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Only a few years ago, many renowned analysts and pundits were ready to bet money
on the collapse of the Economic and Monetary Union (EMU). Today, after years of sig-
nificant reforms at both the EU and national levels, far fewer would consider doing so. At
the EU level, we now have a much more active monetary policy, a single banking super-
vision and resolution system, and a European Stability Mechanism to support countries
in distress. At the national level, we have adopted stricter budgetary rules, and we have
taken important steps in the direction of more modern and competitive economies.

After these early initiatives, however, progress on securing the future of the EMU
seems to have stalled due to diverging views and interests among the main member
states. This issue of European View took shape in the difficult political context of the
immediate past and present, which has seen growing disaffection with the euro and
often the open contestation of the currency by powerful political forces.

M. Dzurinda (P<)
Wilfried Martens Centre for European Studies, Rue du Commerce 20, 1000 Brussels, Belgium
e-mail: ev@martenscentre.eu
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True, the election of Emmanuel Macron to the French presidency has recently rekin-
dled hopes that big steps forward towards a ‘genuine EMU’ may be taken after the Ger-
man parliamentary elections later this year. However, responsible political forces must
always ‘hope for the best and prepare for the worst’. They cannot ignore the significant
technical and political problems that stand in the way of further economic integration.

Accordingly, the central question connecting the different contributions to this issue
is the following: under what conditions can the eurozone survive and thrive as a mon-
etary union with decentralised economic decision-making and limited fiscal integration?
Contributions delving into the need for and the feasibility of a fiscal union in the EU must
be read in this light. It is our conviction that future initiatives in the eurozone should
not follow the goal of further centralisation but only pursue the stabilisation of the euro.
They should be limited to what is strictly indispensable to achieve this paramount goal,
in adherence with the principle of subsidiarity.

As can be expected of the economic analysis carried out by a political foundation,
some contributions go beyond the technicalities and attach special importance to the
politics of EMU reform, as well as to the legitimacy challenges posed by the most ambi-
tious reform plans. We have tried to take a sober and realistic view of the future of the
EMU and to frankly admit that difficulties exist when we see them. Europe’s monetary
union is an amazing achievement, and securing its future will require both intellectual
honesty and political realism.

Finally, we have not forgotten that Europe’s future does not only depend on the success
of the EMU. This is why this issue contains contributions on a variety of other topics,
including the Libyan conflict, migration and transatlantic relations, as well as an article
calling for a reinvention of Europeanism.

Open Access This article is distributed under the terms of the Creative Commons Attribution
4.0 International License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted
use, distribution, and reproduction in any medium, provided you give appropriate credit to the
original author(s) and the source, provide a link to the Creative Commons license, and indicate if
changes were made.

" — Mikulas Dzurinda is President of the Wilfried Martens Centre for European
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Abstract It is often maintained that the euro debt crisis showed that the Economic and
Monetary Union (EMU) was not sustainable without more fiscal integration. However,
important causes of the crisis were extraordinary and are highly unlikely to occur again.
While the legacy problems of the crisis have been grave, they can be deemed tempo-
rary. Therefore, these problems should be combated pragmatically, but with temporary
instruments only. A systematic analysis shows that the root causes have been tackled
with a wide variety of reforms, both to the EMU itself and by way of structural reforms

Disclaimer. the views expressed in this paper are the authors’ alone and do not necessarily
correspond to those of the European Commission or its services.
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of the member states. In particular, evidence is presented that the adjustment capaci-
ties of the EMU countries are better than commonly recognised. Additional reforms are
suggested, especially in the financial sector. With these reforms in place, future crises
would have less serious effects. A reformed EMU should be able to withstand such cri-
ses without further fiscal integration.

Keywords Economic and Monetary Union | Structural reforms | Optimum currency
area | Financial stability | Macro-prudential policy

Introduction

According to a widely accepted view, the recent euro debt crisis has shown that the
Economic and Monetary Union (EMU) is not sustainable without fiscal risk sharing. The
underlying line of reasoning rests on several arguments, summarised in Fig. 1. Of cen-
tral importance is the understanding that fiscal policy is a key shock-adjustment mecha-
nism (Fig. 1, central panel). It is claimed that during the euro area crisis, the national
fiscal policy of EU members was constrained due to high public deficits and debts (top
part, left side of Fig. 1). It is also argued that fiscal policy is of particular importance in
the aftermath of the crisis, notably in the context of weak demand and monetary policy
at the zero lower bound (top part, right side of Fig. 1). More generally, EMU is consid-
ered highly prone to asymmetric shocks (centre left, Fig. 1), while adjustment mecha-
nisms other than fiscal policy are seen to lack effectiveness (centre right, Fig. 1).

Fig. 1 Arguments for a fiscal stabilisation mechanism

Multiple crises and the legacy

Confidence Remaining debt
crisis, overhang netary policy of ECB
i (NPLs, banks), restricted at the ZLB
Demand weakness

Rising
private and
sovereign debt

EMU Shortcoming: EMU Shortcoming:
Susceptibility to Limited adjustment
asymmetric shocks Fiscal policy seen as central capacity for shocks

Heterogeneity of adjustment mechanism . ‘,.'\.fage and price
EMU countnes flexibility

= Divergence trend dueto = Labour mobility
real interest rate effect = Financial risk sharing

Proposal of more fiscal integration
in the form of a fiscal macroeconomic stabilisation mechanism

Source: Authors’ own illustration.
Notes: NPLs = non-performing loans; ECB = European Central Bank; ZLB = zero lower bound of

interest rates to be set by monetary policy.
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The debate can be expected to gain new momentum as the European Commission
as well as the euro area and EU member countries draw up their positions on deepen-
ing the EMU in the process launched by the release of the White Paper on the Future of
Europe by the European Commission on 1 March (European Commission 2017).

This study contributes to this debate by challenging the above dominant narrative,
arguing that more fiscal integration is in fact not needed for the stability of the euro
area.! The analysis is based on optimum currency area theory? as well as an analysis
of the balance of payments crises (Merler and Pisani-Ferry 2012; Lane 2013) and the
private debt crises. These aspects have been recognised as being among the core fac-
tors contributing to the euro area debt crisis (Kuenzel and Ruscher 2013; Baldwin and
Giavazzi 2015). In fact, credit booms and private over-indebtedness have regularly
been key drivers of developments culminating in financial crises, which are typically fol-
lowed by deep and long recessions (Schularick and Taylor 2012; Gourinchas and Obst-
feld 2012; Koo 2011).

Exceptionality of the euro debt crisis

Arguably some of the challenges of the euro area crisis could have been more easily
handled had a central fiscal capacity been available to cushion some part of the large
shocks to fiscally strained EU members. However, the implication that a fiscal capacity
is a necessity for the euro area builds on the understanding that the recent crisis is rep-
resentative of crises to come. The authors challenge this view, highlighting that this was
not the case: the euro area debt crisis can be considered unique, owing to a number of
exceptional features. Several extraordinary factors contributed to its severity (Fig. 2),
many of which are unlikely to be repeated: the one-off interest rate decrease in the euro
area periphery at the onset of EMU; the ensuing extraordinary credit boom; the German
labour market reforms in the mid-2000s; the large globalisation shock emanating mainly
from China, paralleled by the integration of Eastern European countries into EU value
chains; and finally, the context of a severe global financial crisis in 2008. Therefore,
some caution is warranted when claims are put forward that the recent crisis is a tem-
plate of what is to come.

Overall, the root of the crisis was mainly located in the financial sector and the private
sector: private debt had grown to very high levels in the run-up to the crisis in many of
the stressed countries. Contrary to the popular view, the surge in public debt was much
less due to a lax interpretation of the Stability and Growth Pact than to the impact of the
global financial crisis on government spending, notably on bank bailouts and fiscal sta-
bilisation (Matthes et al. 2016).

' This article is an abbreviated and partly updated version of Matthes and lara (2016) and of a more exten-
sive version available in German (Matthes et al. 2016).

2 For the basic references see Mundell (1961), McKinnon (1963) and Kenen (1969); for more recent devel-
opments see Mongelli (2008), European Commission (2008), Matthes (2009) and Handler (2013).
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Fig. 2 Exceptional circumstances and features of the euro debt crisis
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Source: Authors’ own illustration.

During the build-up of imbalances that ultimately culminated in the crisis, the increase
in private debt grew, alongside large capital flows from the north to the south of the euro
area, which were associated with very high current account deficits (Chen et al. 2013;
Acharya and Steffen 2015; Hale and Obstfeld 2014). At the same time, the windfall
gains caused by the significantly declining interest rates in most southern EMU coun-
tries were often used for consumption, social spending and public wages (Busch et al.
2011). The build-up of sizeable vulnerabilities eventually resulted in multiple and mutu-
ally reinforcing crises: sovereign and private debt crises, balance of payments crises,
banking crises, and the mutually reinforcing bank—sovereign nexus. In light of the well-
acknowledged experience that debt crises are particularly grave and protracted, in par-
ticular because balance sheet repair becomes the key concern of the private sector
(Koo 2011; Schularick and Taylor 2012), the length and depth of the euro area crisis
does not come as a surprise.

This is why the legacy of the crisis is still severe, particularly in terms of high unem-
ployment and weak investment. However, these problems are temporary, as they
mainly relate to the deleveraging process after an immense debt crisis. In the authors’
view, it would be a mistake to build permanent institutions with shortcomings of their
own to tackle temporary problems, even if these are grave: the legacy problems of the
crisis should be tackled with temporary tools instead. The unconventional policies of the
European Central Bank (ECB), as well as the European Fund for Strategic Investment
(which needs improving to become more effective) have been useful in this regard.

Wilfried

Martens Centre
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The contemplation of instruments to tackle the legacy of the crisis also has to start
with an acknowledgement that a number of the measures have already been taken. In
particular, strengthening banks’ capital base, introducing the Banking Union (with new
restructuring and bail-in tools®) and the reform of private insolvency laws have helped to
deleverage banks and non-financial corporations in stressed countries (for more details
see Matthes and lara 2016)—albeit in ltaly the clearing-up of private debts has been
unwarrantedly delayed, which is significantly weighing on growth. In contrast, Spain has
progressed much further in this respect, to a large degree with the help of a financial
sector programme of the European Stability Mechanism (ESM). As a result of structural
reforms and the earlier private sector deleveraging, Spain has experienced strong
growth lately.

Reforms to mitigate future crises

The repetition of such severe crises can and must be avoided. Several reforms in the
euro area—notably in the areas of macroeconomic surveillance, banking supervision,
fiscal policy and national regulation, among others—do address the roots of the cri-
sis. However, several additional reforms, mainly in the financial sector, are needed to
mitigate the build-up of large financial cycles and private debt increases and to better
deal with standard idiosyncratic downturns (see the table in the Appendix for a system-
atic presentation of reform requirements, reforms already taken and actions that are still
required).

The ESM and the ECB’s Outright Monetary Transactions programme are important
innovations that close a gap in the institutional framework of the EMU. The use of these
instruments is essential to avoid the escalation of future sovereign-debt crises. Based
on the principle of conditionality,* these new instruments can contain crises of confi-
dence (De Grauwe 2013).

To enhance their effectiveness, ESM adjustment programmes need to

e show a stronger focus on growth-enhancing structural reforms from the outset, in
particular concerning product markets (IMF 2016);

* consider the possibility of larger fiscal multipliers during deep recessions (Blan-
chard and Leigh 2013; Alesina and Ardagna 2013; Kolev and Matthes 2013),
that is, the possibility of larger declines in economic growth and tax revenues in
response to sharp fiscal consolidation measures; and

3 Additional reforms are needed. The most important two are: (1) ensuring that bail-in-able capital is largely
held by professional investors outside of the banking sector, in order to allow for effective bail-ins in case of
bank resolutions; (2) phasing out of the preferential treatment of euro area sovereign bonds and notably the
disregard for their factual default risk, in order to break the sovereign—bank nexus.

4 This principle must not be weakened by a possible integration of the ESM into EU community law or by
measures to enhance its democratic accountability: the political independence of the ESM must not be com-
promised.

7 @ Springer
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* pay attention to social fairness when designing reforms, strive to minimise nega-
tive social outcomes, and specifically consider the sequencing of reforms and seek
balance in the distribution of losses (Griner 2013).

A further improved European Semester could constitute a significant contribution to
fostering reform progress (Matthes and lara 2016).

What is more, the ESM and ECB (with the Outright Monetary Transactions pro-
gramme) should be allowed to ring-fence countercyclical national fiscal policies in the
event of future crises, even for highly indebted euro area countries. This should only be
possible, however, if the affected country implements well-targeted growth-enhancing
structural reforms and if it adheres to the fiscal rules of the EU—which provide ample
room to counteract standard recessions.

However, fiscal policy needs to be countercyclical not only in recessions but also in
economic (and financial) booms. This has proved to be difficult to ensure for political
economy reasons, when pressures rise on finance ministers to spend more in view of
higher tax revenues. Moreover, measuring the structural fiscal deficit (which is a key
guide to the appropriate fiscal stance) has proved difficult, particularly during economic
and financial booms when it tends to be underestimated because potential growth is
often overestimated. The inclusion of a measure of the financial cycle in the calcula-
tion of potential growth and thus of the structural fiscal deficit could possibly limit meas-
urement errors (de Manuel Aramendia and Raciborski 2015; Berger et al. 2015). This
should be considered in the Stability and Growth Pact framework.

Other recent reforms have made even more important contributions to the mitigation
of financial booms in the future: most importantly, the new macroeconomic surveillance
framework as part of EU economic governance, and the macro-prudential supervision
exercised by the ECB, which has become the Single Supervisory Mechanism in the
euro area. Both have filled gaps in the institutional framework of the EMU. It is par-
ticularly important that the Single Supervisory Mechanism can overrule national super-
visors: this changes their incentives, tackles the notorious inaction bias and makes
supervision more effective. However, these instruments have to be actively used.

Further to the reforms already taken and additional measures suggested above, to
prevent excessive financial booms, countercyclical capital buffers should be actively
used. As the banking sector is more strictly regulated, more efforts are needed to pre-
vent the build-up of financial-stability risks in the shadow banking sector (ECB 2015b;
Constancio 2015, 2016). In the short term, more transparency and stress tests for rel-
evant institutions are needed, as well as a general leverage ratio for highly leveraged
activities (Schoenmaker and Wierts 2015). In the medium term, a new central financial
authority needs to be created in the euro area to cover the whole financial market (SVR
2014).
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Improved functioning of EMU: less heterogeneity
and divergence among EMU countries

Further reflections on the future of the euro area must take note of the fact that, in terms
of regulatory and adjustment capacities, the optimality characteristics of the EMU have
substantially improved in the course of the recent crisis, indeed much more than con-
ventionally recognised.

These improvements also concern the degree of vulnerability of EMU countries to
asymmetric shocks as well as to internal forces that could lead to divergence among
them (Fig. 1, centre left).

Structural reforms have reduced regulatory heterogeneity

First, euro area members have recently become less dissimilar in important economic
dimensions. Traditionally, the EMU has been considered too heterogeneous and there-
fore susceptible to asymmetric shocks (Pisani-Ferry 2012; European Commission
2015). A substantial part of that heterogeneity has been due to differences in labour
and product market regulation, which are important factors in the ability of euro area
members to adapt to idiosyncratic shocks via wage and price adjustments (Holden and
Waulfsberg 2007; 2014; Babecky et al. 2010; Heinz and Rusinova 2011; Jaumotte and
Morsy 2012). However, significant reforms to the labour and product markets in dis-
tressed countries (where regulations had generally been relatively strict) have reduced
heterogeneity in this important respect, as illustrated by Fig. 3.

