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Foreword by Martin Schirdewan

A green and social future means the
Stability and Growth Pact must go

| commissioned this report in order to examine the precise ways in which the European
Union’s Stability and Growth Pact has harmed the people and the economy of Europe, and
what we can do to change it.

The forthcoming revision of the SGP provides an important opportunity for progressives
across the EU to demand an end to the austerity framework that has proven to be so harmful
to the climate, economic recovery, communities, jobs and public services.

At a moment when climate change is posing an existential threat to the planet, and to the
future of human civilisation itself, we need to radically transform our economies and
societies. This historic task cannot be left to ‘market mechanisms’. Such a transformation
requires a major, coordinated and sustained publicinvestment effort.

Maintaining the failed Stability and Growth Pact in this contextis to fail before we have even
begun.

In the current context - of prolonged stagnation and low growth, ultra-low interest rates,
rapid digitalisation, rising social inequality, and a desperate need for massive public
investment in the climate transition, placing arbitrary restrictions on the borrowing and
spending abilities of EU governments is nothing short of absurd.

The SGP rules are based on outdated conditions, conservative ideology and deeply flawed
economics. In @ monetary union there are many spillover effects one economy can have on
the others. A sovereign debt crisis is one — but the SGP clearly failed in preventing this. A
massive trade surplus, such as that which Germany has run for many years, is another such
spillover effect. Germany’s biggest export to Europe is stagnation — but there are no
consequences from the Commission for this damaging policy.

It is crucial to understand that the SGP and its surrounding framework has made a major
contribution to the increasinginequality in the EU by enablingthe European Commission to
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aggressively demand austerity policies at every opportunity. The European Semester process
reveals the Commission’s single-minded focus on attacking wages, reducing workers’ rights,
increasing the pension age, and privatising publicservices.

| welcome the widespread public debate about the future of the Stability and Growth Pact.
Proposals made from varying quarters for exclusions fromthe rules for greeninvestment, for
publicinvestment generally, orrelaxingthe rules are welcome.

However, progressives need to be more ambitious than simply asking for the austerity
shackles to be loosened. They must be cast off.

Europe needs a massive and coordinated public investment effort that can achieve the
systematic transformation of our economy that we so urgently need in order to meet the
challenges posed by climate change, digitalisation and growing social inequality.
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1. Key findings and recommendations

Crisis and contraction

In the current context - of prolonged stagnation and low growth, ultra-low interest rates,
rising income and wealth inequality, and a desperate need for massive publicinvestment in
the climate transition, placing arbitrary restrictions on the borrowing and spending abilities
of EU governments cannot be economically justified.

It is almost universally acknowledged that the Stability and Growth Pact has failed to ensure
either economic stability or growth in the European Union since its introduction in 1997. It
has in fact demonstrably acted to stifle growth, and it has deepened and prolonged the
double-dip recessions in the EU. The strict fiscal rules have acted as a direct barrier to the
recovery of economic growth to pre-crisis levels, and they contribute to the ongoing sluggish
growth in the EU.

While the SGP was loosened due to political opposition to the rules from powerful member
states in 2005, the post-crisis reforms of 2011 (the Six-Pack) and 2013 (the Two-Pack and the
Fiscal Compact inter-governmental treaty) dramatically increased the power of the
Commission over the budgetary decisions of member states. The Six-Pack in particular
represents a major over-reach by the Commission.

The content of SGP and the Maastricht Treaty (1992) convergence criteria it was based on
reflect the dominant economic ideology of the 1990s, as well as reflecting the general
economic conditions that prevailed at the time. The numerical ceilings of the SGP — that EU
member states must keep their budget deficits below 3 per cent, and public debt to GDP
ratios below 60 per cent — may have been based on the prevailing standards of 1997 in the
EU, but neitherthreshold has any sound economic basis.

Fiscal rules promote transfer of wealth from labour to capital

Fiscal policy is one of the most important ways a state has to redistribute wealth and contain
or reduce income and wealth inequality. The constraints imposed by the SGP have directly
limited states’ ability to redistribute wealth. While moves have been made to exempt certain
forms of investment from the rules (i.e, national contributions to EFSI projects) on the
grounds that such investments will generate GDP growth, direct transfers of resources
through expenditure on welfare programmes and publicservices are threatened by the SGP.
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The SGP actively promotes the transfer of wealth from labourto capital, in particular through
the Macroeconomic Imbalance Procedure introduced as part of the Six-Pack. The specific
policy measures demanded by the Commission focus on limiting wage growth; increasingthe
threshold age for receiving a pension; privatising state-owned enterprises and healthcare;
promoting longer working hours; demandinga reductioninjob security; and cutting funds to
social services.

An analysis of the country-specificrecommendations underthe SGP and the Macroeconomic
Imbalance Procedure since 2011 finds that in addition to consistent demands for reductions
in public spending, the Commission has specifically singled out pensions, healthcare
provision, wage growth, job security and unemployment benefits.

The content of Country-Specific Recommendations from the Commission under the
Stability and Growth Pact and the Macroeconomic Imbalance Procedure 2011-2018

NUMBER OF EU 28 MEMBER STATES RECEIVING INSTRUCTION FROM COMMISSION

YEAR Increasing Spending cuts on | Suppression of Reducingjob Reducing support
pension age/ healthcare/ wage growth security/workers’ | for unemployed,
cuts to pension privatisation of bargainingrights | vulnerable or
funding healthcare people with

disabilities

2011 14 2 7 5 8

2012 13 3 6 7 10

2013 15 10 6 9 6

2014 17 16 13 10 9

2015 13 9 8 3 3

2016 10 3

2017 10 3

2018 13 10 3

TOTAL: 105 63 50 38 45

The SGP’s flawed ideology and methodology

The architects of the euro were aware of the many “spillover” effects that imbalancesinone
economy can have on others in a currency union. The EU institutions have focused single-
mindedly on pursuing internal devaluation and reducing “wage rigidities”. The deflationary
impact of a state or states running a large current account surplus has beenlargelyignored.

The economic justification for the EU’s pre- and post-crisis austerity policies is based on the
fringe theory of “expansionary austerity” that has been decisively disproved.

MARTIN
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The calculation of the structural deficit (the discretionary spending by a government minus
cyclical factors) used to determine whether a state is breaching the 3 per cent deficit target
since the introduction of the Six-Pack is highly contested. The fact that the structural deficit
is “unobservable” has led to bizarre situations such as the Excessive Deficit Procedure the
Commission opened against Italyin 2018 infearthat the stagnant Italian economy was at risk
of overheating.

The question of public debt

The average public debtto GDP ratio in the EU has expanded from an average of around 65-
70 percent in 1997 to 80.4 percent in 2018. Eurozone debt was lower than the EU average
in 1997, but this trend has now been reversed. Eurozone public debt peaked at 93.0 per cent
in 2014 and declinedto 86.1 per centin 2018.

Public debt is not inherently “good” or “bad”. The literature claiming that once a certain
threshold of publicdebt has been reached (90-100 percent of GDP), the GDP growth rate will
decline, isinconclusive. The level of debt is not so important as long as the state is able to
continue servicingits debt. In the current context of prolonged ultra-low interest rates, there
is little tono cost to borrowing.

The precise scenario the SGP was supposed to prevent —a contagious sovereign debt crisis
withinthe economicand monetary union — unfolded following the global financial crisis.

