide an answer to such
demands. This adds further uncertainty, which is ultimately due to the inability
to conceive of Europe as a global actor.

Nova Economia v.34 n.Especial e8556 2024 21



Masini

6 Concluding remarks

We have outlined here an exemplary story of failure. Europe, since the
mid-Nineties and more manifestly after the 2008 financial crisis, systematically
underperformed not only compared to most global competitors such as China -
and partly India - (which was to be expected, given the catching up process) but
also vis a vis the USA, a comparable economy in terms of productivity, technology,
and development stage.

Given that such failure emerged in the last three decades, some observers have
suggested a correlation with the birth of the euro: the new cage imposed upon national
monetary policies would imply a forced domestic adjustment on wages, instead of an
external adjustment on the exchange rate, that made aggregate demand decrease to
regain international competitiveness. This, in turn, increased performance divides
and unemployment, and diminished available resources for productive investment,
disincentivizing them.

Noting the widening of the gap since the financial crisis, a few other authors put
the blame on the flaws of the European economic governance (whose instruments
were mostly established since 2010), mainly from a fragmented approach, highligh-
ting single casual correlations with intellectual influences exerted by a pro-cyclical
ideology, sectoral interests towards a dispersed policy mix, intergovernmental
decision-making, flawed instruments of economic governance.

Without proposing to provide one more single-causal explanation for such failure,
we highlighted the role of an unexplored aspect which needs to be acknowledged as
a possible complementary factor of failure: a complex, ambiguous, ever evolving, and
undefined framework of (im)balance between national and supranational powers
and economic authorities, heavily influenced by country-specific political dynamics
and consensus raising, diversified intellectual influences, and often contradictory
corporatist interests at play.

These features, whose evolving interactions we have briefly outlined since the
mid-Nineties, resulted in European anti-cyclical policies to come systematically too
late, too slowly and too hesitantly. This caused market agents to remain conservative,
preferring short-term financial speculation to long-term investment, thus contribu-
ting to the financial vulnerability of the euro-area and to Europe’s macroeconomic
underperforming compared to other global players. Rather than putting the blame
on the euro, we suggest that it was mainly uncertainty — that the economic gover-
nance architecture transmitted to economic agents, both households and firms - that
hindered economic recovery and growth.
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Such failure was not immediately manifest during the 1990s and early 2000s,
as expectations for a political strengthening of the European global actorness were
still widespread and the global international framework had not yet exposed the
increasing contradictions between the governance structure and relative economic
weights of major countries: China was still an emerging market; Brazil, India and
South Africa had not yet emerged as regional powers, while the USA were still
playing the hegemon. This stable international situation came slowly to an end
during the first decades of this millennium, before erupting into increasing global
imbalances and major conflicts for the reshuffling of economic and political power
in the most recent years.

Such evolving framework suggests that Europe is called upon to reduce the
degree of uncertainty and provide a few anchoring elements to allow more stable
expectations for market agents. Elements that, until now, none of the existing
European institutions seemed to be genuinely committed to struggle for. The
European Commission tried a few times to push for a more clear-cut supranational
actorness (as with the Presidencies of Delors and Prodi), sometimes assisted also
by the European Parliament, with the Council pushing systematically backwards
to a more conservative stance (apart from the emergency measures during the
pandemic).

Europe is at a crossroads: either it reduces its supranational constraints to
national economic policy, allowing each Member State to fully pursue its own path
to growth and strategic alliances, or it is called to abandon with pressing urgency
any reticence towards a supranational, multilayered system of economic governance,
based on fully legitimate layers of government, from the local to the regional level.
The engine of integration based on progressively fixing contradictions is no longer
working. Contradictions must be fixed, in one way or another. It is not (only) a
matter of having a formal constitution, but of deciding the direction that Europe, as
a complex, multilayered system, is willing to take and be consistent with it.
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