Country-specific macro-prudential measures to mitigate the
real interest rate effect

The one-size-does-not-fit-all problem of the single monetary policy and the resulting
real interest rate effect are key problems in every currency union and have proved to be
important causes of the build-up of macroeconomic imbalances in the EMU (see, e.g.
European Commission 2008; Matthes 2009; Enderlein et al. 2012; Maurer 2012; Merler
2015; European Commission 2016).

To counteract this problem and prevent large asymmetric financial cycles, macro-pru-
dential policy tools can and should be used in a country-specific way.® A rapidly growing
body of research has shown that macro-prudential policies are broadly effective in curb-
ing excessive financial cycles and particularly effective at reining in credit growth (e.g.

5 For similar recommendations see Black (2010), Maurer (2010), Houben et al. (2012), Horn et al. (2012),
Brzoza-Brzezina et al. (2013), Kok et al. (2014), Remsperger (2014), Constancio (2015), and Schoenmaker
and Wierts (2015).
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Fig. 3 Change in heterogeneity of regulation: standard deviation among a sample of EMU
countries*
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@ Change in per cent between maximum 1998-2008 and 2013 (right axis)
Source: Matthes 2015.

*Reduced sample due to lack of data available from 1998 for some countries. Lower standard
deviation indicates less heterogeneity. There has been a reduction.

Lim et al. 2011; Vandenbussche et al. 2012; Kuttner and Shim 2013; Claessens et al.
2014; Jacome and Mitra 2015). In particular, borrower-based instruments such as loan-
to-value ratios have proven to be more effective than capital-based instruments. Such
instruments also have another important advantage: they can be applied to all domestic
transactions, thus ensuring that they cannot be circumvented by shadow banks or for-
eign loan suppliers.

Improved functioning of the EMU: better
adjustment capacities for idiosyncratic shocks

With EMU members not having the ability to devalue their currency or to pursue a
national monetary policy tailored to their needs, other effective mechanisms need to
be in place to enable their economies to adjust to idiosyncratic shocks. It is commonly
held that price and quantity adjustments in labour and product markets respectively are
too weak in Europe: this is why fiscal tools are seen as the prime instruments of crisis
mitigation. In reality, however, these adjustment capacities are better than commonly

VA7 l\)lz;r(tens Centre
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Table 2 Reforms of collective bargaining systems since 2008

Portugal Spain Greece Italy
Decentralisation/more firm-level flexibility
Priority of firm-level agreements (x) X X
Reducing extension obligations (x) X (x)
(More) opening clauses X X X
Increasing working-time flexibility X X X X
Right to contract with non-union workers (x) X
Reduced duration of new or expired agreements X X
Inflation indexation (repeal or reduction) X X
Reducing (freezing) statutory minimum wages (x) X
Further elements of wage moderation X X X

Source: Matthes (2015), based on the author’'s own assessments of qualitative information from
Eurofound, country surveys by the OECD and the International Monetary Fund (IMF), reports by
the EU and the IMF on the implementation of reforms in the programme countries, reports within
the framework of the European Semester, and the World Bank’s ‘Doing Business’ database.

Note: x = notable reform; (x) = partial reform.

recognised and have, to a large degree, further improved due to the various reforms
taken during the crisis (Fig. 1, centre right).

Downward wage rigidity is lower than recognised and has
been further reduced

Insufficient downward wage flexibility during recessions has long been considered a
deep rooted and notorious problem in the euro area, notably among its southern Euro-
pean members (Dickens et al. 2006; Holden and Wulfsberg 2007; 2014; Matthes 2009;
Heinz and Rusinova 2011; and recently Sapir 2016). However, recent research based
on micro-level evidence calls into question the prevalence of significant downward
wage rigidities in the southern euro area countries (Verdugo 2016). Even before the cri-
sis, the share of full-time and continuously employed employees experiencing negative
annual (log) nominal wage changes was at around one-third in Spain, Italy and Portugal
(Table 1). Naturally, the share was even higher for real wage declines. These ratios
increased considerably during and after the Great Recession in Spain and Portugal.

In addition, the recent structural reforms in stressed euro area countries have signifi-
cantly contributed to further increasing the flexibility of wages and prices (Anderton and
Bonthuis 2015; Matthes 2015; ECB 2016b). Reforms of wage bargaining systems with
the aim of providing more flexibility and decentralisation play an important role in this
respect (Table 2).

12
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Short-term labour mobility as high as in the US during recent
crisis

If a country runs into a recession, labour mobility can contribute to reducing unem-
ployment and can help to stabilise incomes. However, labour mobility in the EMU has
traditionally been deemed low compared to in the US. In the course of the recent cri-
sis, however, short-term migration flows have been much higher than expected (Huart
and Tchakpalla 2015; Trésor-Economics 2015). The short-term adjustment capacity of
labour migration to labour demand shocks has recently been estimated to have even
reached levels comparable to those in the US (Beers et al. 2014).

This positive finding is not only due to a considerable increase in the short-term
migration of citizens born in EMU member states (which remains rather limited overall),
but importantly also to the emigration of immigrants from non-EMU countries (Eastern
Europe and North Africa) who had formerly moved to the respective countries. These
latter migration flows also fulfil the function of a pressure valve for quantity adjustment
on the labour market. However, the further removal of impediments to labour mobility is
still required.

Deepening financial integration, particularly in equity
and longer term financing

Financial risk sharing is a key adjustment mechanism for idiosyncratic shocks (see, e.g.
Asdrubali et al. 1996; Allard et al. 2013; Feld and Osterloh 2013). However, mainly due
to the withdrawal of short-term debt-based assets (in particular interbank wholesale
lending), it was barely able to fulfil its assigned function during the recent crisis (e.g.
Balli et al. 2012; Kalemli-Ozcan et al. 2014).

This is not the whole picture, though. In fact, equity and investment fund exposures
remained largely intact, as did direct bank loans (SVR 2015; ECB 2016a). Indeed,
cross-border equity holdings in the euro area even increased during the crisis and are
currently higher than is generally thought—they amounted to 42% of the equity issued
in the euro area in 2013 (ECB 2015a). What is more, this share has nearly tripled since
1997 when it stood at below 15%. In addition, other long-term investments (which are
inherently more stable than short-term assets) have further gained importance since the
crisis (ECB 2016a).

Nevertheless, financial risk-sharing capacities need to improve further in the EMU.
The Banking Union and especially the bail-in instrument are important achievements in
this respect, and further steps need to be taken to complete implementation of the Bank-
ing Union, notably the setting-up of a common European deposit insurance scheme.
However, the risk-sharing capacities of such a scheme should only be increased in
parallel with the risk reduction in the European banking system, particularly regarding
the reduction of non-performing loans and of the exposure of banks’ balance sheets
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to domestic sovereign bonds. On top of this, further reforms are required: the Capital
Markets Union agenda of the European Commission needs to be taken forward, and a
clear roadmap must be followed to foster financial integration in the euro area. Regu-
latory incentives are needed for more diversification among asset classes and inves-
tors, more equity (instead of debt) financing and more long-term (instead of short-term)
investments.

Finally, one more area has not yet been addressed by the recent reforms: the unam-
biguous assignment of responsibility for sovereign debt. Strengthening fiscal responsi-
bility and ruling out expectations of bailouts or debt monetisation would necessitate an
explicit procedure for sovereign defaults. Otherwise, financial market actors are prone
to underestimate the risk involved in sovereign debt and thus demand lower risk pre-
miums than appropriate, thereby limiting the incentive for national governments to pur-
sue a stability-oriented fiscal policy. A reliable sovereign-debt restructuring mechanism
should be adopted for newly issued debt with an appropriate phase-in period (Busch
and Matthes 2015).

Conclusion

This article contributes to the debate on the future of the EMU and challenges the claim
that fiscal integration is indispensable for its long-term viability. Specifically it highlights
that, due to specific historical preconditions, the character of the recent crisis was
unique, and that important institutional reforms have already been made. Therefore, the
experience of this crisis is not a valid point of departure for contemplating permanent
instruments of fiscal integration in the euro area.

Overall, the reform pressures of the recent crisis have significantly improved the struc-
tural functioning of the EMU. On this basis, and with the additional reforms suggested
here, it is far from evident that the EMU would be unsustainable without further fiscal
integration. The prospect of fiscal integration in the EMU thus needs to be discussed as
a political choice and not as an economic necessity.

Open Access This article is distributed under the terms of the Creative Commons Attribu-
tionLicense which permits any use, distribution, and reproduction in any medium, provided the
originalauthor(s) and the source are credited.
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Fiscal union: some introductory words

At this stage in the process of European integration, much has been said and written
about the need to move towards a fiscal union as the only way to ensure the proper
functioning not only of the eurozone, but of the whole EU. This article does not intend to
provide technical arguments. Rather, it seeks to give a general overview of the debate
on a fiscal union to find out what we could expect from such an arrangement. All of this
is aimed at endorsing a conclusion: that keeping open debates on unattainable targets
paralyses the EU and distances it from achievable targets likely to produce similar and
more acceptable results for European citizens. This is particularly important now that
European citizens seem to be tired of the existential debates going on in the EU and
the limited results that the European project seems to have had in their daily lives, as
can be seen from the increasing populist vote in recent years. This weariness has been
reflected in both the outcomes of recent referendums and abstention in the European
elections.

Theoretically, it would seem safe to say that the Economic and Monetary Union would
work best if it rested on the foundations of a real fiscal union, even though historical
evidence shows that monetary unions can work for many years without a fiscal union
(Dabrowski 2015, 10-11). Examples of such arrangements are the West African Eco-
nomic and Monetary Union, the Central African Economic and Monetary Community,
and the nineteenth-century Scandinavian Monetary Union. Unfortunately, the EU is far
from being a theoretical exercise.

The EU is possibly the greatest peaceful and voluntary integration exercise in human
history. It is formed of a set of free nations and was born to build and secure peace
and prosperity on the Old Continent. For many decades, the countries of the EU suc-
ceeded in this: there has been peace, Nazism and Communism were eradicated, and
an area of economic stability capable of producing prosperity for hundreds of millions of
Europeans has been established. However, as the EU has gradually expanded and the
challenges of changing times have increased, the European project has started to lose
momentum. Its effectiveness has suffered, and concerns about the EU’s future viability
are more present today than ever before.

At this point, one question that arises is whether we are giving the debate on fiscal
union enough space. The 2008 economic crisis—probably the most devastating in mod-
ern history—has given us many clues. In fact, there is a widespread consensus that the
design of the euro—with its poor institutional architecture that is yet to be completed—
has much to do with the devastating effects of the crisis. To this it should be added that
the economic good times that followed the creation of the euro did not provide sufficient
incentives to correct this defect.

However, despite this widespread belief, we cannot know how the institutional archi-
tecture of the euro would have responded to the crisis if the member states had fulfilled
the commitments made to the European institutions prior to the crisis, particularly those
regarding budgetary stability. Nor will we know if the completion of the internal market

24



EUROPEAN VIEW (2017) 16:23-32

would have made it possible for the EU member states to better absorb the asymmetric
impacts of the crisis. Perhaps the EU itself would have been able to limit the financial
fragmentation following the crisis, but we cannot be sure about this either. This is a criti-
cism not only of France and Germany’s failures to meet their obligations at the begin-
ning of the twenty-first century—as the spiritual drivers of the EU, both countries should
have shown exemplary behaviour—but of all the member states that failed to meet the
obligations set out in the Stability and Growth Pact (SGP).

What we do know with certainty is that when the crisis started the euro’s potential
was undermined by a lack of institutional development and the weak political will of the
national governments.

Is Europe ready for a fiscal union?

These initial reflections are of great relevance to the discussion on a fiscal union. But a
responsible and effective initial analysis such as this must be preceded by three ques-
tions, the answers to which should determine the structure and the scope of the fiscal
union that the EU can and must have:

¢ What do we want from a fiscal union? What is the aim pursued?

* What degree of fiscal union would make it possible to optimise these preferences?

e What degree of fiscal union is achievable, taking into account that stability and
sustainability must be the fundamental pillars of the final project?

For those who believe that we need a fiscal union in order to prevent another crisis
like the one we have suffered through, we could use two arguments in reply. First, a
deep and profound crisis like the one we have experienced is highly unlikely to occur
again in the next few decades. Second, before making any assessment of the optimum
degree of fiscal union, we need to remember that many steps have already been taken
to put an end to this crisis (as we will see in the next section). In fact, member states
have given up a great part of their sovereignty in a short space of time and most of the
steps taken are recent and still need to be tested.

As for the advocates of a more extreme version of fiscal union—we could call it the
federalist path—we believe that this is a politically unfeasible option. Furthermore,
opening a debate on this matter paralyses the EU’s efforts and frustrates the possibili-
ties of achieving more limited, but clearly attainable versions of fiscal union.

Furthermore, many dream of creating a European common treasury financed through
tax revenues from all the member states. Managed by a central, independent authority,
this common treasury would be capable of issuing debt backed by a joint and several
guarantee, capable of harmonising the welfare state benefits (pension insurance, unem-
ployment insurance, etc.) of the 28 member states and authorised by the European
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Central Bank (ECB) to implement the monetary policy. Unfortunately, such a vision is
still far from reality—the capacity for consensus in the EU is still very limited and, conse-
quently, it is far from generating the stability, credibility and sustainability required, even
if a multi-speed EU were to emerge.

Anticipating some of the conclusions of these initial reflections, we can say that
Europe is still not ready for a fiscal union for a number of reasons. The most important
of these is probably that Germany is not willing to pay for the over-expenditures of other
member states. Given this, and knowing that the institutional architecture of the euro is
lacking a fiscal back-stop, we need to take another viable and already known route. In
particular, we need to complete the European Banking Union by adding a third pillar:
a European deposit guarantee fund. In this way, the Banking Union would be able to
provide the EU with a limited version of a fiscal union, which would function automati-
cally, regardless of political decisions, and without ex ante winners or losers. There are
differing views on which institution should manage such a fund. For instance, according
to the European Commission (2015, 7), the European deposit guarantee fund could be
managed by the Single Resolution Board (for more in-depth information see Juncker
et al. 2015, 11; Schoenmaker and Wolff 2015; Schoenmaker and Gros 2012, 2). How-
ever, the debate should not focus on this particular question but on what really matters,
which in this case is creating such a fund as soon as possible.

Fiscal union: Where are we?

One of the things that draws attention when tackling the debate about a fiscal union
is the high degree of semantic confusion in terms of the dichotomous approach to
the debate—the idea that it is either a ‘yes’ or a ‘no’ to a fiscal union. This creates a
distorted picture of the debate, confuses citizens and frustrates the progress already
made, which usually ends up looking insufficient and inefficient, even before it has been
tested.

Any external and objective observer of the EU institutional framework would be
unlikely to say that there is no fiscal union. The simple fact that ownership of the ECB is
shared means there is a mutualisation of its balance risks—a balance that, by the way,
will continue to grow for at least another year, as will the shared risks. But beyond the
ECB, and knowing that the crisis has highlighted the institutional gaps and weaknesses
in the euro’s economic integration, the truth is that the European Monetary Union has
responded strongly to these weaknesses and today it has a much stronger institutional
framework than it did in 2008.

Overall, when the crisis hit, the structural reforms needed to address it came swiftly.
On the one hand, the introduction of the Macroeconomic Imbalance Procedure helped
the EU prevent the emergence of new, potentially harmful macro imbalances that could
endanger economic stability. In addition, the European Systemic Risk Board (respon-
sible for macro-prudential oversight of the systemic risks to the EU’s financial system)
and the Single Supervisory Mechanism (responsible for the micro- and macro-prudential
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supervision of the financial institutions in the countries joining it) contributed to further
securing the stability of the EU’s financial system.