III

The key factors behind the surge in the publicdebt levelsinthe “peripheral” memberstates
after 2008 were: (1) the policies of the EU institutions and member states in organising a
coordinated rescue of the financial sector, socialising massive levels of private debt; (2) the
ECB’s actions in failing to intervene to provide credit to the crisis-affected states for an
extended period of time, causing the market borrowing costs for these states to surge; and

(3) the contractionary austerity programmes imposed by the Troika.

At the same time as limiting publicinvestment and expenditure, the EU facilitates massive
levels of tax avoidance by multinational corporations that further deny governments access
to vitally needed revenue. The system whereby individual member states of the EU, several
of which are recognised internationally as tax havens, are allowed to veto proposals for
effective action to combat tax avoidance must come to an end.

Politicised enforcement of the fiscal rules

Almost all EU member states have breached the rules at some point — during the Great
Recession only Luxembourg did not go over the 3 per cent deficit benchmark.
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The examples of the high-profile clashes between member states and the Commission
regarding the application of the Excessive Deficit Procedure under the SGP demonstrate the
arbitrary, biased and highly political enforcement of the rules in practice. The powerful and
compliant are rewarded, while the weaker member states and dissenters are punished. The
cases of Germany, France, Spain, Portugal and Italy are used to demonstrate the disparityin
the application of the rules.

The inconsistent, biased and secretive decision-making process underthe SGP is perhaps the
most glaring symbol of the EU’s democratic deficit, significantly undermining public
confidence inthe EU.

A Left perspective on a fiscal strategy for the future

The SGP is currently facing unprecedented criticism from member states, EU institutions such
as the ECB and European Fiscal Board, and international institutions including the IMF and
OECD. The forthcoming review of the SGP that will take place throughout 2020 is an important
opportunity to put forward political demands regarding the fiscal rules.

Proposals for reform such as excluding greeninvestment or publicinvestmentin general, and
simplifying the rules, are welcome, but insufficient. The necessary climate transition is
impossible under the SGP. Decisions on borrowing and spending must be decentralised to
accountable national parliaments.

The EU needs a major, coordinated publicinvestment effort in order to radically transform
our economies and societies to meet the challenges of climate change, digitalisation and
growing inequality.

MARTIN
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2. Introduction

The Stability and Growth Pact (SGP), first enactedin 1997, has proven to be one of the most
contested and controversial features of the Economic and Monetary Union (EMU), and the
broader European Union (EU). The SGP imposes two numerical ceilings on government
expenditure: (1) the government debt-to-GDP ratio must be below 60 per cent; and (2) the
annual deficit of member states must be limited to 3 per cent of GDP or less. The power of
the European Commission to surveil and control the national budgets of EU member states
was significantly strengthened in 2011 by the adoption of the Six-Pack and in 2013 by the
adoption of the Two-Pack, as well as the signing of the Fiscal Compact, an inter-governmental
treaty.

In practice, the SGP has proved to achieve the opposite effects it claims to aim for. It is
economic common sense that cuts to government spending will have a contractionary effect
and cause the economy to shrink. When the national income shrinks, spending on
unemployment benefits must rise, and the situation gets worse. This is exactly what
happened in the aftermath of the recessions in Greece, Ireland, Spain and Portugal. Almost
all EU member states have breached the rules at some point — during the Great Recession
only Luxembourg did not go over the 3 per cent deficit benchmark.

This report finds that the fiscal rules played a key role in prolonging and deepening the
economic crisisin the EU, and in contributing to the long stretch of stagnation and grindingly
slow economicgrowth that it is still experiencing. While the United States had a GDP almost
10 per cent higherin 2015 than in 2007, the Eurozone’s GDP grew by just 0.6 per cent over
the same period. US GDP percapita(an indicator commonly used to measure living standards)
increased by more than 3 per cent from 2007-2015, while over the same period in the
Eurozone itactually declined by 1.8 per cent. As living standards have declined —devastatingly
in crisis countries, and especially in Greece — income inequality has also risen drastically.

The structural adjustment programmes imposed by the International Monetary Fund (IMF)
from the 1970s-1990s in Latin America, Asiaand Africa are often described as having caused
these continents “a lost decade” or “lost decades”. Europe has lost a decade but there is a
danger that it may lose several more due to its self-imposed constraints on growth.

The SGP has been called alot of names since its creation —the “Instability Pact”, the “Stupidity
Pact”, a “Suicide Pact”, and more. In 2002, then-President of the European Commission
Romano Prodi declared that the pact was “stupid”, while French Commissioner for Trade
Pascal Lamy called it “crude and medieval”. It has been widely criticised by economists, EU
member states and international institutions, particularly in the aftermath of the global
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financial crisis and the European sovereign debt crisis. This criticism has now reached
unprecedented levels.

These criticisms can generally be summarised as follows:
e The SGP has failed to limitor reduce public debtin the EU;
e Enforcementof the rules has been biased and politicised;
e The application of the SGP has had a contractionary impact on GDP growth;
e The debt and deficittargets are arbitrary and economically unsound;
e Member states’ budgets are legally anational competence;

e The rulesand calculations used are too complex.

All of these criticisms are valid, factually correct and well-documented. This report examines
the evolution and operation of the SGP since its creation, including an examination of the
flawsin the economicideology and methodology underpinning the rules. It takes stock of the
extentand causes of publicdebt inthe EU. It also outlines the highly politicised enforcement
of SGP.

However, this report goes beyond these common criticisms to additionally examine the role
of the SGP in intensifying the transfer of wealth from labour to capital in the EU, in particular
since the global financial crisis. It examines the precise ways in which the SGP achieves this
transfer by examining the content of the country-specific recommendations made by the
European Commissionto EU member states on the basis of the SGP and the Macroeconomic
Imbalance Procedure. It also examines the deeply corrosive impact of the SGP and its enabling
framework on democracy in the EU, and the implications of this.

Thereisa wide-rangingand ongoing discussion taking place within economicand publicpolicy
circlesinthe EU regarding the future of the SGP. This month the Commission is due to produce
proposals for change to the fiscal rules as part of a scheduled revision of the so-called Six-
Pack and Two-Pack legislative amendments to the SGP that were enacted in 2011 and 2013
respectively.

Among the most common proposals for amendments to the SGP are that:
e Qualifying “green” investment should be exempt from the calculation of the deficit;

e There should be a “golden rule” exempting productive public investment from the
calculation of the deficit;

e The headline debtand deficit ceilings should be revised;
e Onlythe debt-to-GDP ratio should be used;

e The rulesshould be simplified in general.

MARTIN
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At the institutional level, it is significant that the European Parliament’s Economic and
Monetary Affairs Committee voted in November 2018 to reject the incorporation of the inter-
governmental Fiscal Compact treaty into the primary law of the EU. Even more significantis
the indication by the Commission led by UrsulaVon Der Leyen that as part of the forthcoming
revision of the SGP, qualifying “green” investments may be excluded from the rules.

However, this report concludes that, due to the dramatic constraints imposed by the SGP on
the necessary rapid climate transition, economic growth, the redistribution of wealth, and
democratic decision-making, the proposed reforms listed above are insufficient. Of course,
the decentralisation of fiscal powers to the national level will notinand of itself be sufficient
to resolve the problems of transitioning to a carbon-free society or economicstagnation. But
what is certain is that the resolution of these problems will be impossible within the
framework of the SGP rules.

