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T his paper summarizes the main points of a short presentation
on a rather wide range of problems, Hence, the paper can
only sketch the main observations and arguments and should not
be considered a piece of scientific research but rather a short es-
say, The main theses are derived from a comparison between
what I consider the basic principles of the European social model
and a set of observations on the guidance of economic policy in
the EU. Hence, this paper follows an inductive approach which
contains also important subjective elements, This concerns in par-
ticular the selection of the observations since I focus deliberately
on those aspects which are rather neglected by mainstream econ-
omists. B. g., unemployment is mostly analyzed only in the con-
text of the labour market whereas I stress the fact that macroeco-
nomic policy might play an important role insofar as it influences
the growth of production and, hence, of employment not only
over the short run but also over the medium and even long run.
The sketchy character of this paper implies also some very sim-
plifying assumptions. E. g., Germany is taken as example of the
“typical” European economy, Even though this “pars-pro-toto”-
approach can to a certain extent be justified by the fact that Ger-
many represents the largest European economy which has been
significantly shaped by the principles of the European social
model (“Soziale Markiwirtschaft”), it is certainly true that other




European countries have adopted different strategies of econom-
ic policy over the past 15 years (notably, the Scandinavian coun-
tries and in recent years also the United Kingdom). These and
other shortcomings of this paper can only be justified by the fact
that it represents just a sketchy essay (also in literal sense).

The paper is structured as follows, First, I describe the main
principles of the European Social Model (ESM) in comparison
to the US model of economy and society. Then I derive from
these principles some general guidelines for an economic policy

- which accords to the ESM. In the third part I evaluate the prac-

tice of economic policy in the EU since the early 1990s against
the backgrounds of the guidelines according the ESM. In addj-
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tion, I elaborate the characteristics of economic policy in the EU

by comparing it to the strategies adopted by the US.
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Principles of the European social model

Table 1 summarizes the main aspects, hence, I discuss them on-
ly briefly.

The roots of the ESM lie in the traditionally great importance
of citizens being embedded in social contexts. The respective so-
cial organizations range from the feudal system or the guilds of
craftsmen in medieval times to interest groups like trade unions
and up to the modern welfare state. In the US, by contrast, com-
petition as individuals is the most important from of social inter-
action. This is related to the fact that the US has evolved from a
society of immigrants in which the individual fight for survival
and expansion is of central importance.

As a consequence, organisations like trade unions or political
parties as a means of pursuit of interests play a comparatively
greater role in Europe than in the US where people pursuit their
interests rather as individuals in markets. Hence, Individual free-
dom and social justice can be considered the traditionally most



important values of European society (“Liberte, egalite, frater-
nite”), In the US, by contrast, (just) Individual freedom ranges by
far highest (“pursuit of happiness”),

The relative importance of trade unions and organisations of
entrepreneurs in Burope as compared to the US as well as the
different role of corporatism and labour market regulations cor-
respond to the different social values (table 1), This is also true
for the way how insurance against basic risks of life is provided
and how the education system is organised. In both respects the
welfare state plays a much more important role in Europe as
compared to the US. As a consequence, the relationship between
market and state is considered complementary in Buropa but
rather antagonistic in the US.

Significant differences have also been prevailing as regards the
relationship between the real and the financial sphere of the
cconomy and the related “economic culture”, European
economies have been traditionally focused on the real economy,
most typically reflected by the specialisation of Germany on high
quality manufactures (“real capitalism”). In the US, by contrast,
the “Wall Street culture” has traditionally been an important seg-
ment of the US economy system (in some socialpsychological
sense corresponding to the tradition of individual adventurers
and heros), Hence, the US economic system should be consid-
ered as a combination of “Real and financial capitalism”,

Guidelines for Economic Policy according to the ESM

Table 2 sketches those guidelines for economic policy which
can be derived from the principles of the European social model.
In order to achieve the goals of the ESM economic policy has
to focus simultaneously on different targets, in particular on full
employment since it represents the financial base of the welfare

s

state, Full employment can best be achieved and maintained

through a sufficiently high and stable economic growth,

The main instruments for smoothing business cycles are an ac-
tive monetary and fiscal policy, By preventing or mitigating reces-
sions such a policy contributes also to higher growth over the
medjum and long run. This demand-oriented policy has to be
completed by continnous improvements of supply conditions, in
particular through public investments in education and infra-
structure,

Table 2: Guidelines for economic policy according to the ESM -

Main targets of economic policy Full employment, Iu:gh ecopf)mic
_ | growth, social security, “fair” income
distribution, social coherence

Main instruments for Full employ- | Countercyclical monetary and fiscal
ment and high economic growth policy, public investment in educa-
tion and infrastructure