On the other hand, however, there were also problems of sovereign debt in many
European countries, as public finances deteriorated significantly when the financial cri-
sis started. The average government debt in the euro area is still extremely high, and
at the end of the first quarter of 2016 it stood at 91.7% of GDP (Eurostat 2016, 1).
These problems were tackled by the SGP and the ‘Fiscal Compact’, which both aimed
to achieve sound public finances in the member states and strengthen fiscal policy
coordination. Linked to this, it should be remembered that the Fiscal Compact actually
aimed to strengthen the SGP after the failure of many member states to comply with
their earlier commitments, an issue that was closely linked to the euro’s weakness in
the face of the crisis.

The absence of a lender of last resort was another major problem that Europe faced
when the crisis erupted. The European Financial Stability Facility and the European
Stability Mechanism were created with the aim of providing financial assistance to the
member states as necessary—as happened in Portugal, Greece and Ireland. How-
ever, this problem—the lack of a lender of last resort—was not resolved until the ECB
launched the Outright Monetary Transactions programme in 2012. With this, the ECB
became the lender of last resort for all euro area member states’ governments and fail-
ing national banks.

With the crisis and the consequent deterioration of the economic situation throughout
Europe, the banking sector was also in need of reform to clean it up so as to ensure its
stability and proper functioning. The set of reform measures included in Basel Ill helped
to achieve this goal: they aimed to strengthen the regulation, supervision and risk man-
agement of the banking sector (Bank for International Settlements 2011). These meas-
ures were complemented by the work of the European Banking Authority, whose main
objective was to maintain financial stability in the EU.

Overall, these reforms have been steps in the right direction and have proved suc-
cessful in tackling the roots of the crisis, as evidenced by the elimination of the ‘rede-
nomination risk’. This has enabled the economic and employment growth that we are
now experiencing within the EU. It is nevertheless true that there is still much work to
do, especially at the national level, and further reforms will need to be implemented—
the steps already taken were necessary to solve the crisis, but are not sufficient to
ensure the future stability of the eurozone.

Fiscal union: What can we expect?

Summing up all that we have seen and experienced since the economic crisis, we
can say that the institutional architecture of the euro has indeed improved thanks to
the strengthening of the Banking Union and the introduction of integration and eco-
nomic control mechanisms. These mechanisms remain political in nature as regards

27 @ Springer



EUROPEAN VIEW (2017) 16:23-32

the decision-making progress, but they are still proportional, or not mutualised, when
bearing a financial burden—as, for example, is the case with the European Stability
Mechanism.

For its part, the ECB has assumed an increasing role not only in the eurozone’s eco-
nomic growth, but across the whole EU, thereby offsetting the lack of political will from
national governments to introduce the economic reforms to which they have committed
in their national reform plans. Finally, the eternal debate continues on the need to move
towards a fiscal union as the only way for the eurozone to survive. And interestingly,
neither advocates nor opponents of this particular idea have changed their minds in
years. That said, we must be precise and answer the questions we asked ourselves in
the first section of this article, and try to reach a conclusion on what kind of fiscal union
we can really seek. For this, we should bear in mind three conditioning issues, which
are too often forgotten:

* First, the necessary condition for a fiscal union to function properly—that is, reach-
ing a minimum degree of solidarity among European citizens—does not yet exist.
The crisis has forced the EU to bail out countries close to collapse, something that
was repeatedly justified by the argument of the ‘contagion’ effect—transfers were
therefore seen as a lesser evil—rather than by the principle of solidarity, as should
have been the case. The debate on a fiscal union is unsustainable without solidar-
ity, and this is unfortunately something that it will not be easy to change. Schuman
was the first to appeal for solidarity as a necessary condition for the EU to work
(Fondation Robert Schuman 2011); 60 years later solidarity is still far from being
consolidated.

e Second, we cannot act as if the euro is ideologically neutral in the eyes of Euro-
peans. Moreover, we cannot act or open debates without taking into account that
a significant part of the European population—a growing part as populism gains
momentum—does not share the obligations deriving from more economic integra-
tion. The sustainability of a fiscal union—in its most advanced version—requires
the constitutionalisation of strict budgetary discipline, structural reforms and market
flexibility so as to remove them from the influence of political fluctuations. The sta-
bility required for a fiscal union cannot depend on political programmes, but we still
seem to be far from consensus in this respect.

e Finally, if we seek a sustainable fiscal union, we need to bear in mind that the
EU is still a union of sovereign and independent nations—and that they want to
remain so. Therefore, any solution provided must be respectful of the parliamen-
tary democracies on which the EU is founded, and it must include recognisable
elements of national sovereignty. Any maximalist approach should be discouraged
simply by thinking of the failure to enshrine the European Constitution.

In view of these restrictions, which are very much incontestable, it is easy to conclude
that the only way open to us is that of creating a limited version of a fiscal union.
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This being so, we should ask ourselves what the ultimate purpose of a limited ver-
sion of a fiscal union would be. In this regard, taking into account the above-mentioned
restrictions, trying to preserve financial stability through an effective surveillance of the
effects of the banking crises would be a laudable aim. If we look at the economic history
of bygone centuries, many social upheavals were preceded by banking crises, which,
through their links to the state, often ended up harming citizens’ daily lives.

It is true that, for the time being, the ex ante checks on the fiscal position of mem-
ber states have actually been strengthened, and the Single Resolution Mechanism
is an important step towards mutualisation on the path to financial stability. It is also
true that all member states have accepted the ‘almost-lender of last resort’ role of the
ECB—including Germany, even though it has been reluctant to do so. However, the fact
remains that there is general agreement in the eyes of the international markets that a
credible fiscal back-stop is still absent.

This fiscal back-stop could take different forms, but a European deposit guarantee
fund that secures European citizens’ savings would be the most appropriate. This kind
of fund would allow the single currency to be of equal value to all the regions and coun-
tries in the EU, which is precisely the necessary condition for the proper functioning of
any monetary union.

Of course, problems also result from the differing situations and conditions of the
countries and their banking systems, that is, the famous legacy assets. But there are
also different ways of financing the fund, in some cases through more public money
and, in other cases, with less public money. And of course, it may not be possible for us
to finance a fund that would enable a systemic crisis to be brought to an end. But the
point of such a fund is for there to be a powerful enough deterrent, thus reflecting the
euro-area countries’ commitment to the single currency.

There are no successful precedents of a monetary union in which national guarantee
funds compete with one another. Nevertheless, there have been positive experiences
of banking unions. This is the case for the US and the Federal Deposit Insurance Cor-
poration. Daniel Gros’s (2012) article comparing the banking crises in Nevada and Ire-
land provides a good illustration—these two crises are perfectly comparable because
of the size of the two economies and their real-estate bubbles. The US is a banking
union and therefore the responsibility for banking problems is federal; in contrast, in
the EU responsibility for banking losses remains national. As Gros says in his text,
insolvent banks in Nevada were seized by the Federal Deposit Insurance Corporation,
which covered the losses and transferred the operations to stronger banks, all without
any disruption to Nevada’s banking system. In short, the rescue mechanism in Nevada
is automatic, removed from political decisions and has no ex ante winners or losers.
Its automaticity speeds up the decision-making process and prevents countries from
defending their own national positions. This automaticity is precisely what a European
deposit guarantee fund would need.

20 @ Springer



EUROPEAN VIEW (2017) 16:23-32

We need to put an end to the idea of the Banking Union being a question of solidarity.
It is not a north—south transfer mechanism, and history shows that no country is safe
from banking crises that affect not only their financial stability but also their partners’.
The success of the Banking Union is a question of efficiency, and until it is completed
with a European deposit guarantee fund we will not be able to benefit from the single
currency’s full potential. Furthermore, we will not be able to ensure optimum functioning
of the monetary policy transmission mechanisms, nor will we be able to prevent epi-
sodes of financial fragmentation such as those which followed the 2008 crisis.

This full version of the Banking Union should be the end, at least for the time being,
of the debate on a fiscal union. A Banking Union that works through automatic mech-
anisms, independent of politics, with no ex ante winners or losers and with a single
supervisory authority would probably produce similar results to more profound versions
of fiscal integration which, we should remember, would be politically unviable.

Conclusion

Given that some versions of a fiscal union are not feasible in the short and medium
term, keeping open the debate on creating a fiscal union results in two regrettable
outcomes:

* First, it creates a distortion in the assignment of responsibilities, and this confuses
citizens. The responsibility for the economic crisis was mainly national; therefore,
solutions must also be national. Identifying a fiscal union as the solution to all the
problems in Europe is indeed a mistake. The member states cannot continue to
shift the responsibility for economic growth to the ECB or to a fiscal union that is
politically unviable. The structural economic reforms needed to support economic
growth and job creation in the long term must be taken at a national level.

e Second, it leads to unrealistic expectations which slow down and even paralyse
the decision-making process on fundamental issues that, if resolved, would con-
tribute to better economic integration. Considering the fiscal union as a necessary
and natural consequence of the Banking Union is a big mistake. Such a move has
been immediately rejected by some member states, especially Germany, and has
thus prevented the putting forward of more limited and viable versions of risk mutu-
alisation that would be acceptable to all member states.

The EU cannot continue to take steps forward without consolidating those it has
already taken. Completing the Banking Union by adding a European deposit guarantee
fund is the most important step, as this article notes. There are also other challenges,
such as completing the single market and establishing free trade with other economic
areas to create sufficient and sustainable growth. It must be tangible results that con-
vince Europeans of the need for more Europe, and not flirtations with unworkable ideas.
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Introduction: the European Banking Union
as ‘euro 2.0’

The recent global financial crisis has shown quite strikingly the weaknesses in the euro-
zone’s original institutional architecture. Moreover, the crisis has revealed—to put it
mildly—the deficiencies of the eurozone as a fully functional currency union. The institu-
tions and rules that governed the eurozone before 2007 have for the most part been
neglected or superseded since then. In fact they have been substituted for a new set of
rules and instruments in the aftermath of one of the most severe financial crises experi-
enced in the last century, and the subsequent sovereign debt crisis in Europe (i.e. the
‘euro crisis’). It was in this troubled and very much uncertain environment that the Euro-
pean institutions and the EU member states agreed on the establishment of (1) tighter
fiscal discipline, (2) macroeconomic surveillance of all member states by the European
Commission (the ‘Fiscal Compact’! and the ‘Six-Pack’) and (3) the creation of the Euro-
pean Banking Union (EBU). On top of this, the desperate actions that the European
Central Bank (ECB), European Commission and member states took during the crisis to
rescue the euro actually had the effect of—by the back door—watering down, if not
completely neglecting, some of the key pillars of the constitution of the European Mon-
etary Union. This applies, in particular, to two of the main rules approved in the legal
foundations of the euro (see Articles 123 and 125 of the Treaty on the Functioning of
the European Union): the prohibitions on bailing out a member state in crisis and on
(direct) lending by the ECB to public institutions and governments, that is, the monetisa-
tion of public deficits.

The EBU was instituted to tackle two major destabilising phenomena experienced
during the euro crisis. The first was the vicious circle triggered by a failing banking sec-
tor and the deterioration in public finances. This problem arose because governments
bailed out banks in crisis with taxpayers’ money, resulting in higher borrowing costs and
poorer macroeconomic performance, and ultimately leading to sovereign-debt crises.
The second phenomenon was the contagion effect of banking and sovereign-debt cri-
ses across the eurozone. The Greek crisis (2009—present) provides a clear example.
With its relatively small economy (amounting to less than 2% of the GDP of the euro-
zone), Greece posed a real threat of liquidation to the euro as a whole. As explained
later in this article, the contagion of the crisis was neither unforeseeable nor unavoida-
ble. It occurred, to a great extent, because the crisis was very badly managed, but also
because the EU institutions and member states chose to tackle the crisis by creating a
highly ‘political’ euro® as a means to foster a more politically integrated and, indeed,
centralised EU.

' See a summary in European Central Bank (2012, 101-102).
2 Of course the euro always was, above all, a political project (see Schwartz 2004).
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The rationale of the EBU: centralisation
and bail-ins rather than bailouts

The EBU’s new institutions and procedures have assigned to the supranational level,
first, banking supervision and regulation powers, but also responsibility for dealing with
the recovery or the resolution of a bank in crisis. Very briefly, the main elements of the
EBU are as follows:

The establishment of the European Banking Authority, which oversees the imple-
mentation of the new Basel III°® bank capital ratios and the liquidity ratio across all
member states.

A new banking regulator (governed by the Single Supervisory Mechanism) for ‘big
banks’ and transnational banks in the eurozone, which is in the hands of the ECB
in Frankfurt. These banks represent around 80% of the total in the eurozone, and
the remaining national banks will continue to be supervised by the national central
banks or by other national institutions.* In addition, the new Single Resolution
Mechanism has been established to deal with the recovery or resolution of a bank
in crisis. Thus it is no longer the national government or the national institutions
where the bank in crisis is based that will make the decisions as to its recovery or
final resolution, but a supranational body, the Single Resolution Authority (SRA).
To fulfil the new EU Recovery and Resolution Directive (European Parliament and
Council 2014), every bank must draft a resolution plan (a sort of ‘bank will’), to
be approved by the regulator, so that, if need be, banks can be resolved in an
orderly and timely manner. Most importantly, should a bank under the jurisdiction
of the Single Supervisory Mechanism need to be resolved, the member state will
not be able to resort to using taxpayers’ money to fund a bailout. Rather, the reso-
lution and the recovery procedures will be handled by the SRA, and only when the
bank’s shareholders and creditors’ money have been mostly exhausted—that is,
when they have absorbed losses of at least 8% of the total liabilities—will the bank
be eligible for other sources of funding (such as the new Resolution Fund, see
below). This is what the literature calls a bail-in approach, in contrast to the idea
of bailing out the banks with taxpayers’ money in the first place, as we have seen
happen in the recent crisis.

Member states have agreed to guarantee deposits of up to €100,000 per depositor
per bank. While this is consistent across the EU, it is a national guarantee backed
by the member states and not a mutualised pan-European insurance scheme,
such as the Federal Deposit Insurance Corporation established in the US during
the Great Depression (1933). The distinction is very important, as a pan-EU mutu-

3 Basel Il is a set of tighter bank capital and liquidity regulations approved by the Basel Committee on
Banking Supervision (Bank for International Settlements) in the midst of the global financial crisis. For fur-
ther information, please see Bank for International Settlements (2017).

4 Regardless, the national regulators would make these decisions in cooperation with the ECB, which
would be able to directly supervise these banks at any time if it deemed it necessary.
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alised insurance scheme would mean that all member states would contribute to a
common fund, which would be used to support the depositors of any bank based in
their own country or elsewhere in the EU.

* There is a final element of the EBU that is tantamount to the definition of an effec-
tive modern central bank in a fractional reserve banking system: the lender of last
resort function of central banks. If a bank is solvent but illiquid, and thus is tempo-
rarily unable to pay its liabilities, the bank can always request extraordinary lend-
ing from the central bank. This is how Bagehot (1873) put it in his seminal book,
Lombard Street: if a liquidity crisis occurs, the central bank should readily provide
unlimited lending to the bank in crisis, but always against collateral and at a pen-
alty rate (i.e. the so-called discount rate, which is higher than the normal policy
interest rate).