(Note: It is beyond the scope of this report to examine in detail the institutional set-up and
policies of the European Central Bank and the full interaction between monetary and fiscal
policy; however, the ECB’s role in contributing to the accumulation of public debt during the
sovereign debt crisis will be examined.)

MARTIN
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3. Overview of the fiscal rules

3.1. The creation and evolution of the Stability and Growth Pact

The Stability and Growth Pact isa product of its time —the 1990s. Previously fringe neoliberal
economictheories were on the rise from the 1970s onwards, and dominant by the 1990s. The
content of the Maastricht Treaty (1992) establishingthe economicgovernance framework of
the common currency reflected these ideas. The treaty enshrined the so-called ‘convergence
criteria’ — a set of rules members and potential members of the common currency were
obligedto follow.

The Treaty on the Functioning of the European Union (TFEU) states that national budgets are
an exclusive competence of member states. However, contradictorily it also states that
national budgets are “of common interest” (Article 121-1). To join the euro, states had to
pledge to control inflation, limit government debt and budget deficits, and commit to
exchange rate stability and the convergence of interest rates.

Monetary policy was to be transferred from national central banks to the European Central
Bank (ECB), tasked with keepinginflation stable—and low. The SGP was then adopted in 1997,
including by non-eurozone member states, in order to enshrine the fiscal control aspects of
Maastricht in EU law, and more generally to increase Commission surveillance and control
over member states’ national budgets. The blanket, one-size-fits-all fiscal rules in the
convergence criteria — that member states must keep public debt limited to 60 per cent of
GDP and annual budget deficits to below 3 per cent of GDP — were proposed by Germany,
based on its own national SGP structure. The Pact consisted of a preventive arm and a
corrective arm, and an Excessive Deficit Procedure (EDP) protocol was established under
which the Commission was empowered to follow a corrective process that could resultin
sanctions against member states in breach of the deficit target.

There was, and remains, no convincing economic rationale behind either the debt ceiling of
60 per cent, or the deficitlimitof 3 per cent. The economic ideasin vogue at this time were
not the only era-specificinfluence on the SGP. The debt and deficit benchmarks were based
on the prevailingeconomicconditions — the interest rates, GDP growth rates, inflation rates
and publicdebt levels— of the day. In 1997 interest rates were approximately 5 per cent for
long-term borrowing by European governments. The average public debt to GDP ratio inthe
EU was between 65 and 70 per cent of GDP, while the median publicdebtamongthe 11 initial
eurozone members was around 60 per cent of GDP. The forecast GDP growth rate was 3 per
cent annually, while inflation was forecast at 2 per cent.
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According to these economic conditions, maintaining the publicdebt to GDP ratio at or below
60 per cent would require governments to keep budget deficits limited to 3 per cent of GDP.
The SGP as initially enacted in 1997 included sanctions for member states that breached the
deficitlimit of 3 per cent, but the debt benchmark was not enforced. Following the dot-com
crash in 2002, memberstates were forced by the deficitrules to engage in cuts to expenditure
that, predictably, had a pro-cyclical, contractionary impact on the economy. France and
Germany repeatedly refused to limit their spendingto the SGP rules between 2001 and 2005,
with no penalties resulting for the two powerful states. This standoff with the Commission
ledto the eventual weakening of the SGP through amendmentsin 2005, and the addition of
the problematic “structural deficit” measure.

Since the global financial crisis in 2007-2008, there has been a push to implant strict
budgetary control ever more firmly in the structure of the EU’s economic governance
framework — by creating new mechanisms to surveil and structurally reform the economies
of member states, and to surveil and control their spending, taxation and borrowing. There
have been three main developments since the crisis: the introduction of the Six-Pack in 2011,
followed by the Two-Pack in 2013 (applicable only to eurozone members), and the signing of
the inter-governmental treaty known as the Fiscal Compact, also in 2013.

The Six-Pack significantly strengthened the power of the Commission overthe member states
and the Council. It introduced the obligation to keep the ‘structural deficit’ (the discretionary
spending by member states separate from automatic stabilisers) close to zero. The structural
deficit limits are set by the Commission on a country-by-country basis and must not exceed
0.5 per cent of GDP for states with debt-to-GDP ratios of more than the 60 per cent limit, and
must not exceed one per cent of GDP for states within the debtlevels.

The Six-Pack also introduces fines against member states for failing to reduce their debt ratio
above 60 percent of GDP by at least 5 percent peryearthrough applying the Excessive Deficit
Procedure applicable previously only to deficits. It is forbidden for publicexpenditure to rise
faster than medium-term potential GDP growth, unless it is matched by adequate revenue
increases. It also introduced a new macroeconomic surveillance tool, the Macroeconomic
Imbalance Procedure (MIP), aimed at identifying abroaderrange of macroeconomic balances
than only debt, and applying similar preventive and corrective procedures to combat these.

Significantly, the Six-Pack introduced Reverse Qualified Majority Voting in the Council,
meaningthatfinesunderthe Excessive Deficit Procedure are considered to be adopted unless
a qualified majority of member states votes against this.

The Two-Pack (2013) introduced new “enhanced surveillance” measures for eurozone
members experiencing budgetary risks, and obliged eurozone members to submit Draft

MARTIN
SCHRDEWAN 14



Budgetary Plans (DBPs) to the Commission annually, as well as establishing independent fiscal
bodies at the national level. Member states in receipt of financial assistance from the
European Stability Mechanism can expect regular visits from the Commission and ECB.

The Fiscal Compact (2013), signed by all EU member states with the exception of the Czech
Republic and Croatia (former member state Britain also did not sign it), enshrines the rule
that members in excess of the limitare obligedto reduce theirdebt level above 60 per cent
at an average of at least 5 per cent per year. It is officially known as the Treaty on Stability,
Coordination and Governance (TSCG).

The structural deficitrule — called the ‘balanced budget rule’— must be incorporated into the
national law of signatory states under the Fiscal Compact and aims to limit the structural
deficitto close to zero. The textof the TSCG states that the Treaty is to beincorporated into
EU law. The Commission made a legislative proposal to achieve this; however, the European
Parliamentvotedin November 2018 to reject the incorporation of the Fiscal Compact into EU
law. (The Commission has indicated that it intends to reintroduce this legislative proposal in
2020.)

In January 2015, the Commission published a Communication issuing guidance on the fiscal
rules, which it called, “Making the best use of the flexibility within the existing rules of the
Stability and Growth Pact”. In fact the “guidance” introduced several new features to the
rules, but the Commission declared it was unnecessary to go through a legislative procedure
in order to beginimplementingits new system.

Specifically, the changesincluded permitting member statesin the preventive arm of the SGP
to exemptfrom the deficit calculations their national contributions to the European Fund for
Strategic Investments, the central instrument of the Juncker Investment Plan. Launched in
2014, this plan aimedto mobilise hundreds of billions of euros in private capital by providing
a guarantee for the private sector using public EU funds. The other key reform made through
the 2015 Communication was allowing memberstates—in eitherthe preventive or corrective
arms of the SGP — to temporarily deviate by up to 0.5 per cent of GDP from the deficit target
in exchange for committingto engage in approved major structural reforms.
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The Six Pack

The Six-Pack consists of four pieces of legislation (one Directive and three
Regulations) on fiscal policy, and two Regulationson macroeconomic imbalances.