Focusing profit seeking on the real
sphere of the economy
Consolidation of public health and
pension systems, unemployment in-
surance, active labour market policy
Fair” income distribution and social | Incomes policy, public education sys-
coherence tem, tax policy

Price stability - ' Incomes policy

Improving social security

In addition to that economic policy should provide incentives
for the business sector to focus its profit seeking on the real
sphere of the economy (instead of speculation and investments in
financial markets), Such a policy is necessary to keep private in-
vestment and, hence, economic growth, .on a sufficiently expan-
sionary path over the long run. ‘

In order to strengthen the citizens’ confidence in their social
security (which in turn fosters their consumption demand) public
health and pension systems have to be adjusted to changing
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framework conditions (e. g., changes in the demographic struc-
ture) without significantly reduicing the benefits traditionally pro-
vided by these systems. The same holds true for unemployment
insurance which has to be completed by an active labour market
policy.

A coordinated incomes policy is not only necessary to make in-
come disttibution more “fair” as compared to the market out-
come (thereby strengthening social cohesion) but serves also as
an efficient means to achieve and maintain price stability,

It is interesting to note that the above sketched guidelines
shaped economic and social policy in Western Europe over the
1950s, 1960s and (to a lesser extent) over the 1970s,

Practice of Economic Policy in EU since the early 1990s

The practice of economic policy in the EU has been in marked
contrast to the principles of the European social model. "This pol-
icy was shaped by the following general guidelines;

¢ Restrictive regulation of fiscal and monetary policy

¢ Deregulation of financial, goods and labour markets

"These guidelines can be considered the political essence of the
neoliberal/monetarist view of the (economic) world which has in-
creasingly shaped the thinking of professional economists, jour-
nalists and politicians in Europe since the late 1980s (in the US,
- by contrast, this “Weltanschauung” has started to progressively

loose its influence on the practice of economic policy as shall lat-
er be shown). o '

The most important regulation of fiscal policy was settled in
1992 as the famous “Maastricht criteria”. These rules were ini-
tially set only as conditions for entering the European Monetary
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Union. However, in 1997, the validity of these restrictions on an
active fiscal policy was prolonged to an infinite future in the
Treaty of Amsterdam. ‘

Over the past 10 years the Maastricht criteria forced most Eu-
ropean governments to adopt a savings policy. This policy affect-
ed the economic performance in three different ways (all of them
contradict the guidelines for economic policy according to the
ESM):

® .In periods of a weakening private demand fiscal policy was not
used to stimuldte the economy (as 1993 and in particular 2001
and the subsequent years).

® The savings policy weakened specifically the systems of social
security and public education. ‘

® Public investment in the infrastructure declined in most coun-
tries. Hence, the improvement of the conditions for economic
growth also on the supply side was neglected.

Fiscal policy adopted by the US government has differed re-
markably from the European approach over the past 15 years.
Over the short run the US has been following a pronounced
countercyclical course. E. g., in and after the recessions 1991 and
2001 the government increased the budget deficit deliberately
and strongly. Afterwards it did not adopt a savings policy but let
the automatic stabilizers care for a continuous improvement of
the fiscal stance.

Monetdry policy was regulated through the statute of ECB
which gives pfice stability the highest priority: and leaves almost
no room for other economic targets (by contrast, US central
bank considers growth of production and employment as impor-
tant as price stability). In addition to that, the ECB conducts
monetary policy in a way more restrictive than called for by its
statute. E. g., its statute does not oblige the ECB to define price



stability as an increase in consumer prices below 2% without ac-
counting for the fluctuations of commodities prices and for the
quality improvements of manufactures (both factors are taken in-
to account by the Fed),

The concept of monetary policy as adopted by the ECB has two
consequences, First, over the short run the ECB does not follow
a countercyclical course as does the Fed, Second, over the medi-
um and long run, the euro key interest rate lies in most countries
significantly above the (nominal) rate of growth (the Fed keeps
the interest rate close to the level of economic growth).

To summarize: A comparison of the fiscal and monetary policy
adopted by the EU on the one hand and by the US on the other
suggests that implicitly an exchange of concepts took place
around 1990. The EU took over the monetarist approach of reg-
ulating fiscal and monetary policy in a restrictive manner whereas
the US adopted de facto a Keynesian approach,

In the next section I will try to present some empirical evidence
underpinning this statement,

Some observations on economic policy in the EU and in the US

First I present some observations on monetary policy. Figure 1
shows that the US central bank targets the nominal rate of inter-
est in “normal” times approximately at the level of the nominal
growth rate of the economy (as between 1994 and 2001), Howev-
er, in and after recessions it lowers interest rates to a level far be-
low the rate of growth (as between 1991 and 1993 and again —
more pronounced — between 2001 and 2005). By following this
Strategy the Fed provides strong impulses for the economy when
private demand is weak. It sticks to this type of low interest rate
policy until the recovery of the demand of households and partic-
ularly of the business sector has become “self-sustained”.