* However, we should not forget that this competence is still in the hands of the
national central banks in the eurozone. Provided that there is no objection from the
ECB, these central banks can lend money to the bank in crisis on request (Lastra
2016). This division of competences between the ECB and the national central
banks needs to be properly coordinated so that a banking crisis cannot be artifi-
cially ‘hidden’ or unnecessarily postponed by the provision of liquidity from the
national central bank; this would only delay the necessary injection of capital into
the banking system.®

It is clear that the new institutions and regulations listed above imply the delegation of
greater competences to supranational institutions, and thus opting for the creation of a
more centralised currency union. We will elaborate further on what this means and the
alternatives in the sections below.

A functional Banking Union?

It is worth mentioning that, whether the preference is for a more market-friendly, decen-
tralised form of monetary integration that is in favour of currency competition or a more
conventional one currency—one state model, we must consider the following caveats
as regards the EBU. First of all, the banking union as a whole, and more crucially the
new Resolution Fund (paid for by the banks and totalling no more than 1% of the banks’
guaranteed deposits), will not be completed and thus will not be fully operational until
2024. Should a banking crisis occur in the meantime, the banking sector itself will not
have raised enough funding to cover the banks’ liabilities, and thus will not be able to
fund or pay for the actions dictated by the European regulators. Consequently, at least
until its full implementation, we cannot dismiss the idea of taxpayers’ money being used
in the eventuality of a banking crisis.

5 Moreover, the misuse of the provision of liquidity at the national level may well affect the outcome of the
decision of the Single Resolution Mechanism later on as regards the recovery or liquidation of the bank (see
Huertas 2016 for further details).
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But even if the Resolution Fund were readily available in full, the procedures approved
to deal with a crisis have yet to be tested, and may turn out to be too complicated and
impracticable; they involve many policy actors and both national and supranational
institutions. As has been very well summarised by Huertas (2016, 28-33), when the
SRA adopts a resolution scheme, if the Commission objects to all or some of the points
under the scheme, it has only 12 hours to draft an alternative proposal, which the Euro-
pean Council then has to make a decision on. Finally, the SRA has only eight hours to
revise the new scheme. The test to prove the commitment of these new institutions to
both the application of the bail-in option, and the timely resolution of insolvent banks,
will not be definitive until we experience the next banking crisis.

Finally, and most importantly, the EBU does not resolve the fundamental underlying
problems of the eurozone. As measured against any conventional economic standards,
the euro is a malfunctioning currency or, in technical jargon, a ‘non-optimal’ currency a
la Mundell® or Fleming. This is evidenced by the volatility of a wide range of indicators,
including consumer price index inflation, real GDP growth, unemployment rates, labour
costs, real exchange rates, and public deficit and debt figures across all the eurozone
member states. By considering the dispersion of these indicators as a whole, Castafieda
and Schwartz (2017) have produced several indices of monetary integration in Europe
which conclude that the euro area did not become more integrated between 1999 and
2007, as it had been presumed would be the case by the architects of the euro, and that
it has become less integrated since (these are the so-called internal asymmetries
amongst member states).” If the EBU is successful, it may well contribute to breaking
the fiscal-banking crisis loop and thus to better public finances in a banking crisis. How-
ever, it does not tackle the differences in competitiveness and productivity—and, in turn,
the dysfunctional labour and goods and services markets—in the eurozone; these are
problems that the EBU cannot and is not designed to tackle at all.

‘Euro 2.0’: the ‘one currency-one central bank-
one treasury’ model

As José M. Gonzalez-Paramo (a former member of the ECB Executive Council) put it
very recently,® what the EBU actually means is the strengthening of the euro, ‘euro 2.0’
as it were, as it remedies some of the operational flaws and institutional weaknesses of
the original euro as designed in the 1990s. True, the EBU adds consistency and pre-
dictability to the supervision and resolution of big or systemic banks in the eurozone. At
least on paper, it will also make the banks pay for the losses resulting from a bank fail-
ure before resorting to any other funding, let alone taxpayers’ money. In this sense,

8 One of whose articles became the founding basis for the literature on optimal currency areas (see Mundell
1961).

7 A good indicator to capture these imbalances is the Target-2 balances across the member states. See
European Central Bank (2017).

8 See his introductory words in Gonzélez-Paramo (2017).
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technically speaking, it is an improvement, as it helps to create a more consistent and
credible institutional setting. However, it comes at a cost that must not be overlooked.

The original euro (i.e. ‘euro 1.0’, 1999-2011, when the new institutions and rules were
mainly launched) meant the birth of a new—pan-European—currency, with no single
treasury backing the currency or any truly credible governing rules, particularly ones
related to maintaining fiscal discipline across the member states.® It heralded the estab-
lishment of a single currency with no fiscal counterpart nor—as shown in the mid-2000s
and even more so during the euro crisis—any credible fiscal discipline, and thus it was
a recipe for disaster. This is a key point that we need to clarify before proceeding fur-
ther: a supranational currency without full fiscal backing, such as the euro, can only suc-
ceed over the long term if member states in crisis are not bailed out. Without this rule,
there are no credible incentives not to overspend, so the costs of the deficit are ulti-
mately shared by all member states. Crucially, it is this rule that EU institutions and
member states failed to implement both before and during the euro crisis.

In view of this, the solution adopted with the ‘new euro’, supported by the EBU, of
more fiscal discipline and more surveillance from supranational institutions, fits much
better with the creation of a national currency for a more centralised EU state, and thus
has paved the way for more fiscal integration in Europe. Within this rationale and this
overriding political aim, the new euro consolidates the establishment of a truly national
currency working hand in hand with the other political institutions of the EU and the
national treasuries. However, while technically more consistent—in fact, the model used
by any other modern nation-state—it also means the definitive abandonment of the
founding economic principles of the original euro, which focused on preserving its pur-
chasing power and, crucially, ensured it was isolated as much as possible from politi-
cal interference and the financial pressures of the national and EU treasuries. We will
return to this key debate in the final section of the article.

Currency models in dispute: the weaknesses
of a ‘political’ euro

It is true that no currency union has survived for long without a political union or a supra-
national treasury with the powers to back the currency. However, this applies specifi-
cally to currency unions ultimately aimed at establishing a national currency in a single
state, and not necessarily to monetary unions of sovereign states. This difference is
at the core of the debate surrounding the definition of the type of euro we want, and
indeed explains the flaws of the euro during the 2008-2009 global financial crisis and
helps us to understand the policy decisions taken afterwards.

The classical gold standard (1870s—1913) has been taken as a benchmark for com-
parison with the current ‘euro standard’ (see, amongst others, Crafts 2014; Morys

% The reform of the Stability and Growth Pact in 2004, which actually meant the relaxation of fiscal discipline
even more, was proof of the failure to apply credible fiscal rules across the member states.
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2014). However similar the regimes, the gold standard was clearly a monetary union,
where sovereign member economies fixed their currencies against gold, but crucially
retained their national currencies in circulation. In contrast, the euro takes the process
a step further, as it is effectively a currency union, in which the participating countries
have completely eliminated their national currencies and adopted a single currency for
all. This distinction is not at all trivial and particularly matters in times of severe crisis:
a currency union is more stringent and demanding, since member states have no room
to alter the parity of the currency. Even more significantly, according to current EU leg-
islation a member state cannot abandon the eurozone, either on a temporary basis or
permanently, without also leaving the EU itself. This makes the adjustment to a major
crisis very much limited to what has been called an ‘internal devaluation’: in a nutshell,
member states have no other option but to cut costs and prices in an effort to gain com-
petitiveness and thus reduce trade deficits.

Based on the calculations provided in Castafieda and Schwartz (2017) as to the differ-
ences in competitiveness across the eurozone, an internal devaluation was indeed nec-
essary to address the fundamental competitiveness problems in those EU economies
which suffered the most from the crisis. Some of these economies, with Spain being a
positive case study to consider so far, have successfully cut internal costs and prices
and have turned a double-digit current account deficit into a surplus within a few years.
Nevertheless, as seen in the euro crisis, this is an option that has proven not just painful
but politically unfeasible if applied for a long time; EU populations do not seem prepared
to accept such situations any longer. Economies’ structural weaknesses cannot be
addressed in a timely manner by simply applying internal devaluation measures such as
a fundamental restructuring of prices and costs in the economy. To give an idea of the
scale of the problem, in 2012, at the time of the negotiations for the third bailout, the
price and cost adjustments required in the Greek economy were estimated to be in the
region of 40%—60% (as quoted in Schwartz et al. 2013). And this is where the distinction
with other, more flexible, monetary arrangements matters: under a monetary union,
countries can temporarily suspend the exchange rate commitments, change the terms of
the commitments and even abandon them more easily if need be. Such suspensions
and realignments'® did occasionally happen during the classical gold standard years and
helped countries to overcome major disequilibria in a smoother and more timely manner.

An alternative system: a more solid currency,
governed by the market

Under free-floating and competing currencies—for example, a parallel monetary sys-
tem, with the circulation of both the national currency and the common euro—cost and

' This is not at all a plea for inflationary devaluations; all devaluations achieve is to ease the adjustments
that the economy must go through anyway. If the suspension of the parity or currency devaluation is not
followed by fiscal adjustment, cuts in costs and a monetary policy committed to maintaining the purchasing
power of the currency, the devaluation will soon result in even higher inflation and greater losses in competi-
tiveness.
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price adjustments would be made on a daily basis by market participants, preventing
the accumulation of such structural disequilibria amongst member states. The fluctua-
tions in the exchange rate of the national currency and the euro would convey the mar-
kets’ assessment of the credibility of the currencies. As we have seen, such diverse
economies as those in the eurozone, with clearly insufficient labour mobility across bor-
ders, as well as such different monetary traditions and economies, find it extremely diffi-
cult to remain operational under a fixed—and irrevocable—exchange rate. The
accumulation of internal imbalances in such a scenario is inevitable and thus, from time
to time, there is a need to bail out economies unable to commit to the euro standard.
The original euro (1999-2011) did offer a solution for this: the prohibition of both bail-
outs and the monetisation of the deficit, which meant that a member state unable to fulfil
its monetary and fiscal commitments would have to leave the euro. But of course we
have seen an overriding political desire in Europe to rescue all eurozone countries in
need, which worsened'" the euro crisis and ultimately paved the way for more centrali-
sation and political union.

Alternatively, under a more decentralised and competitive monetary system, such as
a parallel currency system (see Vaubel 1978; Schwartz et al. 2013 for a restatement),
money users would choose one or another currency according to their credibility and
purchasing power. And by so doing, they would be imposing the discipline needed to
ensure that the central bank (either the ECB or the national central banks) did not over-
issue the amount of money in circulation. In such a system, agents may well use a dif-
ferent currency for different purposes; there are plenty of examples of such regimes in
modern monetary history, as well as in the present.'? Within this system, it would be for
the national governments to choose how to regulate the banking sector, and to decide
whether the central bank could or could not monetise the deficit. Ultimately, it would be
the greater or lower demand for the currency that would keep governments and central
banks in check. Of course in such a competitive system no banking union or bailouts
would be needed, as each country would bear the consequences of its own policies in
the form of a failing currency and an inflationary economy. In the event of a member
state inflating its national currency, money holders would switch to the common cur-
rency and leave the government with no seigniorage (i.e. the money issuer’s revenues,
broadly defined as the difference between the nominal value of the currency and its cost
of production). Ultimately, this would lead to the depreciation of the national currency
and a government with virtually no access to capital markets in that currency; a severe
crisis indeed, but one without contagious effects for the rest of the member states. Fol-
lowing Vaubel’s (1978) seminal book, even if the will of the architects of the euro was—
as it was—to create a single currency for all, it would have been better to introduce it

™ Arguably, a timely and firm decision by the member states in 2009 to abide by these rules would have
enhanced the credibility of the eurozone institutions, and very probably aborted the long-lasting contagion
effect of the Greek crisis.

2 Gee, for example, Castile in the modern era, with the ‘maravedi’ used as a unit of account for inter-
national trade, both in silver and gold coins and the newly-minted silver-copper coin in the early seven-
teenth century; and the ‘vellén’ coin, which was used for smaller payments and was later devalued as it was
entirely made of copper. Today there is effectively a two-currency monetary system in Peru, with the US
dollar used for saving, trade and investment, and the Peruvian sol used for smaller payment transactions.
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through currency competition with the circulation of a common currency alongside the
national ones, as this would have eventually allowed for a smoother transition and the
non-political selection of the members of the eurozone. If not to the existing eurozone
economies, this system could be usefully applied to eurozone candidate countries in the
future.

There are other—'milder—options that would achieve a more flexible, more func-
tional and stronger euro over the long term. For example, there are many countries
where agents can write a contract or make a payment in any currency accepted by the
parties (amongst others Guatemala, which enjoys a remarkable inflation record in Latin
America). If only this measure were used, it would provide an incentive both for central
banks to run a sound monetary policy and for governments to keep public spending in
check and not monetise recurrent deficits. In the absence of a legal tender currency, but
with several currencies readily available with which to make payments, money holders
(ultimately creating the demand for different currencies) would choose one or another
currency for use in their contracts, depending on each currency’s purchasing power.
And the less stable the value of the currency and the more inflationary the currency
becomes over time, the less attractive it would be to businesses and households, which
would ultimately reduce the demand for the currency and thus the monetary profits of
the issuer (the seigniorage), whether the government, the central bank or any other
money provider. This market discipline would ensure that governments would not over-
spend nor ask ‘their’ central banks to monetise public deficits, as people would quickly
stop using their currency.

Concluding remarks

The architecture of the original euro was flawed and incomplete, and so was the com-
mitment of the member states to abide by fiscal orthodoxy. However, both did convey
sound monetary principles, these being (1) to preserve the purchasing power of the
euro, and (2) to isolate the euro as much as possible from political pressures. As evi-
denced in the euro crisis, member states and European institutions have committed to
maintaining the euro ‘whatever the cost’, mainly via further integration and the growing
centralisation of monetary and fiscal powers in EU institutions. While this has clarified
and enhanced the institutional robustness of the euro, it has also meant a profound
change in the economic foundations of the euro as established in 1999. It has revealed
once more the willingness that has always existed to create a modern state with its own
currency, ultimately linked to an ever-growing supranational treasury that works hand in
hand with the central bank—that is, just another modern-state currency.

Open Access This article is distributed under the terms of the Creative Commons Attribu-
tionLicense which permits any use, distribution, and reproduction in any medium, provided the
originalauthor(s) and the source are credited.
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Abstract Events in recent years have put the European economic integration project
and the euro under pressure. The main cause of the euro crisis is loss of competitive-
ness, particularly on the periphery of the Economic and Monetary Union. To reverse
this, Union members must promote structural reforms that increase long-term employ-
ment, productivity and external competitiveness. The successful implementation of
reforms, however, requires sufficient public support, which in turn presupposes meas-
ures that support demand during the implementation of reforms. To that end, impor-
tant steps include taking an expenditure-based approach to fiscal adjustment and the
introduction of the European Deposit Insurance Scheme. And for Greece in particular,
the set of necessary steps includes taking ownership of reforms, the downward revision
of fiscal targets, and medium- and long-term measures of debt relief conditional upon
meeting fiscal/reform targets. Finally, the stability of the euro hinges on the moderation
of all fiscal and external imbalances across all member states, regardless of whether
these imbalances are apparent or not.
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Introduction

The European economic integration project is a cornerstone of lasting peace for the
European continent. This is sufficient reason to advocate strongly for its continuation.
Nevertheless, events in recent years have put it under pressure. The most prominent
manifestation of this has been the UK’s decision to leave the EU. In other countries,
populist and/or extremist anti-EU parties have made electoral advances; and even vot-
ers for mainstream pro-EU parties report increasing dissatisfaction with the EU (Oliver
2016).