1) National budgetary framework rules
A Directive on new specific requirements for budgetary frameworks, including
standardised national account statistics and data.

2) Detection and correction of macroeconomic imbalances in EU

A Regulationto detect and correct macroeconomic imbalances. This includes the
publication of an Alert Mechanism Report, the conducting of an In-Depth Review
for member states at risk, and the introduction of an Excessive Imbalance
Procedure for member states found to be experiencing an “excessive imbalance”.

3) Sanctions for failing to correct macroeconomic balance (eurozone only)

A Regulationto introduce a sanction mechanism for eurozone member statesthat
fail to implement corrective measures regarding excessive imbalances, namely by
imposing an “interest-bearing deposit” (a fine) of 0.1 per cent of the state’s GDP.
The imposition of the deposit or fine for repeated failure to take corrective action is
automatically approved unless a unless a qualified majority of Eurogroup members

objects (reverse qualified majority voting).

4) Strengtheningthe preventive arm ofthe SGP

A Regulation that requires eurozone members to submit Stability Programmes (or
Convergence Programmes for non-eurozone member states) (SCPs) tothe
Commission that outline a Medium-Term Budgetary Objective (MTO). The
Commission makes Country Specific Recommendations (CSRs) in response, then
monitors the implementation of the SCPs. Membersthat deviate from their MTOs

trigger an Early Warning Mechanism from the Commission

5) Strengtheningthe corrective armofthe SGPfor the debt ceiling (eurozone
only)

A Regulationto “speed up” and “clarify” the implementation of the EDP. The
corrective arm is made ”“operational” for breaching the debt ceiling —i.e, sanctions
areto be applied. Eurozone members with public debt to GDP ratios of more than
60 per cent are required to reduce this debt by at least five per cent per year.

6) Sanctions for failure to take corrective measures on structural deficit (eurozone
only)

A Regulationto introduce sanctions for eurozone members that deviate from the
structural deficit required to meet their MTOs. Eurozone members in excessive
deficit, or those that fail to take corrective action to correct an excessive deficit,

may be fined (by aninterest-bearing deposit) 0.2 per cent of their GDP.
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EUROPEAN SEMESTER

The European Semesteris the annual programme of
coordinated economicpolicy across the EU, introduced
by the Commissionin 2011. It essentially aimsto make
the national budgets of member states subject to the
scrutiny, alteration and approval of the Commission and
the Council before the final budget plan is finally putto a
vote inthe national parliament. The European Semester
incorporates the requirements of the SGP and the
Macroeconomic Imbalance Procedure, as well as
broader structural reforms under the Europe 2020
strategy. In response to the draft budgetary plans
submitted by member states, the Commission produces
‘country-specificrecommendations’ to individual states.

Annual cycle of the European Semester

November: Communications from the Commission on Annual
Growth Survey (AGS) and Alert Mechanism Report (AMR)
March: EU priorities endorsed by European Council based on
the Commission proposals and Council preparations

April: Submission of National Reform Programmes (NRP) and
Stability or Convergence programmes (SCP)

May: Assessment by the Commission and Council of the NRPs
and SCPs

May-June: Commission proposals for Country Specific
Recommendations (draft CSRs)

June: European Council endorsement and Council adoption of
the CSRs

June-September: Economic Dialogue with the Commission,
the Eurogroup and the Council on the CSRs

Implementation of the CSRs in Member States

October: Submission of national Draft Budgetary Plans (DBPs)
(eurozone states)

November: Assessment of DBPs and of the implementation of
the Semester Cycle as a whole

November: Next European Semester Cycle starts at the EU
level.
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Enhanced surveillance for
eurozone members in
budgetary difficulties

1) A Regulation to monitor
and surveil certain eurozone
members. Three categories
are established: Enhanced
surveillance for eurozone
members experiencing
difficulties meeting the SGP
targets; Macroeconomic
Adjustment Programmes for
states that have received
loans from the European
Stability Mechanism; and
Post-Programme surveillance
for states that have received
financial assistance.

2) Rules on excessive
deficit correction in the
eurozone

A Regulationthat inserts
more requirementsinto
the European Semester
process, requiring the
Commission assessment of
eurozone members’ Draft
Budgetary Plans inautumn
each year, and requiring
each eurozone member to
establishan independent
national fiscal councils.
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Timeline: Evolution of the Stability and Growth Pact

1992: Maastricht Treaty
EU Member States sign the Maastricht Treaty, paving the way for the creation of the euro as the

common currency of the EU.

1997: Stability and Growth Pact
The Stability and Growth Pact takes effect.

1998: Preventive rules
The SGP’s preventive rules enter into force.

1999: Corrective rules
The SGP’s corrective rules enter into force.

2005: SGPrelaxed
The SGP is amended to allow it to better consider individual national circumstancesand to add more
economic rationale to the rules to be complied with.

2011: Six Pack
The ‘Six Pack’ of six new laws toughen the SGP significantly. The monitoring of both budgetary and
economic policies is organised under the European Semester’.

2013: Two Pack (eurozone)
The ‘Two Pack’ reinforces economic coordination between eurozone Member States and introduces
new monitoring tools.

2013: Fiscal Compact

The budgetarytargets set by the SGP’s Preventive Arm (the Medium-Term Objectives), are
strengthened by a law known as the ‘Fiscal Compact’, which is part of an inter-governmental treaty,
the Treaty on Stability, Coordination and Governance (TSCG).

2014: SGPreview
A review of the ‘Six Pack’ and ‘Two Pack’ rules, which was called for in the legislation, found that the
legislation had contributed to the progress of fiscal consolidation in the EU.

2015: SGP Flexibility
The Commission issues guidance on how it will apply the SGP rules to strengthen the link between
structural reforms, investment and fiscal responsibility.

2018: Parliament votes against Fiscal Compact
The European Parliament’s Economic and Monetary Affairs committee voted in November 2018
against incorporating the Fiscal Compact (the TSCG) into EU law.

2020: SGPreview (forthcoming)
Source: Adapted from European Commission
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4) The fiscal rules and the concentration of wealth

4.1 Redistributing wealth

Fiscal policy isone of the most important ways a state has to redistribute wealth and contain
or reduce income and wealth inequality. The constraints imposed by the Stability and Growth
Pact have directly limited member states’ ability to redistribute wealth. While moves have
been made to exempt certain forms of investmentfrom the rules (i.e, national contributions
to EFSI projects) on the grounds that such investments will generate GDP growth, direct
transfers of resources through expenditure on welfare programmes and public services are
reduced and constrained by the SGP.

The SGP actively promotes the transfer of wealth from labourto capital, in particular through
the Macroeconomic Imbalance Procedure introduced as part of the Six-Pack. The specific
policy measures demanded by the Commission focus on limiting wage growth; increasingthe
threshold age for receiving a pension; privatising state-owned enterprises, cutting public
spending on healthcare provision; promoting longer working hours; demanding a reduction
in job security; and cutting funds to social services.