Figure 1: Rate of interest and rate of growih
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The ECB (and before 1999 the Bundesbank) follows a different
course, It adjusts short-term interest rates to a much lesser extent
to the business cycle as compared to the Fed. Over the medium
run the ECB sets interest rates at a much higher level (in relation
to GDP growth) than the Fed, For countries with low inflation and
sluggish growth this policy implies that the interest rate exceeds
permanently the growth rate, This has been the case in Germany.
A positive interest-growth-differential dampens in turn the dy-
namics in the economy, in particular since it hampers investment
financing (not at Ieast due to the dynamic budget constraint).

Figure 2: Real gross investment

Germany

15
? .‘ — Private
10 ——Public

— Privaie
~—Public 20

it

1991 1993 1995 1997 1999 200) 2003 2005 2007 1991 1993 1996 1997 1999 2001 2003 2005 2007

Source: OECD

39—




Real public investment in the USA rose by roughly 5% in the
recession year 2001 as well as in the subsequent year when pri-
vate investment declined significantly (also public consumption
was increased during these years of weak private demand). Over
the past 10 years the state expanded its investments continuously
thereby improving the infrastructure in the US economy over the
medium run.

In Germany, by contrast, public investment was reduced in
most years since 1992. This was in particular true for the period
since 2001. This extremely restrictive policy has contributed not
only to the stagnation of the German economy but also to the de-
terioration of its infrastructure.

Alook at the development of private and public employment
reveals a similat picture. Since the early 1990s public employment
in the US has risen in every single year. Its expansion was particu-
larly strong in those years when private employment declined as
1991/92 and 2001/2003 (figure 3). Almost exact the opposite is
true for Germany: public employment was reduced in every single
year since 1992, not even in years when private employment
shrunk strongly did the state increase its labour demand.

Figure 3: Employment
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The different strategies of fiscal policy are reflected by the de-
velopment of public receipts and expenditures in the two refer-
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ence countries (figure 4). During and after the last recession
(2001) the US government let expenditures grow at a rate of
more than 6% per year and accepted the decline in receipts. To
be more precise, this decline was strongly and deliberately en-
larged by the government due to two tax reforms. As a result the
budget deficit soared between 2001 and 2003.

Figure 4: Public finances
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The German government followed a very different course. It
reacted to the decline in public receipts due to the recession by
reducing the already very low growth in public expenditures (fig-
ure 4). This contributed to a prolongation of the stagnation
which in turn led to a further deterioration of the fiscal stance. In
effect the German government ended up with a budget deficit
not significantly smaller than the US deficit. To put it differently:
Whereas the US government had adopted a fiscal strategy of a
deliberate deficit spending, the German government tried to
stick to a “sound” pohcy in line with the Stablhty and Growth
Pact. In part due to the lack of fiscal expansion the German
economy turned from a recession into a persistent stagnation.
Hence, also public receipts and expenditures stagnated causing
the deficit to remain high year after year (figure 4).

The countercyclical monetary and fiscal policy adopted by US
authorities helped the economy to a considerable extent to over-
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come recessions quickly and to expand over the medium run at a
much higher speed than most other industrial countries, Thus,
the most important costs of this strategy, namely, strongly rising
budget deficits during and after recessions, furned out to be well
“invested”, This is so because the shorter recessions can be kept
the less are the losses in human and material resources due to
foregone employment and investments,

Figure 5: Price level and export performance of tradables: USA
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US authorities try to support the own economy not only by
means of an active fiscal and monetary policy but also by stimu-
lating exports through an undervalued dollar exchange rate. E. g.,
during and after the recessions 1991 and 2001 the “talking the
dollar down” on behalf of US politicians contributed to strong
depreciations of the US currency. As a consequence, US exports
performed better than those of the other industrial countries, i,
e., the US gained export market shares (figure 5). This helped
the economy to recover quickly from the recession.

The low real exchange rate of the dollar has been fostering the
US economy also over the long run. Since the late 1980s the US
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dollar has been significanily undervalued relative to purchasing
power parities of internationally fraded goods and services. This
undervaluation is the most important single reason for the strong
gains of export market shares by the US economy (figure 5).