While each country has idiosyncratic features contributing to the increasing preva-
lence of Euroscepticism, there are two common economic factors. The first is the
effects of globalisation on world income distribution (see Milanovic 2016). During 1988—
2008 average global income increased and the variance in income distribution declined.
However, individuals who in 1988 were placed between the distribution’s seventy-fifth
and eighty-fifth percentile experienced income stagnation or reduction. Seventy per
cent of the people in this category are residents of Western countries occupying places
in the lower half of their nation’s income distribution. The stagnation/decline of their liv-
ing standards, combined with large income gains for the top percentile, which is associ-
ated with political and economic elites, have left large sections of European societies
with a sense of insecurity and injustice. This provides ground for populist/extremist par-
ties to claim that reversing globalisation will be enough to restore the previous norm.
In this over-simplistic analysis the EU is identified with globalisation and thus receives
reduced endorsement.

The second factor is the European debt crisis, which has divided the euro area into
two groups. The first includes debtor countries that have been cut off from international
bond markets and, as a result, have received official financial assistance conditional
upon implementing programmes of economic adjustment. Greece is the most prominent
example of this group. The second group includes creditor countries, which have under-
written the assistance programmes provided to the first. In countries such as Greece
dissatisfaction with the EU is driven by the adverse effects on welfare of adjustment
programmes and a sense of reduced national sovereignty due to the direct involve-
ment of the EU and other international bodies (e.g. the International Monetary Fund) in
national economic policy. In creditor countries, dissatisfaction is the result of a sense of
the involuntary use of national and private savings to rescue Economic and Monetary
Union (EMU) partners that are perceived as imprudent. Starting from opposite reference
points, public opinion in both groups converges on a common ground: Euroscepticism.

The two factors explained above are not unrelated. They share a common economic
source, namely competitiveness losses in many EMU economies, particularly those on
the periphery. These losses will not be reversed if the EMU embarks upon a protection-
ist course and/or some EMU countries leave the euro. Economic theory and historical
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experience tell us that free trade promotes production efficiency and welfare standards,
and living standards in the long run are determined by an economy’s production capac-
ity, that is, its supply side, on which monetary policy has no lasting impact. The only
credible answer to Europe’s economic and political problems is structural reform, and it
is on this that the euro’s sustainability ultimately depends.

Having said that, international experience also tells us that a successful programme
of reforms requires the support of a critical mass of the population. For this to be in
place the latter must perceive reforms to be beneficial and realistic, that is, their adjust-
ment welfare cost should not be regarded as socially untenable. This, in turn, presup-
poses that until reforms yield positive output effects, economic activity is adequately
supported by the demand side. With an emphasis on Greece, this article discusses the
reforms necessary in the EMU countries and analyses the demand-supporting condi-
tions that would enable their successful conclusion.

Structural reforms

Despite evidence of increased economic convergence among EMU members since
1999, the EMU continues to be divided between a core and a periphery (Campos and
Macchiarelli 2016), deviating from the conditions set by the theory of optimum cur-
rency areas for the smooth operation of a single currency. The core—periphery divide
is manifested in per capita income statistics (see Fig. 1) and was highlighted during
the crisis, when periphery countries experienced significantly higher output losses. The
policy implication of this experience is uncontroversial: for periphery countries to catch
up with their core partners and upgrade their economy’s capacity to withstand future cri-
ses, they need to promote supply-side policies that enhance their economies’ flexibility,
external competitiveness and production capacity (natural output).

Modern macroeconomics (see Corsetti and Pesenti 2009) suggests that natural out-
put increases with long-term employment and productivity levels, while competitiveness
gains involve a reduction of goods and services prices relative to those of trading part-
ners. Long-term employment is a function of both competition in the goods and services
markets and the quality of human capital. Productivity depends on human capital and
capital investment, for which institutional performance across a range of areas (e.g. tax-
ation, political stability, the rule of law and protecting property rights) is of crucial impor-
tance. Finally, external competitiveness increases with lower marginal production costs
and lower mark-ups on marginal costs. The latter, in turn, are determined by the degree
of competition in the goods and services markets, non-labour costs and indirect taxa-
tion. All of the above should be top policy priorities for EMU countries to engage with in
future years. The example of Ireland shows that putting in place a flexible, institutionally
credible and friendly-to-business environment creates long-term output gains, an ability
to quickly overcome crises and a more equal distribution of income.

Ireland’s experience is the most relevant for Greece, the country presenting the
biggest potential for supply-side improvements in the EMU area, as suggested by its
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Figure 1 Gross domestic product based on purchasing-power parity per capita GDP, US dollars in
2015.
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Sources: International Monetary Fund (2016).

position in numerous international rankings relating to supply-side performance. On this
front, Greece made significant progress in the period 2012—-14 (see Arghyrou 2014). In
2015-16, however, this progress ended. The stagnation in which the Greek economy
currently finds itself highlights the importance of resuming the process of reform.

Supporting reforms through demand

Structural reforms cause immediate welfare losses to be offset by higher benefits in the
future. This is why reforms should be pursued during periods of growth, to moderate
their short-term welfare impact. Unfortunately, political considerations often get in the
way, resulting in reforms being pursued during recessions when accumulated imbal-
ances make their implementation urgent. The experience of the European periphery
is a prime example. But bygones are bygones. European economies must nhow move
on with reforms. In this effort, their prospects for success will improve substantially
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if demand conditions are as supportive as they can be during the implementation of
reforms. To that end, the following factors are important.

Optimal prioritisation

To maximise their effectiveness, reforms should be optimally prioritised. Existing litera-
ture (see OECD 2016) suggests that in periods of low demand, priority should be given
to reforms that remove barriers to entry in the goods and services markets and to those
that increase labour mobility. In addition to increasing natural output, such reforms have
a positive effect on demand, increasing disposable incomes and the endorsement of
reforms by the general public. In the context of the EMU, and as the theory of optimum
currency areas suggests, flexible goods and labour markets are even more important
for closing output gaps due to the absence of national monetary policies. Furthermore,
in a low demand situation reforms facilitating infrastructure investment are also impor-
tant for sustaining incomes. EU financing, available through European Structural Funds,
the European Fund for Strategic Investment, the European Investment Bank, and the
European Bank for Reconstruction and Development, provides such opportunities.
In the particular case of Greece, financing from these sources is gradually gathering
momentum. This is a positive development; however, on its own it is not enough to
address Greece’s long-term supply and short-term demand problems.

Favourable expectations

Demand conditions depend on the regime of expectations under which reforms are
implemented. High confidence in the successful conclusion of reforms accelerates
positive private responses to reform policies (through investment and consumption),
triggering a virtuous circle of mutually enforcing expectations, increased demand and
endorsement of reforms. Low confidence causes the opposite dynamics.

Improving expectations depends on two factors. The first of these is the national
authorities taking ownership of the reforms. A lack of ownership causes implementa-
tion risk, restricting investment and consumption spending, which compromises the
endorsement of reforms and reinforces implementation risk. EMU countries whose
authorities took ownership of reforms (Ireland, Portugal and Cyprus) have concluded
their assistance programmes successfully and returned to positive growth. In Greece,
when ownership of the reforms has been absent, between 2009 and 2011 and from
2015 to the present, economic developments have been negative. By contrast, in 2012—
14, when authorities assumed ownership of the reforms, the economy made significant
progress (see Arghyrou 2014).

Second, credible crisis-prevention and crisis-management mechanisms are needed
at the EMU level. These are necessary to reassure markets that the probability of
major national banking and fiscal crises is limited and that, if they happen, they will not
spread to the economy’s real sector and/or to other countries. To that end, a number of
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Figure 2 Growth rates for real GDP and bank credit to the private sector in Greece. GDP growth
rates are measured on the left vertical axis; bank credit growth rates are measured on the right
vertical axis.
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institutional changes have taken place, including the creation of a new macro-prudential
framework, risk-sharing fiscal funds (the European Financial Stability Facility and the
European Stability Mechanism), the Outright Monetary Transactions programme and
the European Banking Union (EBU), which involves centralised bank supervision and
resolution. These are steps in the right direction, both in terms of increasing risk-shar-
ing and reducing moral hazard; however, they are not enough to deliver the necessary
improvement in expectations (see Arghyrou 2015a). This is because many decisions
continue to be subject to political discretion and the new institutional infrastructure
remains incomplete. This was fully grasped by the Five Presidents’ Report (European
Commission 2015) which, among others, highlighted the importance of complementing
the EBU through the introduction of a European Deposits Insurance Scheme (EDIS)
and increased fiscal integration.

Liquidity and EDIS

The importance of liquidity for business-cycle movements has been well established
since the 1960s, documented by the writings of Milton Friedman (1963), founder of
the monetarist school of economics. Figure 2 offers evidence from Greece, depicting
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a strong positive correlation between the growth rates of real GDP and the provision
of bank credit to the private sector. Although in the long run money is neutral, it is a
potent stabilisation tool for closing negative output gaps. This approach underlies the
monetary policy followed by the European Central Bank (ECB) since summer 2007,
including the Quantitative Easing (QE) programme implemented since January 2015
(see Draghi 2016), which has contributed towards output stabilisation at the Union level
(see Demertzis and Wolff 2016).

The ECB’s expansionary monetary policy, however, has three drawbacks. First, it is
not uniformly transmitted, as liquidity increases at the core of the EMU have been con-
siderably higher than those at the periphery. This is a reflection of the fact that the ECB
has one policy instrument (the Union interest rate or money supply) and numerous pol-
icy objectives (national output gaps). As a result, the single monetary policy responds
imperfectly to national business cycles, particularly under the financial fragmentation
observed during the crisis (ECB 2015). Greece, in particular, has been isolated from
the QE programme’s liquidity effects, as the capital controls in place since July 2015
imply that its economy is operating under a credit crunch. Second, this expansionary
policy may threaten financial stability by disconnecting asset prices from fundamentals
(Claeys and Leandro 2016). Recent evidence from European sovereign bonds markets
(see Delatte et al. 2017) supports such concerns. Finally, large purchases of sovereign
bonds in the context of QE may cause fiscal moral hazard.

These problems may be ameliorated through the introduction of EDIS. In certain
countries EDIS is regarded with legitimate scepticism on moral hazard grounds (see
Schuknecht 2016), although this may reflect national rather than EU priorities (see
Véron 2016). EDIS, however, involves shared benefits that may offset such moral haz-
ard risks. First, by increasing depositors’ confidence in national banking systems (which
the currently incomplete EBU has failed to do), EDIS will enhance credit-growth capac-
ity at the national level. This will operate as a substitute for the national monetary pol-
icy instruments that are missing within the EMU, moderating national business cycles.
This, in turn, will reduce the necessity for and/or size of official financial assistance
programmes and, by supporting demand, will enhance the promotion of reforms. Both
effects will reduce the exposure of European taxpayers to the output risks of countries
that have received official financial assistance programmes. Furthermore, by smoothing
national business cycles, EDIS will reduce the need for ultra-expansionary monetary
policy, which will reduce financial stability risks. Finally, a less expansionary monetary
policy will reduce the risk of fiscal moral hazard caused by the large purchases of sover-
eign bonds under QE.

Fiscal adjustment and debt relief

The EMU crisis has left many countries with excessive public debt levels. This is pri-
marily the result of bank-rescue programmes and, in the case of Greece, fiscal imbal-
ances built up in the run-up to the crisis. Reforms impact on the economy’s natural
output through the employment and investment responses of the private sector. These
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responses depend on expectations about future taxation on income and corporate prof-
its. For reforms to be effective, taxation expectations need to be favourable. Therefore,
reforms must be accompanied by a credible programme of fiscal adjustment, reducing
expected future taxation. This raises two questions. First, how should fiscal adjustment
be pursued? Second, how aggressive should it be?

Fiscal adjustment is widely regarded as causing short-term contractionary out-
put effects. However, existing evidence (see Alesina et al. 2015) suggests that these
are more pronounced in size and duration when adjustment is pursued through tax
increases rather than expenditure cuts. An intuitive explanation is that tax increases
reduce employment and investment incentives and cause other supply-side distortions.
These effects weaken natural output, reducing output expectations and suppressing
current demand. By contrast, expenditure cuts accompanied by tax reductions limit
distortions and improve output expectations. Discounting higher future output in pre-
sent consumption and investment mitigates the demand effects of lower government
expenditure. Overall, given the supply-side profile of many EMU countries, fiscal consol-
idation is more likely to be successful if it is mainly expenditure- rather than tax-based.
This is particularly true for Greece, where high taxation levels (increased substantially
in 2015-17) have created high distortions and incentivised tax-evasion (see Artavanis
et al. 2016).

Clearly, a country such as Greece, where the public debt to GDP ratio is currently
in the range of 180%, must target primary fiscal surpluses to improve the dynamics
of its government’s intertemporal budget constraint. But in addition to the primary sur-
plus, the intertemporal budget constraint depends on the stock of debt and the differ-
ence between the rates of growth and real interest on debt. In recent years, Greece has
benefited from interest rate reductions and extensions of debt maturity. However, as
evidenced by Greek long-term government bond yields, these have not been enough
to restore confidence in Greece’s public debt sustainability. The implementation of
reforms will help do so. However, the latter’'s output effects will appear gradually over
the medium term. In the meantime, servicing the Greek debt involves large payments
from 2019 onwards. This underlies the 3.5% primary surplus set for Greece’s fiscal pol-
icy starting from 2018 for an unspecified period of time. However, there are two risks
associated with this target.

First, historical evidence suggests that a 3.5% fiscal surplus was relatively rare dur-
ing the post-war period of 1950-2011, when in 75% of the cases primary balances had
values of less than 2.5 and 1.7% for advanced and non-advanced countries respec-
tively (see Mauro et al. 2013). Europe has seen three episodes of prolonged, substan-
tial fiscal surpluses, in Ireland (1987-93), Italy (1995-2000) and Belgium (1994—2004).
However, there are two major differences between those episodes and the situation in
Greece today. The first is that they were implemented under significantly more favoura-
ble output conditions, involving average output gaps equal to +2.8, —1.9 and —0.4% for
Ireland, Italy and Belgium respectively. This contrasts with an output gap of —6.5% in
2016 for Greece and an average of —6.9% for the period 2011-16 (International Mon-
etary Fund 2016). The second is that in those countries national monetary policies were
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still in place, providing a channel to mitigate the demand effects of fiscal consolidation.
This channel is not available in Greece, whose economy, as we have seen above, is
operating under credit-crunch conditions. Although Greece needs to target considerable
primary surpluses to limit fiscal imbalances, the 3.5% target is excessive and, given
the current state of the Greek business cycle, amounts to a fiscal overkill that is very
likely to be self-defeating. A revision of the target towards the third quartile of the histori-
cal distribution (in the range of 2%) would still set Greece a relatively ambitious fiscal
target. Revising the fiscal target downwards, in turn, would allow demand conditions to
better support the reform process, which is much more important for long-term growth
and fiscal sustainability.

The second risk comes from the level of debt. According to all available projections,
the Greek public debt to GDP ratio will remain very high for the foreseeable future. Even
if Greece meets its fiscal and reform targets, Greek public debt sustainability will be vul-
nerable to external shocks causing output losses which, in turn, will threaten credit
events. As a result, the risk premiums associated with investments in Greece will remain
high, restricting capital inflows, discouraging investment and maintaining high borrowing
costs, all of which will restrain growth. It is therefore necessary to further lighten the bur-
den of servicing the Greek public debt, as per the Eurogroup’s decision of November
2012, which was confirmed by the agreement on the Greek financial assistance pro-
gramme in July 2015 and the Eurogroup’s decision of May 2016."