This report analyses the content of all country-specific recommendations made under the
SGP and the Macroeconomic Imbalance Procedure from 2011 to 2018. It finds thatin addition
to consistent demands for reductions in public spending, the Commission has specifically
singled out pensions, healthcare provision, wage growth, job security and unemployment
benefits.

From the introduction of the European Semesterin 2011 to 2018, the Commission made 105
separate demands of individual member states to raise the statutory retirementage and/or
reduce public spending on pensions and aged care. It made 63 demands that governments
cut spendingon healthcare and/or outsource or privatise health services. Demands aimed at
suppressing wage growth were put to member states on 50 occasions, while instructions
aimed at reducing job security, employment protections against dismissal, and the collective
bargaining rights of workers and trade unions were made 38 times.

In addition to routine demands to cut government expenditure on social services generally,
the Commission also made 45 specific demands aimed at reducing or removing benefits for
the unemployed, vulnerable people and people with disabilities, including by enacting
punitive measures to force these individualsintothe labour market.
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The content of Country-Specific Recommendations from the Commission under the

Stability and Growth Pact and the Macroeconomic Imbalance Procedure 2011-2018

NUMBER OF EU 28 MEMBER STATES RECEIVING INSTRUCTION FROM COMMISSION

YEAR Increasing Spendingcuts on | Suppression of Reducingjob Reducing support
pension age/ healthcare/ wage growth security/workers’ | for unemployed,
cuts to pension privatisation of bargainingrights | vulnerable or
funding healthcare people with

disabilities

2011 14 2 7 5 8

2012 13 3 6 7 10

2013 15 10 6

2014 17 16 13 10 9

2015 13 9 8 3

2016 10 3

2017 10 3

2018 13 10 2 3

TOTAL: 105 63 50 38 45

Source: Author’s calculations based on EGOV (2018)

4.2 Concentration of wealth in the EU

Inits 2016 Opinionon the labour-capital wealth splitin the EU, the European Economic and
Social Committee stated: “The most important tool at the disposal of Member States for
promoting fair redistribution of added value for society as a whole is fiscal policy.” Income
and wealth inequality has been on the rise globally since around 1980, including in the EU,
and this dynamic has intensified in the aftermath of the global financial crisis.

Piketty has demonstrated the tendency of the rate of return on capital to grow faster than
the economy as a whole, meaninginherited wealth grows faster than income and output. “In
slowly growing economies, past wealth naturally takes on disproportionate importance,
because it takes only a small flow of new savings to increase the stock of wealth steadily and
substantially... If the rate of return on capital remains significantly above the growth rate for
an extended period of time (which is more likely when the growth rate is low, though not
automatic), then the risk of divergence in the distribution of wealth is very high.” Inequality
will continue rising sharply unless significant redistributive measures are taken by
governments.

The EESC identifies tax competition among EU member states as having fundamentally
altered the redistributive nature of fiscal policy. The SGP is often criticised for restraining
productive investment that can prompt economic growth, and rightly so. But the social
transfers made through government expenditure are also vital for redistribution of wealth
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and preventinginequality from rising. Access to free or affordable, high-quality public services
also plays a crucial role in addressing existing inequalities.

According to the OECD, income inequality in the EU is at an all-time high, with the average
income of the richest 10 per cent now at 9.5 times that of the poorest 10 per cent. Wealth
inequality is significantly higher, with Germany and Austria having the highestlevels of wealth
concentration. The top 10 per cent own at least 50 per cent of the total wealth in the EU,
while the bottom 40 per cent own just 3 per cent of total wealth. Such a concentration of
wealth inevitably leads to the concentration power and the corrosion of democracy.

Income inequality: Real disposable income growth from 2007-2014
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5. Politically biased implementation of the rules

5.1. Rules applied inconsistently

When it comes to implementation of the Stability and Growth Pact and Macroeconomic
Imbalance Procedure through the European Semester, the Commission has repeatedly
decided against proceeding with the Excessive Deficit Procedure, or imposing fines, for
overtly political reasons. As described above, when Germany and France repeatedly breached
the rulesfrom 2001-2005, there were no consequences.

In 2016 Spainand Portugal faced Excessive Deficit Procedures. Spain’s deficit in 2015 was 5.1
per cent of GDP, and Portugal’s was 4.4 per cent. However, the Commission decided to
recommend to the Council to cancel the planned fine of up to 0.2 per cent of the member
states’ GDP. The media reported that it was then German finance minister, Wolfgang
Schauble, who lobbied the other finance ministers to agree to cancel the fines because he
wanted to support the electoral chances of his conservative Spanish ally, then-President
Mariano Rajoy. Earlier that year, then Commission PresidentJean-Claude Juncker had stated
that France should not face an Excessive Deficit Procedure, “because it is France”.

Another example of the open politicisation of the implementation of the rules took place in
2018-2019 in the standoff between the Italian government and the Commission. When the
Italian government presented its draft budget for 2019, including a 2.4 per cent deficit, the
Commission rejected it and threatened to enact the Excessive Deficit Procedure under the
SGP. The proposed deficit did not even cross the SGP’s 3 per cent limit. But using dubious
mathematics to measure the structural deficit—what the deficitwould be if the economy was
at fullemployment. The Commission argued that the Italian economy, in recession, would be
at risk of overheatingif a fiscal deficit of 2.4 per cent was reached.

When French President Emmanuel Macron announced €10 billion in additional spending in
December 2018 to defuse the gilets jaunes protests, taking France’s projected deficit for 2019
up to 3.4 per cent, EU economic commissioner Pierre Moscovici gave the thumbs-up.

“The comparison with Italy is tempting but wrong,” he said. “The situations are totally
different. The European Commission has been monitoring the Italian debt for several years;
we have never done that for France.” This is despite the fact that it was only in 2017 that
France emerged from a long period with a deficit breaching the SGP rules. A French treasury
official agreed with Moscovici: “The situations are not comparable. Contrary to Italy, we do
not question European rules. We agree that having public finances in order and reducing
publicdebt are the right thing to do.”
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A study by Transparency International, which includes a case study on the Italian standoff,
concludes that “By using their political weight to exert pressure on the Commission and to
form coalitionsin the Ecofin Council and the Eurogroup, [large] Member States regularly avoid
Excessive Deficit Procedures being launched against them.”

A common criticism of the SGP from across the political spectrum is that it is unenforceable.
However, despite the lack of concluded sanction procedures, the pressure placed on member
states — particularly the smaller member states — by the Commission has certainly had a
demonstrable impact on theirfiscal and public policy. The indicators under the SGP, MIP and
‘structural reform’ framework have enabled the Commission to engage in significant
overreach when it comes to public policy areas that legally fall under the competence of the
member states under the TFEU, such as pensions and the provision of healthcare.

Implementation of country-specific recommendations based on MIP, 2012-2018

012 2013 2014 2015 2016 2017 2018
"~ s~ s ~ ™ oy
- L
as 2% os po— )
Ten

Total MP LR 36 56 66 57 a 35 12
Membuer States 12 13 4 16 i3 12 n
Source: | based on European Commission assessments.

Note: The assessment grid of CSRs implementation is as follows: full'substantial progress, some progress and [EEINO DIOGIESS
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6. Flawed economics, ideology and methodology

The Stability and Growth Pact is based on conservative ideology and disproven economic
theory. The current level of public debt in the EU was not caused by reckless government
spending, but rather by the socialisation of private debt and dramatic increases in the costs
of borrowing due to ‘market discipline’. The ensuing austerity severely exacerbated the
economic downturnin the EU, worseningand prolongingits effect.