The attitude of the ECB vis-0-vis the external value of its (rela-
tively new) currency stays in sharp contrast to the Fed’s respee-

' tive attitude, For the US central bank the level of the real dollar

exchange rate does not represent a value in itself but rather an
instrument to stimulate the domestic economy when necessary,
The ECB, however, follows the tradition of the Bundesbank’s
“hard currency policy” and, hence, strives not only for a (restric-
tively defined) price stability in the euro area but also for a high
external value of the “young” currency. As a consequence, real
exports of the US have risen much stronger since 2001 than those
of the euro area. :

Figure 6: External imbalances of the US econoimy
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The countercyclical and growth-oriented monetary and fiscal
policy in the US and the comparatively “inactive” macroeconom-
ic policy in the euro area are the most important reasons why do-
mestic demand in the US has been growing much stronger over
the past 15 years than in the euro area. At the same time also ex-
ternal demand for US products has been rising stronger than for
products made in euro area due to the undervalu ation of the dol-
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lar and the corresponding overvaluation of the euro (or ECU, re-
spectively). Hence, the significant growth differential between
the US and the euro area since the early 1990s can to a large ex-
tent be explained by different macroeconomic policies and the
(telated) exchange rate misalignments, -

This growth differential is in turn the most important reason
for the US current account deficit which has widened dramatical-
ly over the past 15 years (figure 6). This becomes clear if one
looks at the development of exports and imports separately. US
exports have risen faster than those of its industrial competitor
countries (figure 5), however, US imports have been expanding
even faster, driven by the domestic demand of the US economy
(figure 6). As a consequence, the US has become the by far
biggest debtor country in the world economy, her net external (fi-
nancial) debt reached roughly 6 trillion $ in 2005 (figure 6).

Figure 7: Mr Ponzi and the US current account
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This development was strongly facilitated by the fact that the
US is the only country which can finance her extefnal deficit
through additional debt denominated in her own currency. This
enabled the US to take new dollar credits from the rest of the
world which by far exceed the net interest which the US should
pay to its creditors-for the already existing debt (figure 7). In oth-
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er words: the US economy has been financing her external debt
according to the famous Ponzi scheme (i. e., the creditors pay the
interest for the outstanding credits to the US themselves by pro-
viding additional credits).

This unsustainable and somewhat grotesque development was
strongly fostered by the fact that those countries which were par-
ticularly unable to stimulate their domestic demand (notably
Germany and Japan) could prevent their economies from shrink-
ing only though a continuous export expansion. Hence, even if
they do not receive interest payments for their financial claims to
the US (= accumulated net exports to the US) they are eager to
further proceed on this neo-mercantilistic road (more sarcastical-
ly, one could say that countries like Germany or Japan act as
Dagobert Ducks, which fits well to the US acting as Charles
Ponzi). With respect to surplus countries of the Euro area, no-
tably Germany, one could paraphrase this paradoxical situation
also as follows: These countries are not able and/or willing to fi-
nance their own domestic demand but are eager to finance the
domestic demand of the US economy without limits.

Finally I would like to shed some light on the long-term trans-
formation of western market economies from “real capitalism” to
“financial capitalism” and how this change in fundamental
framework conditions affected the European social model. Real
capltahsm shaped the first half of the post-war period, namely
(roughly) between 1950 and 1973 (international economy) and,
respectively, 1980 (domestic economies).

The genegal characteristic of real capitalism consists of frame-
work conditions which focus profit-seeking activities of non-fi-
nancial business on the real sphere of the economy, i. e., on in-
vestment, production and trade. Financial markets were to a
large extent regulated, exchange rates were stabilized and central
banks kept interest rates at a level far below the rate of economic
growth. The financial sector concentrated its activities on serving
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the real sector through financing investment and facilitating
transactions in domestic and international trade,

Under these conditions investment, production and trade pro-
vided the best opportunities to make profits, pure financial accu-
mulation and speculation did not pay off. As a consequence, real
capital accumulation and overall economic growth were strong
and stable over the 1950s and 1960s, in many European countries
full employment was already achieved by 1960. This historically
unique economic performance enabled governments to continu-
ously improve the systems of social security and education as well
as the infrastructure. In turn, these improvements strengthened
economic growth, Under the conditions of real capitalism, the
stepwise realization and enlargement of the European social
model on the one hand, and continuous improvements in eco-
nomic efficiency on the other hand, completed one another,

Figure 8: Real and financial assets of non-financial business

UsA Gemany
Real gssels - Reai assels
3O ... 0 po

fnanclalossels T [ L. FAnanclal assefs
) Stocks and piher B 300. 1 ——S$lacks and other
o o
S 20 3 20
H g
o 200 ‘ g 20 .
g z S
3 g 15 :
”g s 100