To achieve this objective, the Greek authorities must not delay delivering on the com-
mitments undertaken in the context of the third financial assistance programme, and
Greece’s official lenders, in response, should not delay agreement on measures that
reduce the cost of servicing the Greek public debt. These steps, however, may be dif-
ficult to conclude due to the presence of a coordination problem. At present, the meas-
ures to be taken to reduce the Greek debt burden have not been confirmed; they are
only a possibility, to be decided after the conclusion of the third Greek programme in
August 2018. As a result, the Greek authorities may be reluctant to take measures
involving certain and immediate welfare losses in exchange for uncertain gains follow-
ing non-guaranteed debt-reduction measures. On the other hand, due to moral-hazard
considerations, Greece’s partners may be reluctant to commit to debt-reduction meas-
ures without evidence of Greece’s commitment to fiscal adjustment and reforms.

The solution to this coordination problem may be an agreement postulating gradual,
pre-announced, specific and automatic debt reductions, conditional upon Greece meet-
ing targets relating to fiscal policy and reforms (see Arghyrou 2015b). Such an agree-
ment may offer a guide for resolving other outstanding debtor—creditor conflicts within
the euro area, as debt relief is not necessarily a zero-sum game. Using a standard
open-economy framework (see Corsetti and Pesenti 2009), it can be shown that for
debtor countries debt relief implies consumption gains, which increase further as debt
relief facilitates reforms and productivity-enhancing investment, thus increasing natural

1 See Eurogroup (2012, 2015, 2016).
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output. Higher output in debtor countries reduces the prices of their goods, improving
the terms of trade of creditor countries, whose residents consume imports from debtor
countries. As a result, debt relief for the latter involves consumption gains for credi-
tor countries, compensating for the consumption losses caused by granting debt relief.
Benign self-interest may render debt relief conditional upon reforms in a mutually ben-
eficial scheme of crisis resolution.

Conclusion

This article has discussed the reforms that have to be undertaken in EMU countries
to ensure the stability and long-term sustainability of the euro. It has also explained
the steps needed to support demand during the implementation of reforms, thus ena-
bling their successful conclusion. It has been argued that structural reforms in the EMU
should target increases in long-term employment, productivity and external competitive-
ness. Demand measures that support reforms include an expenditure-based approach
to fiscal adjustment and the introduction of EDIS. And in the case of Greece, they
include ownership of reforms, the downward revision of fiscal targets, and medium- and
long-term measures of debt relief conditional upon the meeting of fiscal/reforms targets.

Finally, economic adjustment in the euro area requires moderation of all fiscal and
external imbalances across all member states. Within a monetary union, both excessive
deficits and excessive surpluses can cause negative externalities at the union level. Fur-
thermore, any country’s participation in the euro implies that its systemic risk increases
by a fraction of its partners’ systemic risk, due to the increased interdependence brought
about by monetary and banking integration. Imported systemic risk can be reduced, but
it can never be fully eliminated. This is why the euro area needs effective risk-reduc-
tion and risk-sharing mechanisms, both of which are equally important in the long run.
The stability of the euro will improve substantially if all national economic policies are
designed with these facts in mind. European solidarity goes hand in hand with macro-
economic prudence, and leading by example requires national macro-policies involving
a mix of national and Union-wide priorities that can be sustained by all of the member
nations. Prudence and consideration for Union objectives are the two sides of good
European citizenship, without which the euro’s long-term stability cannot be guaranteed.

Open Access This article is distributed under the terms of the Creative Commons Attribu-
tionLicense which permits any use, distribution, and reproduction in any medium, provided the
originalauthor(s) and the source are credited.
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Introduction

The EU has good reasons to celebrate its first 60 years—or at least most of this period.
It has promoted peace, democracy and cooperation among its members and created
the world’s largest single market. The seemingly unidirectional process of ever further
enlargement and ever further deepening of the Union, however, has been thrown into
question by the UK’s decision to leave and the rejection of EU decisions (e.g. on migra-
tion) and rules (e.g. on fiscal discipline) in several member states.

Meanwhile, EU officials in Brussels are struggling to produce a coherent position on
how to achieve a ‘political union’ or a ‘fiscal union’ for the EU or the eurozone. The big
national players, France and Germany, both have their ideas. But these ideas are mutu-
ally incompatible. And both ignore the fact that giving far greater powers to Brussels
is unpopular and, in the case of Germany, may be unconstitutional. Against this back-
drop, this article offers more general thoughts on the limited and increasingly depleted
resources of ‘input legitimacy’ and ‘solidarity’, on which a European political or fiscal
union would ultimately have to rely.

The Brussels roadmap: many options, many
unions, little unity, little clarity

President of the European Commission Jean-Claude Junker is right to complain, includ-
ing in the newest White Paper (European Commission 2017), about national govern-
ments using the EU as a scapegoat for failures of their own making, thereby creating a
‘mismatch between expectations and the EU’s capacity to meet them’ (European Com-
mission 2017, 13). He has thrown down the gauntlet by offering five alternative scenar-
ios: (1) ‘Carrying On’, (2) ‘Nothing but the Single Market’, (3) ‘Those Who Want More
Do More’, (4) ‘Doing Less More Efficiently’, and (5) ‘Doing Much More Together. As
was to be expected, the short Rome declaration of the European Council (2017) did not
fully endorse any of the five options.’

Interestingly, only the last option explicitly referred to the ‘Five Presidents’ Report’,
Completing Europe’s Economic and Monetary Union (Juncker et al. 2015). And it is only
here that the White Paper refers to the ‘risk of alienating parts of society which feel that

" Only option two was clearly rejected by most. This comes as no surprise since it was framed as a regres-
sive ‘neo-liberal’ idea in a very incoherent way from a market-liberal point of view: it was suggested that free
trade in services, the control of state subsidies and free trade abroad would not be part of the ‘single mar-
ket’ option. See Wohlgemuth (2017) for a critique.
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the EU lacks legitimacy or has taken too much power away from national authorities’
(European Commission 2017, 24).

The ‘Five Presidents’ Report’ sets out four areas where eurozone integration should
be deepened: economic union, financial union, fiscal union and political union—all of
which are to be completed in three stages and by 2025.

On economic union, the five presidents note correctly that the EU single market is
not yet complete in key areas such as setrvices, energy, the digital economy and capital
markets. There is plenty of potential here for triggering growth within the remit of the
core competences of the EU.

On financial/banking union, the presidents’ paper focuses on developing a common
deposit insurance scheme, something which is fiercely opposed by Germany. It also
launched the ‘capital markets union’, which is intended to open up more diverse sources
of financing to small and medium-sized businesses. ‘Ultimately’, the report says, this will
require ‘a single European capital markets supervisor’ (Juncker et al. 2015, 12).

The five presidents are more cautious and nebulous in their proposals for a fiscal
union than the four presidents were in their report in 2012 (European Council 2012).
Even so, it remains the most controversial part of the initiative, since it envisages estab-
lishing a ‘fiscal stabilisation mechanism’ to make another fiscal back-stop available, and
a ‘European Fiscal Board’ to evaluate the implementation of EU fiscal rules. The idea
of euro bonds or a debt redemption fund seems to have been shelved, or perhaps just
renamed, since the report deems ‘a pool of financing sources’ useful (Juncker et al.
2015, 5). It would be ‘tapped into according to the business cycle’ (Juncker et al. 2015,
15)—or, more probably, according to availability and political opportunity.

The chapter on political union is even vaguer. It correctly states that ‘greater respon-
sibility and integration’ at the EU and euro area levels should come with ‘greater demo-
cratic accountability, legitimacy and institutional strengthening’ (Juncker et al. 2015, 17).
But in terms of a ‘plan D’ (for democracy), there are no specifics at all. Instead this
chapter hints at the establishment of yet another new institution: a ‘euro area treasury’,
which perhaps, someday, would take ‘some decisions’ in fiscal policy (Juncker et al.
2015, 18).

Most tellingly, but understandably, the report avoids addressing which steps would
require changes in EU treaties. Everyone knows that negotiations on EU treaty changes
would open a Pandora’s Box of endless disputes. Any new treaty that transferred more
power from national governments to the EU would run into trouble in national parlia-
ments and would be likely to fail in almost any national referendum.
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The Berlin/Paris bifurcation: economic
government or economic constitution?

Nevertheless, the discourse on political and fiscal union has also intensified in Paris
and Berlin. But while officials on both sides of the Rhine agree that greater integration is
needed, their ideas on how to go about it are far from similar.

Paris (consistently represented by the proposals of Nicolas Sarkozy, Frangois Hol-
lande and Emmanuel Macron, despite their differing political colours) wants an ‘eco-
nomic government’. This concept boils down to the mutualisation of public debt, more
fiscal activism from the European Central Bank, a common EU or eurozone tax author-
ity, a common eurozone budget, a common eurozone unemployment insurance and a
common deposit insurance. They also want EU industrial policy to focus more on pick-
ing European (read: French) industrial champions and protecting (French) losers from
global competition. Instead of binding legal commitments, France favours political dis-
cretion and intergovernmental acts of political will—legitimised or driven by a eurozone
parliament—to decide how to spend the money raised from common taxes or mutual-
ised eurozone debt instruments.

Berlin (consistently represented by its Finance Minister Wolfgang Schéuble) prefers
an ‘economic constitution’ to an ‘economic government’. Berlin wants binding balanced
budget rules or ‘reform contracts’ that would be enforced through automatic sanctions
or by independent agencies following strict criteria. This would follow the very German
idea of ‘Ordnungspolitik—a governance structure that aims to bring both governments
and market actors under the rule of law. In addition, Sch&uble also wants to install
something similar to a eurozone ‘finance minister. However, raising and spending
European taxpayers’ money or issuing joint euro bonds would not fall within the minis-
ter's remit. Instead, he or she would have the power to override national finance minis-
ters—and even parliaments—if they were to break the rules.

Both the French and the German proposals go far beyond those in the ‘Five Presi-
dents’ Report’. Instead, they depict more radical visions of a federal European state, but
of two very different kinds: a centralist political structure for ‘planification’ or a legal
framework for an open market economy.? Both concepts would require changes to EU
treaties that the member states would have to approve unanimously. But it is inconceiv-
able that all 28 (soon to be 27) EU countries (or even the 19 eurozone members) would
rally around one or other of the proposals.

2 See Brunnenmeier et al. (2016) for a comprehensive historical analysis showing how Germany saw the
Maastricht Treaty as a set of binding rules, whereas France saw the euro as a political instrument that was
to be overseen by governments.
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Constitutional conundrums

When it comes to a substantial transfer of national sovereignty to Brussels, it would
not only be disagreement amongst national governments and negative public opinion
that would erect formidable obstacles. The German Federal Constitutional Court (FCC)
would also have a say. It has repeatedly stated that the EU cannot become a federal
state while the German constitution remains in effect. For the EU to become a ‘true
political Union’, Germany would have to replace its 1949 constitution with a new one. At
the time when the single currency was decided upon, Germans were not asked if they
wanted to give up their Deutschmark. However, something that they are less inclined to
abandon is their cherished constitution.

At the core of the constitutional argument is the link between democracy and the sov-
ereign power to tax. The FCC has frequently insisted that German taxpayers’ money
cannot be raised and spent by third parties beyond the control of German parliaments.
‘No taxation without representation’—the American Revolution’s most famous slogan—
is also deeply enshrined in the German constitution. In 2012 the FCC said:

A necessary condition for the safeguarding of political latitude in the sense of the
core of identity of the constitution... is that the budget legislature makes its deci-
sions on revenue and expenditure free of other-directedness on the part of the bod-
ies and of other Member States of the European Union and remains permanently
‘the master of its decisions’. (Germany, FCC 2012, Rn 109)

Reference to the European (or a new eurozone) Parliament will not help move the
red lines drawn by the court, since then another core democratic principle would have
to be invoked: that of ‘one man, one vote’. The vote of a Maltese citizen carries more
than 11 times more weight than that of a German in European elections. In a parliament
with such far-reaching powers, this imbalance would no longer be sustainable. This is
another point already made by the FCC in 2009 (Germany, FCC 2009, Rn 280): ‘the
European Parliament is not a representative body of a sovereign European people. This
is reflected in the fact that it is designed as a representation of peoples in the respective
national contingents of Members, not as a representation of Union citizens in unity with-
out differentiation, according to the principle of electoral equality’.

If a truly democratic ‘one-man, one-vote’ European Parliament wanted to mirror the
national party proportions of smaller states at least somewhat, as it does now, the num-
ber of Members of the European Parliament would have to increase by a factor of 10, to
over 7500.

Even EU federalists would find such a system ludicrous. They would need a pan-
European party system in which voters would cast their ballots for parties whose lead-
ers were from different countries and spoke different languages. Parties would also
have to offer coherent, Europe-wide political platforms that offered clear alternatives.
But this would take decades, as would the more fundamental prerequisites: pan-Euro-
pean debates, pan-European media and thus pan-European public opinion or even
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some sort of ‘European identity’. Present trends point rather in the opposite direction.
Attempting to implement a radical political union in this environment, and hoping that a
European ‘demos’ miraculously appears, is putting the cart before the horse and threat-
ens a collapse of the Union as a consequence of overzealous overstretch.

Sovereignty and legitimacy issues

Last year, as many remembered Winston Churchill’s (1946) famous ‘Zurich Speech’, it
was noted that his vision of a ‘United States of Europe’ has been realised beyond
expectations, but also lost its allure. Churchill himself never thought that the UK would
become a full member of the United States of Europe. Margaret Thatcher strongly cam-
paigned to join the European Economic Community in 1975. And now it seems that the
UK (a majority of its voters) wants to leave the EU because of concerns that they are no
longer ‘masters of their own destiny’ (with national borders and national jurisdiction).
Similar concerns hold—and perhaps even more so—for other member states, such as
Greece or France.®

The EU’s 2017 White Paper (European Commission 2017, 24) is therefore right to
attach to its scenario of ‘Doing Much More Together’ the caveat of a ‘risk of alienating
parts of society which feel that the EU lacks legitimacy or has taken too much power
away from national authorities’. As long as the single market could be regarded as the
core of economic integration, mutual gains from trade and joint commitments, so-called
output legitimacy, sufficed. As the currency union now describes the ‘hard core’ of
Europe that requires further steps of ‘positive integration’, the situation is very different.
Now ‘input legitimacy’ is needed: the explicit consent of governments and citizens to an
agreed way forward which involves giving up national sovereignty. For this, the EU, or
at least the eurozone, will have to be able to exploit or develop two political resources:
legitimacy and solidarity.

Graf Kielmansegg (2016) defines these resources as follows (my translation):

The EU commands legitimacy resources to the degree to which the European
peoples award it the right, or at least do not dispute its right, to legislate on behalf
of all member states and their citizens. Solidarity resources are at the EU’s disposal
to the degree to which the European peoples are ready to accept or at least endure
redistribution at their own expense beyond the borders of the nation state.

Kielmansegg states quite correctly that the scarcity of these resources has been
gravely underestimated since the Maastricht Treaty and that these key resources have
now been exhausted, not least as a consequence of the euro crisis. The challenge of
legitimacy and solidarity has been ignored for too long. Now it has become both more
urgent and more difficult to overcome.

3 Pew Research Center (2016) found that unfavourable views of the EU are held by 71% in Greece and
61% in France (compared with 48% in the UK).
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Towards an ever more flexible Union

Until recently politicians, academics and the media on the Continent have held on to
the belief that the EU has always been a ‘political project’ and would necessarily lead to
‘ever closer Union” and finally to some ‘kind of United States of Europe’. However, the
existential crisis of the currency union should have proven that undertaking an economi-
cally dubious and risky operation as a ‘political’ project managed on the basis of political
criteria can all too easily lead to failure.