The member states are prevented from engaging in fiscal stimulus policies by the SGP, and
the Commission lacks the capacity to do so, with an EU budget of only one per cent of EU
GDP. At the same time as limiting public investment and expenditure, the EU facilitates
massive levels of tax avoidance by multinational corporations that further deny governments’
access to vitally needed revenue. Individual member states of the EU, several of which are
recognised internationally as tax havens, are allowed to veto proposals for effective action to
combat tax avoidance in the Council through the process of unanimous voting on taxation
matters.

6.1 Expansionary austerity?

The economic ‘confidence theory’ holds that an economy with high unemployment can
return to full employment through market forces alone. Instead of boosting public spending,
the government should do the reverse. By cutting government spending and increasing taxes,
the government deficit would be reduced, which would restore market ‘confidence. This
restoration of confidence would lead to increased private investment, and the market would
adjust itself toreturn to full employment.

The confidence theory was demonstrated back in 1929 to be incredibly damaging and to
achieve precisely the opposite effect of what it aimed to achieve. The actual effect of
implementing austerity in a period of economic downturn was to cause a contraction in the
economy, thus weakening the economy further, causing tax revenues and national income to
fall, and the deficit to increase. The contractionary impact of austerity policies during a
downturn was explained by Keynes during the 1930s, and Keynesian models have proved to
be areliable predictor of growth (or lack thereof) in the wake of the 2007-2008 crisis.

Evidence abounds of how the programmes imposed by the Troika — the Commission, the ECB
and the IMF — on the EU’s peripheral economies since 2008 have exacerbated the crisis. In
the decades before the global financial crisis, these same policies had caused the exact same
devastating contractionary effects when imposed under the guise of ‘structural adjustment
programs’ by the IMF across Africa, Asiaand Latin America.
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A slightly recalibrated confidence theory — of an expansionary fiscal contraction — has been
proposed by a small number of economists associated with the neoliberal school of thought
since the 1990s. Harvard’s Alberto Alesina and Goldman Sachs’s Silvia Ardagna have led the
charge inrevivingthis theory since the crisis. Despite strong criticism of the methodology and
findings of these ‘expansionary austerity’ studies, the Commission has heavily depended on
theirwork since 2009.

A wide body of counter-evidence shows that austerity routinely resultsin lower GDP growth,
higherunemployment and depressed demand — effects that only decline ifinterest rates are
reduced by the central bank and if the exchange rate is depreciated.

Then-IMF chief economist Olivier Blanchard admitted in 2013 that the IMF had got its
forecasts for growth in response to post-crisis austerity policies drastically wrong by
significantly over-estimating the fiscal multiplier effect. [The fiscal multiplier measures the
effectthat increasesin fiscal spending will have on GDP.] The IMF had forecast that for every
dollar of fiscal consolidation, economicactivity would decline by $0.50. Blanchard found that
inreality, every dollarthat governments had cut from theirbudgetsinfact reduced economic
output by $1.50.

6.2 Fiscal multipliers at the zero lower bound

Further IMF research (Jordaand Taylor, 2013) examined how fiscal consolidation has different
effects if the economy is in a downturn. They show that the cumulative impact of cut to
spending of one per cent of GDP resultsin a contraction of around 2.5 per cent of GDP after
four years in a downturn, compared to GDP only contracting by 0.9 per cent in a boom.
Research shows that fiscal multipliers are bigger in a slump in general, and particularly so
when the impact of monetary policy is weakened, such as in the zero lowerbound. [The zero
lowerbound is a problem that arises wheninterest rates are at or close to zero, limiting the
capacity of monetary policy to stimulate growth.]

Significantly, recent research has shown than publicinvestmentalso hasamuch largerimpact
in the context of the zerolowerbound. If the short-term interest rates are low or at zero, the
fiscal multiplier forspendingis stronger.

6.3 Calculating the structural deficitin the SGP —the output gap debate

Related to the debate over expansionary austerity is a strong strand of criticism of the
Commission’s model to determine the output gap, used to calculate the structural deficit in
the SGP process. The output gap isan estimate of what an economy’s real GDP would be ifit
was at normal capacity. [The ‘gap’ refers to the difference between actual output and
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potential output. ‘Structural’ deficit or surplus means that which is at the discretion of the
government and not attributable to cyclical changes]. It is unobservable —a guess based on
the experience and data of the recent past. The Commission has linked the size of the output
gap and the fiscal adjustment requirements itimposes.|f the output gapissmall, itis assumed
that the production factors are operating at normal capacity and the state’s fiscal space is
reduced under the SGP, whether or not the economy isin a downturn. If the output gap is
larger, then the member state is given more space for discretionary spending.

The “truly perverse” effects of basingthe fiscal space on this model, was illustrated clearly in
the standoff between Italy and the Commission in 2018-2019, which largely focused on the
Commission’s calculation of Italy’s structural deficit. In a period of strong economic growth,
the potential output of an economy will increase, meaning that its fiscal stance will appearto
be well-balanced. The EU’s double-dip recession has led to the opposite effect, causing the
gap between real output and potential output to shrink. This method resulted in the bizarre
situation where the Commission demanded that Italy, with a GDP 8 per cent smaller today
than in 2007, cut public spending—Ilestits economy overheat.
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7. The guestion of public debt

7.1 Overview of public debt in the EU

Governments fund public spending and debt-servicing by issuing new bonds (debt) to be
purchased by the private sector (or central bank), and the collection of taxes. Inthe eurozone,
however, direct monetary financing of government spending is prohibited by the Treaty on
the Functioning of the EU (TFEU), meaning taxation and borrowing are the only options under
the current set-up.

The public debt-to-GDP ratio is dependent on the real GDP growth rate, the annual primary
budget balance (excluding debt servicing costs), and on the real interest rate to be paid on
the state’s debt stock. Asa result, there are two main ways in which this ratio can be reduced:
(1) the growth rate is higher than the interestthat must be paid on the existing debt, which
will resultina surplus; or (2) as a result of risinginflation. Ingeneral higherinflation resultsin
a lowerinterestrate, helpinga government to reduce its debt. Put simply, economic growth
and inflation help reduce the publicdebt.

The EU isnow faced with long-term stagnation and prolonged low inflation, which means that
a reduction of the debtto GDP ratio inthis contextrequires direct cuts to regulargovernment
expenditure and investment levels.

Nominal government debt to GDP ratio in the EU 1996-2018

Source: ceicdata.com.
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The average publicdebt to GDP ratio in the EU has expanded from an average of around 70
per centin 1997 to 80.4 per centin 2018. Eurozone debt was lower than the EU average in
1997, but thistrend has now been reversed. Eurozone public debt peaked at 93.0 percentin
2014 and declinedto 86.1 per cent in 2018.

Publicdebt isnot inherently “good” or “bad”. The level of debt is not so important as long as
the state isable to roll over its debt (by borrowing more) and continue servicing it (paying the
interest owed). In the current context of prolonged ultra-low interest rates, there is little to
no cost to borrowing. Former chief economist of the International Monetary Fund Olivier
Blanchard argued in 2018 that in a period where interest rates are lower than the growth
rate, “public debt may have no fiscal cost”.