- X
ié £
£ 50
0 FrHFRHHH

1960 1945 1970 1975 1980 1985 1990 1995 2000 2005 1960 1965 1970 1975 1980 1985 1990 1995 2000 200§

Source: Fed, Bundesbank

Figure 8 shows that non-financial business increased its real as-
sets (real capital) over the 1960s and 1970s much stronger than
“production (net value added). This holds true for the US as well
as for Germany. Over the same period financial accumulation of
non-financial enterprises was negligible. At the same time stock
prices stagnated and market capitalisation increased only slightly
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between 1960 and 1982 (figure 9 demonstrates this for the case of
Germany - the development in the US was similar),

The transition from real to financial capitalism took off in the
carly 1970s. After the break-down of the system of stable ex-
change rates (Bretton Woods) the dollar lost 25% of its value be-
tween 1971 and 1973, This development strongly contributed to
the first oil price shock which took place in fall 1973 (since crude
oil as well as almost all other commodities are priced in dollars
any strong dollar depreciation puts commodities producers at an
disadvantage), The oil price shock in turn triggered off the first
global recession in 1974/75. The same sequence took place be-
tween 1977 and 1980, However, in this case the recession was ad-
ditionally Jengthened by a high interest rate policy on behalf of
the most important central banks, Since then the rate of interest
has permanently exceeded the rate of growth in most European
countries (the US central bank dismissed the monetarist policy
by the late 1980s).

Figure 9: Stock prices and real accumulation
of non-financial business Germany
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The enormous volatility of exchange rates and commodities
prices as well the high level of interest rates had two effects on
non-financial business, First, these conditions dampened its ac-
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t1v1t1es in the real sphere of the economy since the outcome of
 these aCthlthS had become more uncertain and more expensive.
Second these conditions made financial speculation and accu-
. mulation more attractive. This attraction was further increased
by the emergence of many financial innovations which facilitated
speculative transactions (this concerns in particular all forms of
financial derivatives). These innovations contributed to the dra-
matic expanswn of financial markets over the 1980s and 1990s,

As a consequence of all these developments the dynamics of
real capital accumulation slowed down over the 1980s. This was
partlcularly pronounced in the US economy. At the same time fi-
nancial accumulation became increasingly important for non-fi-
nancial corporatlons in the US (flgure 8). However, real accumu-

 lation picked up ‘again in the US in the early 1990s, strongly fos-
tered by the shift towards a growth-oriented and counter cyclical

’ monetary and fiscal policy. At the same time financial assets of
non-financial business continued to rise faster than production,
mainly due to the valuation effect of rising stock prices (however,
also the acquisition of financial assets contributed to this devel-
opment).

To put it differently: The “bastard-Keynesian” (Joan Robin-
son) policy in the US mitigated the negative effects of “finance-
capitalistic” framework conditions on investment and produc-
tion, in particular by keeping interest rates and exchange rates at
low levels. Thereby profit-seeking activities through financial
speculation and accumulation were focused on the stock market.
These activities dampen activities of the business sector in the re-
al sphere of the economy relatlvely little (at the same rising stock
prices stimulate private consumption due to wealth effects).

In Germany economic development has been shaped by “fi-
nance-capitalistic” framework conditions only since the early
1990s (similar to the development in the US over the 1980s). Fi-
nancial accumulation and speculation of (big) non-financial cor-
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porations began to boom, at the same time real accumulation de-
clined relative to production (figure 8). Their real capital stock as
well as their net value almost stagnated whereas their stock mar-
ket value (market capitalisation) mushroomed due to booming
stock prices. The stuggish business investment in turn contributed
strongly to the weak overall performance of the German econo-
my since the early 1990s (together with the restrictive monetary
and fiscal policy already discussed).

Low economic growth over the 1990s and a persistent stagna-
tion ove1 the past 5 years caused unemployment to rise substan-

tially. The public expenditures for the unemployed and damp-

ened tax recelpts became the most important reason for persist-
ently hlgh budget deficits. Mainstream thinking on behalf of
economists and journalists considered the welfare state as such as
the main cause of these developments (their diagnosis focused
rather on the symptoms than on the systemic causes). Hence, the
German government adopted a “reform policy” which weakened
in particular the main components of the welfare state (unem-
ployment insurance, social pensions, the health as well as the ed-
ucation system). This policy undermined the confidence of pri-
vate households in their future social security. As a consequence,
households increased savings and dampened their consumption.
This development contributed significantly to a prolongation of
the stagnation in Germany.

Traditionally I should now draw some final conclusions from
the observations and interpretations presented in this essay.
However, I prefer to leave this task to the reader. .-
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