The Commission was therefore right to offer alternative scenarios in its outline of the
future of EU integration in the White Paper, including the options of ‘doing less more
efficiently’ and ‘those who want more do more’. The ‘ever-closer-one-size-fits-all’ pro-
ject has alienated many citizens from the EU (Wohlgemuth 2017). They see their lives
as regulated by a political machine that they cannot democratically hold accountable.
Political leaders in member states and EU institutions have started to acknowledge this
problem. Hence this year’'s Rome festivities and the Rome declaration were not marked
by exuberance, but by a healthy dose of realism and pragmatism.

Indeed there can and should be more flexibility—but mostly in fields outside the ‘core’
of the European project, that is, outside of the single market, the common trade pol-
icy and the common currency. However, even in these other areas (which include the
social union, tax harmonisation and the defence union), a ‘two-speed Europe’ is not the
most convincing form of flexibility. This model takes for granted that there is a common
destination agreed by all, which all members states want and will reach at some stage.
An ‘ever-closer-one-size-fits-all-sooner-or-later’ option is not really preferable to genuine
‘variable geometry’, where different countries—‘the willing and able’—engage in mutual
integration in different policy areas. These forms of cooperation could also be open to
non-EU members (e.g. single market access, foreign and defence policies, domestic
security, anti-terrorism). Europe would again live up to its motto: United in Diversity!

Conclusion

For the governance of the eurozone, political and economic divergence poses an enor-
mous problem that cannot be accommodated by legal ‘flexibility’. There has to be some
agreement on rules that are applicable to all members of the currency club. ‘Multi-
speed’ does not work here—there needs to be a much higher degree of economic and
political cohesion than one can find today. The problem is that there is no consensus
on a European monetary, fiscal and social model, and the legitimacy and solidarity
resources needed for a political or fiscal union have been exhausted.

Europe is at a crossroads. We have been hearing this since the foundation of the
European Communities, but this time the metaphor is more justified than ever. In the
long run, ‘more of the same’ would work as little as ‘back to the beginning’. However,
easy escape routes are also blocked. Just one thing seems clear: there is no convoy of
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28 (or soon 27) member states willing or able to rush towards any ‘political union’ desti-
nation scenario. This may be regrettable, not least for geopolitical reasons. In terms of
more modest steps forward, it would be welcome if at least some of the reforms as laid
out in the ‘Five Presidents’ Report’ could help to stabilise the eurozone. Realistically,
further steps of EU integration should be driven by, but limited to, as Churchill (1946)
said, ‘those who will and those who can’.

Open Access This article is distributed under the terms of the Creative Commons Attribu-
tionLicense which permits any use, distribution, and reproduction in any medium, provided the
originalauthor(s) and the source are credited.
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Abstract At present the biggest threat to the monetary union is posed by the anti-
European political parties. These parties call for their countries to leave the union. They
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Introduction

The crisis within the monetary union is now a political one, the economic crisis having
ended in 2012 when the European Central Bank (ECB) introduced a de facto guarantee
for euro-area bonds (the Outright Monetary Transactions programme). The ECB thus
eliminated the problems encountered by the peripheral economies (i.e. Italy, Spain and
Portugal) in financing their sovereign debt, with Greece being an exception and a spe-
cial case due to its extremely high levels of debt.

Currently, the greatest risk to the monetary union is political in nature. In the (semi-)
peripheral economies, where slow growth has resulted in high unemployment, we have
seen a sharp rise in support for parties whose programmes include leaving the euro
area. Two such parties are the French National Front and the Italian 5-Star Movement.
If economic growth in these economies remains slow—and the unemployment rate
high—these parties may come to power and carry out their threats.

Accordingly, the principal challenge for the monetary union now is to increase eco-
nomic growth in the periphery. In this regard, the ECB has already done everything it
can, by guaranteeing government bonds, reducing long-term interest rates and flooding
the banking sector with liquidity. It is now up to the politicians to capitalise on the space
that has been created for reforms by the ECB.

The problems of the periphery take two forms: the quality of the banks and the level of
competitiveness.

Undercapitalised banks must pay lower
dividends

One of the main causes of weaker economic growth on the periphery is that banks are
undercapitalised. This lack of capital, in turn, has four causes.

1. Non-performing loans Banks still have a high volume of non-performing loans on
their books from the crisis period. Overvaluing these creates additional costs and thus
reduces capital. According to the European Banking Authority (2016), the current vol-
ume of non-performing loans in the EU amounts to around one trillion euros, or 5.4% of
all loans. This very high ratio is due to the situation in the peripheral economies: roughly
45% of loans in Greece and Cyprus are categorised as non-performing, while for Portu-
gal, Slovenia and ltaly the figure is 15-20%.

2. Low profitability Banks also have problems on the income side. Poor economic
growth, especially in the peripheral economies, has dampened credit growth, while the
ECB’s policy of low interest rates is squeezing the margin in this sector. In conjunction
with the costs of non-performing loans, this meant that large banks in the euro area

68



EUROPEAN VIEW (2017) 16:67-73

achieved a return on equity of less than 6% in the second quarter of 2016. Their cost of
equity is estimated at 8-10%. In comparison, the return on equity in the US has been
around 9% for some years. Therefore, economic activity results have a significantly
lower potential for strengthening the capital position of banks in the euro area than they
do in the US.

3. Stringent capital adequacy rules Significantly stronger rules on capital adequacy
underpin the new regulatory environment created in response to the financial cri-
sis (Basel Ill). Since 2013 banks have been increasing the volume of capital they are
required to put aside with respect to their assets. This process will continue until 2019,
making capital a scarce commodity.

4. Payment of dividends If a bank’s situation is sound, the usual course is to pay out
profits to its shareholders. Where the situation is less sound, however, profits should be
used to strengthen the bank’s capital adequacy instead of paying the shareholders a
dividend. In many countries, this is not the case. For instance, according to the Bank for
International Settlements (Shin 2016, 3), Spanish and ltalian banks paid out 74 billion
euros in the form of dividends in the period between 2007 and 2014—more than they
spent on strengthening their capital cushion over the same period.

The lack of capital available to banks in the peripheral economies is hampering their
lending role. This applies in particular to business loans, since current rules require
larger capital buffers for them than for mortgages. Entrepreneurs’ poorer access to
credit is obstructing economic growth in these countries. Moreover, the preference for
mortgages at the expense of business loans creates a risk of future problems in the
real-estate market.

Putting the banking sector in order is a long-term process. Reducing the volume of
bad loans or the operating costs of banks will not happen overnight. One approach is to
ban dividend payouts by banks with insufficient capital. If the banks used these funds
to strengthen their capital rather than to pay their shareholders, they would be able to
spend significantly more on loans.

A ban on dividend payments by undercapitalised banks cannot be perceived as unfair
to shareholders. The ECB saved these banks by providing unlimited liquidity to them,
which allowed those that were embattled to pay their liabilities. Had it not done so, the
banks would have been liquidated and the share value would have dropped to zero.
Therefore, such a ban would constitute a fair tax on the shareholders of troubled banks,
effectively paying for the assistance rendered in the past.

The US implemented a similar measure after the crisis. The Federal Reserve car-
ried out robust stress testing of banks with capital-adequacy problems and restricted
dividend payments to one cent per share. For years this limited-dividend regime applied
even to such giants as Bank of America (until 2014) and Citigroup (until 2015). Restric-
tions on dividend payments significantly helped to revitalise the US banking sector,
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which subsequently succeeded in boosting the economy. The euro area should take
these measures as an example.

More even geographical distribution of job
creation

If the monetary union is to survive, investors have to be interested in creating jobs in all
countries. At present, this is not the case.

A competitive economy is one in which institutions and legislation allow private firms
to prosper and create jobs. Peripheral economies had been suffering from a lack of
competitiveness even before the introduction of the euro. The causes vary from econ-
omy to economy, with the most important being:

¢ low flexibility in the labour market,

* a poor business environment,

e over-regulated product markets,

¢ lengthy court proceedings, and

* alarge proportion of inefficient public companies.

Before the introduction of the euro, the modus operandi was to offset this competi-
tive deficit by devaluing the currency. A weaker currency makes a country’s exports
cheaper and its imports more expensive, thus helping the domestic business sector.
For instance, between the collapse of the Bretton Woods monetary system in 1973 and
the introduction of the euro, the Italian lira depreciated on average by 5.7% per annum
against the Deutschmark.

Such devaluation was no longer possible after the establishment of the euro area.
Problems did not arise immediately because the peripheral economies began to tackle
their low competitiveness by borrowing abroad. This was done by both the private and
the public sector: in countries where private-sector loans were dominant, real-estate
bubbles grew; in countries with predominantly public-sector loans, public debt rose
sharply.

However, these foreign resources were not used for investment to boost compet-
itiveness and in this way to increase exports and help repay the loans. Instead, the
real-estate market and social programmes swallowed these resources. Deficits in the
balance-of-payments current accounts nicely illustrate this development. They show
that by 2008 the peripheral economies were importing significantly more goods and ser-
vices than they exported. This was all funded by loans from the euro-area core coun-
tries. Greece and Portugal had a current-account deficit of more than 10% relative to
GDP, with Spain’s deficit just below that figure.
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These capital flows to the periphery ceased when the financial crisis hit in 2008. Thus,
the peripheral economies could not compensate for the deficit in competitiveness either
by devaluing their currency or by creating major deficits in their current account (i.e. bor-
rowing from abroad). Their problems then materialised as deep recessions and sharp
increases in unemployment.

These competitiveness deficits persist to this day in most peripheral economies. Sev-
eral years have passed since the financial and debt crises, and many euro-area coun-
tries have already recorded low unemployment. However, the situation in the periphery
is improving only very slowly. Greece and Spain still have rates of unemployment of
above 20%, while in ltaly, Portugal and Cyprus they remain above 10%. Young people
are especially affected as labour legislation protects employed people to the detriment
of those entering the labour market.

The result is clear: when investors are deciding where to create jobs, they do not con-
sider the peripheral economies (or some semi-peripheral economies, such as France)
because it does not pay to create jobs there. These economies have improved their
competitiveness little in recent years. The competitiveness rankings Global Competi-
tiveness Report (World Economic Forum 2016) and Doing Business (World Bank 2016)
show that these economies are trailing most of the other euro-area countries.

ECB policy is partly to blame for this situation. By guaranteeing government bonds,
the ECB has removed any market pressure for reforms. Nevertheless, it is quite true
that without the ECB, the euro area would not exist today. Doing away with bond guar-
antees is therefore not the way to combat the situation. Instead, measures should be
taken at the euro-area level to stimulate more geographically even job creation. These
measures must be systemic and not take the form of a transfer union. A transfer union
does not address the problem itself, merely its consequences.

Accordingly, it would be effective to create minimum competitiveness standards.
Some of these have already been outlined in the Five Presidents’ Report: Complet-
ing Europe’s Economic and Monetary Union (Juncker et al. 2015), which proposes the
establishment of independent national competitiveness authorities. Their role would
be to monitor whether wage trends reflect productivity developments and to propose
remedial measures if they do not. Establishing such offices, responsible for coordinated
activities, would certainly provide the right basis for reducing the competitiveness gap
between individual euro-area countries.

To achieve this, it is necessary to reduce imbalances between euro-area countries.
Developments in the balance-of-payments current accounts must be monitored, as this
is the most prominent external expression of competitiveness. This applies not only to
those countries with a deficit, but also to those with a surplus. For example, Germany
achieved a current account surplus of 8.5% of GDP in 2016, and the Dutch surplus was
one percentage point higher still.
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It cannot be disputed that the most competitive euro-area countries benefit from the
ECB'’s policy. It weakens the euro and improves their competitiveness in markets out-
side the euro area, at the expense of the periphery. Without the euro, their exchange
rate would be much higher, and they would most probably not be able to achieve high
current account surpluses and the associated low rates of unemployment.

The most competitive euro-area countries should permit faster wage growth as they
currently do not face any labour-market problems. They should also take advantage
of both the low interest rates and sound public finances to invest in infrastructure.
Higher wages, consumption and investment within the core euro-area countries have
the potential to boost the demand for products, services and labour from the periphery,
allowing periphery countries to breathe more easily. Lowering current-account imbal-
ances should therefore be part of the coordinated policy agenda for competitiveness.

However, it is questionable how seriously individual governments will consider the
recommendations of the competitiveness authorities. If the measures are purely advi-
sory, it is likely that they will remain only on paper. The enactment of certain stand-
ards in EU (or euro-area) legislation should be considered if the periphery’s job-creation
problems persist and the recommendations of these authorities are not implemented,
as was the case in 2012 with regard to the Fiscal Compact. The Five Presidents’ Report
includes this as a medium-term goal.

Conclusion

The monetary union brings great benefits through the reduction of transaction costs for
cross-border capital movements. At the same time, however, it requires responsible
behaviour from national governments. With no scope for devaluing the currency, bad
policies result in jobs being transferred to other EU countries. These bad policies are
already in place in the peripheral countries.

Job creation in the euro area must be more evenly distributed across the member
states. To achieve this, peripheral economies need to resolve their bank and competi-
tiveness shortcomings.

The situation in the banking sector is gradually improving as the economy grows.
However, a ban on dividend payments by undercapitalised banks could significantly
accelerate this process—such a ban helped heal the US banking sector after the crisis,
allowing it to support the growth of the economy now. On the European periphery, by
contrast, the banking sector is acting as a brake on growth.

Competitiveness can only be enhanced if legislation in the periphery is more closely
aligned with that of the core, so as to attract investors who are currently shunning these
countries. Peripheral economies are no longer able to resolve their competitive deficits
by devaluing their currency or by taking out unsustainable loans from abroad. These
countries must make their economies more attractive for investors. A good starting point
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would be minimum standards of competitiveness for individual member states, thus pro-
viding the basis for a coordinated competitiveness policy within the monetary union.

Banning the payment of dividends by undercapitalised banks and taking a coordi-
nated approach to competitiveness would be appropriate measures to help increase the
growth of these economies—and thus the right way to reduce the anti-European senti-
ment which constitutes the greatest threat to the future of the monetary union.

Open Access This article is distributed under the terms of the Creative Commons Attribution
4.0 International License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted
use, distribution, and reproduction in any medium, provided you give appropriate credit to the
original author(s) and the source, provide a link to the Creative Commons license, and indicate if
changes were made.
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Introduction

The future of the Economic and Monetary Union (EMU) is currently a hot topic. The suc-
cess of the EMU will to a considerable extent determine whether the EU succeeds in
fulfilling two of its core promises: prosperity and stability. This article argues that without
considerable changes to the EMU, its functional and existential weaknesses will impair
the EU’s ability to deliver prosperity and stability. This would ultimately jeopardise the
very existence of the EMU. | will start by singling out the most notable functional weak-
ness, which results in the suboptimal functioning of the EMU. The argument is made
that while this weakness does not per se endanger the existence of the EMU, it creates
severe challenges for certain member states and political friction between its members.
Next, | will explain the EMU’s existential weakness, which stems from the D/Y ratio. | will
also explain why—unless changes are made to the EMU and to the economies of the
member states—the next banking crisis could be fatal. The article concludes by arguing
that the euro-area member states must adopt and implement a policy programme (a) to
reduce their public debt, so as to cushion the impact of the next crisis, and (b) to sepa-
rate banks from their sovereigns.

Functional weakness

According to the optimal currency area theory, the euro area suffers from many weak-
nesses which impair its proper functioning (Mundell 1961). However, we must distin-
guish between functional and existential weaknesses. The two cannot be completely
separated, of course. Still, functional weaknesses constantly hamper the functioning
of the EMU, whereas existential weaknesses come to the fore only in crisis situations.
Broad academic agreement exists on the euro area’s functional weaknesses, the most
important of which is the linkage between the real interest rate and real inflation, a
dynamic which boosts upturns and deepens downturns. Other weaknesses, such as
low labour mobility and the slow adjustment of prices, are of secondary importance.