Gross general government debt to GDP ratio by EU member state, 2007, 2010 and 2016

Source: AMECO

7.2 Did reckless public spending cause the sovereign debt crisis?

The precise scenario the SGP was supposed to prevent —a contagious sovereign debt crisis
within the economic and monetary union —unfolded following the global financial crisis. One
of the justifications behind the SGP was that member states required strict budgetary
discipline tobe imposed by the EU institutions because the discipline imposed by the market
may not be quick and tough enough.
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De Grauwe (2010) has described the widespread acceptance of the narrative that the EU’s
sovereign debt crisis was caused by the “profligacy of governments” in the peripheral
member states as “one of the most surprising intellectual developments” in the eurozone.

In reality the publicdebt levelsinthe crisis-hit countries, with the exception of Greece, were
generally low before the global financial crisis, while Ireland and Spain were running budget
surpluses. Atthe end of 2007 the eurozone debtto GDP ratiowas 66.6 per cent, and 58.7 per
cent for the EU27. The eurozone debt had declined from 72 per centin 1999. The EU deficit
was at 0.6 per cent of GDP in 2007. During the same period, private debt and financial debt
ballooned. By 2009, the public debtto GDP ratio was 78.7 per centin the eurozone and 73.6
per centin the EU27, while the deficit reached 6.3 per cent of GDP in the eurozone and 6.8
per centin the EU27.

The key factors behind the surge in the public debt levels in the peripheral member states
after 2008 were: (1) the policies of the EU institutions and member states in organising a
coordinated rescue of the financial sector, socialising massive levels of private debt; (2) the
ECB’s actions in failing to intervene to provide credit to the crisis-affected states for an
extended period of time, causing the market borrowing costs for these states to surge; and
(3) the pro-cyclical impact of the austerity programmes imposed by the Troika.

7.3 Risk premium on interest rates

While there is a single interest rate across the eurozone set by the ECB, the risk premiumon
government bonds and bank debt in different countries means the real interest rate differs
significantly across the common currency area. The perceived risk in lending to a weaker
country is reflected in the spread of interest rates. Where economies are viewed as strong
(and governments viewed as being capable of bailing out their banks), their banks will benefit
fromlowerinterestrates. Weaker countries and theircompanies have to pay a higherinterest
rate. During a crisis, capital fleesto the ‘safe’ countries’ banks. Since 2008 capital has flowed
from the poorer countries to the rich — not only in the eurozone but across the global
economy — with a large proportion of global capital fleeing to the US. Inside the Eurozone,
the trend has been for capital flight from banks in the periphery to the core, particularly
Germany.

The ‘foreign currency’ nature of the euro— the fact that countries couldn’t create the money
they were borrowingin—meant thatthe belief by investorsin the years following the creation
of the common currency that all eurozone government bonds were equal was short-lived.
From 2007-2009 the spreads between government bonds in Greece and government bonds
in Germany (‘bunds’) increased tenfold up to 2.8 percentage points, with the market giving
its ‘verdict’ on the creditworthiness of the Eurozone’s deficit countries. This increased again
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to a differential of almost 4 percentage points by April 2010, when the Greek government
found itself unable to keep fundingitself from international money markets.

Former Greek finance minister Yanis Varoufakis described this ‘market verdict’ of risk
strikingly: “Suddenly [in 2009-2010] hedge funds and banks alike had an epiphany. Why not
use some of the public money they had been given [in the mass bank bailouts] to bet that,
sooner or later, the strain on publicfinances (caused by the recession on one hand, which
depressed the governments’ tax take, and the huge increase in public debt on the other, for
which the banks were themselves responsible) would cause one or more of the Eurozone’s
states to default?”

The most common way to place these bets was through credit default swaps (CDS), which are
basically insurance policies that pay out in the case of a default by a third party. As the CDS
casinoon sovereign debtinthe eurozone grew —instead of this capital being directed towards
productive investment or economic recovery — the rising value of CDSs in the peripheral
economies caused the interest rates these countries were forced to pay to rise, pushing them
towards the cliff.

Ireland defaulted in December 2010, followed by Portugal and Cyprus. The ‘existential crisis’
of the Eurozone began in 2011 when the CDS bets on Spain and Italy defaulting caused the
spreads in the government bonds of these two countries to diverge from bunds by between
three and six percentage points, yield rates that had pushed Greece, Ireland and Portugal
over the edge.

The ECB refused to intervene for a prolonged period, contributing to (arguably
manufacturing) the sovereign debt crisis of 2009-2012. Adam Tooze refers to the ‘bond
market vigilantes’ behind the massive capital flight from the periphery tothe core during this
period, and adds: “The role of bond markets in relation tothe ECB and the dominant German
government was less that of a freewheeling vigilante, than of state-sanctioned paramilitaries
delivering a punishment beating whilst the police looked on.” When the ECB finally
intervened, itattached strict conditions of spending cuts and structural reforms to the lifeline
of credit.
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8. Behind the structural reform agenda

8.1 Spilloversin a monetary union

There are many spillover effects that one economy can have on another in a monetary union
— for example, the deflationary impact of running an intra-union current account surplus —
but the only spillover effect that the architects of the Maastricht Treaty focused on was
member states’ fiscal policy. Stiglitzcommented: “Somehow they seemed to believe that, in
the absence of excessive government deficits and debts, these disparities would miraculously
not arise and there would be growth and stability throughout the eurozone; somehow they
believed that trade imbalances would not be a problem solongas there were not government
imbalances.”

Of the various adjustment mechanisms identified by optimum currency area theorists, the
eurozone’s founders have clearly focused single-mindedly on attempting to achieve
‘flexibility’ of wages. Countriesinside acommon currency area cannot engage in competitive
devaluations by devaluing their currency to make their exports more competitive. But they
can implement policies domestically to bring about an ‘internal devaluation’ —lowering their
real exchange rate vis-a-vis their neighbours. The main way this takes place is by compressing
or reducing wages, which causes prices to fall. Germany has consciously implemented this
policy for several decades, at the expense of German workers, millions of who are working
but living in poverty. This long-term strategy was intensified in 2003 under the then social-
democrat/Green coalition government, which carried out a radical reform of the labour and
welfare systems entitled Agenda 2010.

8.2 Unit labour costs and competition

The competitiveness of prices largely determines the performance of acountry’s exports, and
the key factor determining pricesis the nominal unitlabour cost (the nominal unitlabour cost
is the ratio of labour cost per employee to productivity - the value added per worker). Unit
labour costs in Germany stopped growing in the mid-1990s. Between 1998 and 2007, the rise
in unit labour costs in Germany was zero. But in the rest of the Eurozone over the same
period, average wage costs mainly increased with inflation, of around 2 per cent per year.
This difference greatly increased the competitiveness of German exports and reduced it for
the exports of other Eurozone members. So the success of Germany’s economic model is at
the expense of the rights and living standards of its workers. The Agenda 2010 strategy has
beendeepened undersuccessive governments and by 2015, more than 12.5 million Germans,
out of a population of 80 million, were livingin poverty in Europe’s ‘economic powerhouse’.
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The EU’s focus on structural reform, particularly labour market reform, with a view to
achievingincreased ‘flexibility’ has been a constant feature of its agenda since Maastricht.
This was a major element of the Jobs Strategy of 1994, and the ‘Lisbon 2010 Agenda’ adopted
in 2000. The Lisbon Agenda originally set out to make the EU “the most competitive and
dynamic knowledge-based economyin the world” by 2010. Itincluded an economic pillar, a
social pillar and an environmental pillar. In 2005, the Lisbon Agenda was revised by the
European Council and Commission. Their verdict was that the agenda was failing to achieve
its goal, and so they decided to drop the social and environmental pillars and focus on the
economicpillar.In 2010 the Lisbon Agenda was relaunched as a new 10-year plan, the Europe
2020 strategy—“an agenda for new skills and jobs: to modernise labour markets by facilitating
labour mobility and the development of skills throughout the lifecycle with a view to
increasinglabour participation and better matching labour supply and demand” .

8.3 Structural reforms

The ‘progress’ of member states in implementing structural reforms that can facilitate
downward movement on wages is monitored through the European Semester process, as
outlined above. The Commission technocrats believe (orclaim to believe) thatif only ‘wage
rigidities’ in the member states were overcome, both unemployment and trade imbalances
would disappear. If only a country’s population could be forced to work for poverty wages,
there would be a job for everyone; and the resulting stagnation in domestic demand would
mean prices would fall and this country’s real exchange rate, which had become misaligned
and risen too high, could regainits balance. This view underpins the drive to enforce structural
reforms in order to increase productivity and competitiveness — and profit. The austerity
imposed by the Troika was not only designed to regain market ‘confidence’ in peripheral
governments, butalso to facilitate internal devaluations in member states by a form of shock
therapy.

It will come as little surprise that a system designed to promote the mercantilist model of
wage suppression, low inflation and export-led growth, propped up by a currency modelled
on the Deutschmark, has benefited one country more than all other members of the
eurozone. In February, a German ordoliberal think tank affiliated with the ruling Christian
Democrats, the Centre for European Policy, published an empirical study of the “winnersand
losers” from the euro twenty years after its introduction. It found that Germany was the big
winner, having benefited by €1.9 trillion from the euro between 1999 and 2017, or around
€23,000 perperson. The Netherlands was the only other state that gained substantial benefits
from the common currency. France had lost €3.6 trillion or €56,000 per person; while Italy
had lost more than any otherstate, at €4.3 trillion or€74,000 per person.

Germany’s massive and consistent trade surplus — whereby the country’s exports have for
many years exceeded itsimports by nearly €300 billion—has meantthat its biggest exportto
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the rest of the eurozone has been stagnation. Around two-thirds of this surplusis generated
by intra-EU trade, sapping demand from the economies of other member states. But as a
result of the harsh fiscal discipline applied inthe wake of the recession, there is not enough
internal demand in the eurozone to sustain German industry. Now that a global slowdown
has taken hold, and growth is slowing in China due to US trade tariffs and a debt crisis, the
dangers of thiseconomic model are exposed.
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9. Conclusion

Addressing a bankers’ convention in Frankfurt in November, ECB President Mario Draghi
outlined the weak and fragile nature of the eurozone’s recovery: “Since 1975 there have been
five periods of rising GDP in the euro area. The average duration from trough to peak is 31
quarters, with GDP increasing by 21 per cent over that period. The current expansionin the
euro area, however, has lasted just 22 quarters and GDP is only around 10 percent above the
trough. In contrast, the expansion in the United States has lasted 37 quarters, and GDP has
risen by 21 per cent.”

What can explainthe brief period that saw eurozone growth reach the dizzying height of 2.4
per centin 20177 In a word —a massive fiscal expansion. But the expansion did not take place
in the eurozone; it was a result of the fiscal policiesimplemented inthe US, Japan and China,
in the latter two cases funded by theirrespective central banks. Such an expansion could not
possibly have taken place in the EU under the stifling and arbitrary debt and deficit ceilings of
Stability and Growth Pact.

The slow growth and grinding recovery inthe eurozone can be partially explained by the post-
crisis austerity shock treatment applied to the periphery by the Troika, but the architecture
of the common currency has acted as a brake on sustainable growth and convergence since
day one. The euro has been built on an enduring effort to constitutionalise austerity, an effort
that continues today despite all of the evidence demonstrating that it causes economic
contraction.

The SGP has failed to promote stability or growth. It has failed to prevent a sovereign debt
crisis in the EU and it has failed to ensure an economic recovery. It has instead resultedin a
massive transfer of wealth to the richest segment of society, while dismantling employment
rights, punishing working people and those who rely on public services.

It was always intended to do so.

International institutions such as the IMF and OECD have repeatedly called for increased
investment by EU member statesand a relaxation of the SGP. Even EU institutions such as the
European Fiscal Board are calling for publicinvestment to be excluded from the fiscal rules.
The revision of the SGP that is to take place this year presents an important opportunity to
shape the future of European fiscal policy.

This report has largely focused on analysing the problems inherent in the SGP and the
European Semester process as opposed to outlining detailed proposals forchange. Left-wing
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representatives and activists will participate in theformal consultation process on the revision
of the SGP as well as joiningand mobilising social movements to demand change.

However, we outline some principles that should inform Left efforts to shape the future of
fiscal policy below:

e Alldiscussions about economic and fiscal policy needto begin by acknowledgingthe
enormous challenges we face collectively in navigating afuture threatened by climate
disaster; planning for the major changes already unfolding as a result of automation
and digitalisation; and dealing with the political crisis stemming from rampant and
risinginequality.

e The fiscal rules and the European Semester process that enforces them should not
merely be loosened but dismantled. The historic task of transforming our societies
and economies cannot be left to the market. This transformation needs to let by
coordinated, massive and sustained publicinvestment.Proposals to exempt qualifying
greeninvestmentsoreven publicinvestment are welcome, but they are not sufficient.
Investment in a socially just climate transition cannot be restrained by faceless
technocrats and arbitrary numbers.

e While economists and international institutions argue that productive investment
should be excluded from the debt and deficit rules in order to promote economic
growth — correctly — the Left needs to also call for an end to restrictions on
expenditure onsocial services and an adequate level of direct social transfers.

e In the EU, and particularly in the eurozone, fiscal policy is the central mechanism
available to carry out the redistribution of wealth. Tax evasion and tax avoidance need
to be dealt with decisively, in particular by ensuring multinational corporations are
taxed as a single entity undera system of unitary taxation. This will require an end to
qualified majority voting on taxation matters in the Council. New direct taxes on
wealth need to be placed firmly on the public policy agenda, while regressive
consumption taxes should be opposed.

e The wage suppression and labour ‘flexibility strategies being pursued under the SGP
and the European Semester process should be opposed at every opportunity.

e The Left should reject the surplus cult promoted by neoliberal ideology. A budgetary
surplus or a budgetary deficitis the means to achievingan end, not an end in and of
itself.
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e The SGP has had a deeply corrosive impact on democracy in the EU. Decisions about
publicspendingin particular economies should be shaped by the peoplelivingin those
economies and by accountable representatives acting on their behalf. European
decision-making regarding economic plans to deal collectively with climate change,
digitalisation and inequality should be fully inclusive of communities, workers, trade
unions and young people.

e Cooperation in the EU and monetary union should be on the basis of partners acting
togetherto promote a green and social future, economic wellbeingand convergence.
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