The real-interest-rate—real-inflation dynamic was highly evident before the crisis in the
euro area erupted. The countries of Southern Europe, also known as the periphery,
which had traditionally had higher inflation and interest rates than the core countries,
suddenly saw a remarkable drop in both. The low interest rates led to rapid private-sec-
tor credit accumulation in countries such as Spain and Ireland. In contrast, the only
country with serious public-sector indebtedness prior to the crisis in the euro area was
Greece. Low or negative interest rates in the peripheral countries boosted the cycle by
discouraging saving and incentivising investments and expenditure, much of which
went into real estate and created a bubble in Ireland and Spain. At the same time, how-
ever, the exact opposite was happening in the core countries. In Germany, very low
inflation encouraged saving, with these savings being channelled by the financial mar-
kets to the Southern peripheral countries, which offered higher financial returns (but
with low real interest rates for households and companies in those countries) (Storm
and Naastepad 2015, 15-20). This dynamic led to a rapid increase in price and wage
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levels in the peripheral countries. When less developed countries or areas are catching
up with more developed ones, it is normal for price and wage levels to increase, due to
the Balassa—Samuelson effect.! But in the peripheral countries, a considerable propor-
tion of the price and wage increases was not the result of increased productivity.

It is important to understand that the euro area is not the only monetary union suf-
fering from this dynamic. However, the rigidity of the labour markets in the euro area
caused the adjustments to price and wage levels to take longer and be more painful in
the aftermath of the euro crisis. In both policy and political terms, the dynamic is difficult
to mitigate, especially because it builds up primarily through the private sector. Politi-
cally it is challenging, to say the least, to try to slow down credit accumulation in the
private sector when the economy is growing and new jobs are being created. This is the
very same problem that has always weakened the effectiveness of, and the scope for,
Keynesian demand management. At a technical level, countering the problem requires
high-quality real-time data and a highly capable administration able to use regulatory
and fiscal policy to rein in the real-interest-rate dynamics (Odendahl 2014). Moreover,
even with those measures in place, it is difficult to establish whether growth is sustain-
able. Prior to the crisis, potential output calculations were grossly wide of the mark. For
example, Irish potential output prior to the crisis in 2007 was estimated at around -1
percentage point, whereas when it was recalculated in 2014 the output gap proved to
be more than +5 percentage points (Anderton et al. 2014).

As requested by the Eurogroup in April 2016, some work on this is being carried out
by the European Commission. However, it remains doubtful whether, using the current
methodology, potential output can be calculated in real-time accurately enough to base
controversial and politically costly fiscal-policy decisions on it. Time lags make it dif-
ficult to rein in real interest rates, since slow data collection and analysis mean that
policy decisions will always be taken many quarters later. With the further development
of economic models and data collection, there is hope that it will become technically
easier to counteract the real-interest-rate dynamic. Unfortunately, this does not lessen
the political challenge of trying to cool down an economy which is growing too quickly.
Moreover, the EMU still has to rely on political decisions instead of letting the economy
automatically restabilise itself. Political decisions on highly complex, uncertain and polit-
ically costly issues are a major source of political friction among the member states.

Another related problem is that overall labour mobility in the euro area remains low,
although new research indicates that it has increased (Ehmer 2017, 2). Mobility is cru-
cial to providing flexibility when asymmetric shocks hit. Optimal currency area theory
suggests that symmetry and flexibility are strongly connected: if the economies sharing
the same currency are not synchronised in terms of business cycle fluctuations, there
must be additional mechanisms in place that offer the flexibility to adjust (Natarajan

' ‘Countries with high productivity growth also experience high wage growth, which leads to higher real
exchange rates. The Balassa—Samuelson effect suggests that an increase in wages in the tradable goods
sector of an emerging economy will also lead to higher wages in the non-tradable (service) sector of the
economy. The accompanying increase in inflation makes inflation rates higher in faster-growing economies
than it is in slow growing, developed economies.’ (Investopedia n.d.)
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2010). In theory, labour mobility is one of the key ‘pressure valves’, yet in the euro area
only about 5% of the working-age population (20—64 years old) works in a member
state different from the one in which they were born (European People’s Party 2017,
10; Ehmer 2017, 2-3). Political reasons and structural constraints such as language,
culture, recognition of qualifications and rigid national social security systems make it
difficult to increase labour mobility sufficiently in the short term to have a major impact.

In a monetary union, adjustment of competiveness vis-a-vis other parts of the union
requires price adjustment, in which wage adjustment plays an important role (Ehmer
2017, 1-2). We must acknowledge that some very welcome reforms have been intro-
duced during the last five years. In the context of real-interest-rate dynamics, the most
important reform in many eurozone countries has been decentralising wage setting and
inserting crisis clauses into collective bargaining agreements, so as to introduce more
flexibility and thus regain price competitiveness if necessary. The importance of this is
highlighted by the Spanish experience, since the rigidity of Spain’s labour markets and
wage-setting procedures meant that wages continued to rise until unemployment hit
21.4% (European People’s Party 2017, 10; Villanueva 2015, 2).

The real-interest-rate dynamic is a tangible problem for the EMU because it deep-
ens busts and boosts booms, as well as causing friction among members. Yet it is not
an existential weakness. The most potent ways to address and mitigate its effects are
through measures to increase labour-market flexibility, encourage equity investments
rather than credit investments and remove structural obstacles to labour mobility.
Although all three are worthwhile goals, they are difficult to achieve and not without their
political drawbacks.

Existential weaknesses of the euro

The most severe threat to the long-term success of the EMU and the euro stems from
the interconnectedness in Europe of banks and their sovereigns,? combined with very
high D/Y ratios. As argued above, the euro crisis was not caused by public debt. Never-
theless, the high level of public debt arising from the recession and the crisis puts in
doubt our ability to handle the next banking crisis. Carmen Reinhart and Kenneth Rogoff
have argued that national public-debt crises and banking crises have been a common
problem throughout history, and that well-established policy options exist for dealing
with them (Reinhart and Rogoff 2009). According to their research, the financial crisis of
2008 was not a unique event in economic history, and we should not assume that it will
not happen again.

2 ‘The sovereign—bank nexus was one of the main amplifying factors of financial distress during the euro
area crisis. Banks’ difficulties affected sovereigns directly, through the bailout of troubled intermediaries,
and indirectly, through the impact of the disruption of lending on the economy. Sovereigns’ difficulties
affected banks’ ratings, funding costs, and balance sheets, while the recession worsened their lending port-
folios.” (Visco 2016)
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The interconnectedness of banks and states allows a crisis to spread from the for-
mer to the latter, and the other way around. If states had low debt levels, however, this
interconnectedness, while still perilous, would not be potentially fatal. That may sound
overly dramatic, but if we look at some figures, the alarmism becomes understanda-
ble. According to research by Reinhart and Rogoff (2009, 170), when a country experi-
ences a severe banking crisis, its real debt stock increases by about 86% on average.
In relation to GDP, moreover, the increases are even higher, because GDP normally
falls during banking crises. Naturally, it can be argued that their research is only partially
applicable to euro-area countries since these are all advanced economies. However,
if we look at the recent financial crisis, a crisis originating in and concerning advanced
economies, together with public debt trends in European crisis countries, the figures are
sobering. In general the results seem to be very close to Reinhart and Rogoff’s findings.

A country can try to solve its debt issues by reducing the amount of debt (D), or by
increasing GDP (Y). To raise its GDP, a country has two main options: implementing
structural reforms to increase the growth rate or increasing inflation. To reduce debt,
by contrast, a country can repay or restructure debt, make the central bank absorb the
debt or try to limit interest costs (Buttiglione et al. 2014, 77-81). Throughout world his-
tory, there is scant evidence of countries having grown out of debt (Reinhart and Rogoff

Figure 1 Government-debt-to-GDP ratio, 2007 and 2015, euro crisis countries
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2009, 289). This does not diminish the importance of implementing structural reforms,
since boosting growth and job creation, or increasing government efficiency, can hardly
be negative outcomes under any circumstances. However, we must recognise that we
should not rely solely on structural reforms, which also tend to take time to take effect.

The ownership of sovereign bonds in the EU is a huge obstacle to using any means
other than structural changes to lower the D/Y ratio. Sovereign bonds in Europe are
largely owned by each country’s own domestic banking sector. There are dramatic dif-
ferences between countries, but on average the domestic banking sector owns 57% of
sovereign bonds. This is considerably higher than the US equivalent of 45%, but what
is especially worrying is that in all the big euro-area countries this percentage is above
that of the US (European Political Strategy Centre 2015, 2-3). What makes this so con-
cerning is that it limits the options available for countries to deal with their debt levels.
For example, forcing losses on creditors through write-downs is not a realistic policy
option because it would jeopardise the domestic banking system (Figures 1, 2, 3).

What turns this problem into an existential weakness is the already high debt levels
shown in Figure 4, together with the limited scope for lowering debt-to-GDP ratios. If we
assume that Reinhart and Rogoff's research and the experience we have of the recent
crisis in the euro area are indicative of the effect the next crisis will have on public debt
levels, we can expect the next crisis to raise countries’ debt-to-GDP ratios by more
than 50% compared to the pre-crisis level. It remains questionable whether the markets

Figure 2 Sovereign debt held by domestic banks at the end of 2013 (as a percentage of total
government debt)
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Source: European Political Strategy Centre 2015, based on data from the European Banking Authority
and the Board of Governors of the Federal Reserve System. Reproduced with permission.
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Figure 3 Exposure of banking system to domestic government debt at the end of 2013 (as a per-
centage of own funds)
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Figure 4 Debt-to-GDP ratios in the euro area, 2007 and 2015
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would be willing to fund such an increase in public debt. For example, compared to the
current levels, ltaly’s debt-to-GDP ratio would be well beyond 200% and France would
find its ratio above 150%. Naturally, these are only back-of-the-envelope calculations.
However, the dangers associated with the situation should prompt member states to
adopt a strategic long-term plan to reduce their debt levels and separate banks from
sovereigns, so as to have the room to cushion the next crisis, which is inevitable. The
question is whether our democracies are capable of adopting and implementing strate-
gic policy initiatives, which are politically costly and divisive, to create space to cushion
the next banking crisis, since this approach will require years of considerable primary
surpluses.

Conclusion

This article argues that maintaining the status quo is not an option for the euro area due
to functional weaknesses which lead to the suboptimal functioning of the EMU and in
turn to political friction among members. Furthermore, far-reaching reforms are needed
due to the high D/Y ratios. These result in there being only limited room to cushion the
next banking crisis, which, history tells us, is inevitable. If debt-to-GDP ratios are not
lowered and banks are not separated from their sovereigns, the next banking crisis may
prove to be an existential threat to the EMU. Nevertheless, it is absolutely clear that,
rather than dismantling the euro, action should be taken to correct these weaknesses.

Open Access This article is distributed under the terms of the Creative Commons Attribution
4.0 International License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted
use, distribution, and reproduction in any medium, provided you give appropriate credit to the
original author(s) and the source, provide a link to the Creative Commons license, and indicate if
changes were made.
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Introduction

For all of us who believe in European unity, these are rather disquieting times. Euro-
pean integration has been thrown, together with so much else, into the confused caul-
dron of populist anger. Crises in a number of areas, from the economy to migration, and
from terrorism to turmoil in Libya and the Middle East, are filling the ranks of anti-estab-
lishment movements and casting a shadow on the future of our political systems. EU
institutions have never been so unpopular, and never in living memory have parties so
utterly opposed to the European project made such inroads into the mainstream. Britain
has voted to leave the EU and Donald Trump, the darling of all the EU’s arch-enemies,
is the new US president.

Amidst this perfect storm, there is no longer time for complacency about the European
project. The traditional European narrative based on the rhetoric of progress, openness,
ever closer union and the ever greater sharing of sovereignty has served us well for a
long and successful historical period. However, it has clearly lost traction with a sig-
nificant part of the European electorate, which is gripped by frustration, insecurity and
disarray. If we are to pursue the overarching aim of maintaining and hopefully strength-
ening a supranational order in Europe, we have a duty to recognise, before it is too late,
the historical exhaustion of traditional Europeanism, and to reinvent Europeanism for
the challenges of the new century. This article is a modest and necessarily incomplete
attempt to give a sense of the direction we could take. It is written with full awareness
that deep forces are driving the revolt against the EU, and that fixing Europeanism is
unlikely to be enough to thwart it. However insufficient it may be, it is necessary none-
theless, and we should put our minds and energies to it without further ado.

Traditional Europeanism and its limits

Traditional Europeanism has dominated European integration since the late 1950s. Its
founding event was probably the failure of the European Defence Community in 1954,
which led to the understanding that a one-shot transition to a federal Europe was politi-
cally impossible. The solution found was a specific mode of integration consisting of the
sharing of sovereignty within common European institutions in more and more policy
fields, starting with the fields necessary to create a common European market. It was
expected that integration in these fields would generate common problems and encour-
age integration in other fields, thus fuelling a self-supporting integration dynamic that
would one day culminate in the need for political federalisation. This is so-called neo-
functionalism: this peculiar mode of ‘round-about integration’ is a central component of
traditional Europeanism. It has great historical merits, as it has made possible signifi-
cant transfers of power to supranational institutions, while maintaining the reassuring
illusion that European states are still fully sovereign entities.
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Since the 1990s, however, the limits and flaws of neo-functional integration have dan-
gerously started to surface. First, its fundamental ambiguity regarding the final com-
petences and constitutional set-up of the EU has become less and less tenable as the
European project has become more openly political since the Maastricht Treaty. With-
out precise constitutional content, previously harmless slogans such as ‘ever closer
union’ and ‘more Europe’ have left pro-Europeans open to the accusation that they are
ultimately struggling to unify the continent within a state-like polity, with little autonomy
left for member states. Supporters of integration have done little to correct the impres-
sion that they consider the transfer of more and more powers to the European level to
be an end in itself. Second, a technocratic sense of inevitability has been disturbingly
attached to neo-functional integration, often conveying the condescending impression
that political opposition to any integration initiative could only be due to technical igno-
rance or to dangerous nationalistic tendencies.

A second, related, component of traditional Europeanism seems to be its tendency to
conceive European integration as a process of state-making, as opposed to a genuine
process of federalisation. Evidence of this tendency can be found, for example, in the
often displayed preference for centralisation, harmonisation and detailed regulation that
is clearly not in line with well-conceived federalism. Authentic federalism would require
the centralisation of very few functions (e.g. foreign policy, defence, the four freedoms
of the internal market) and the complete decentralisation of everything else, while tradi-
tional Europeanism proceeds through the ‘sharing’ of sovereignty in an ever-growing
number of policy fields. Hence the widespread impression that, in the EU, sovereignty
can potentially be ‘shared’ in virtually all areas of public policy, unlike in traditional fed-
erations, where the federal level has competence in a limited number of clearly enumer-
ated fields. Further evidence is provided by the striking disconnection between EU
rhetoric and the cultures and traditions of Europe’s civilisation: the dominant cultural
trait of traditional Europeanism seems to be a vague celebration of diversity with pro-
gressive overtones that bears little resemblance to the historically grounded identities of
Europe’s nations and regions." On the contrary, a federation would find its ultimate rai-
son d’étre precisely in the preservation and celebration of such identities, as opposed to
in the exaltation of abstract ideals such as progress, equality, diversity and openness,
however commendable they may be.

Recent political developments have confronted us with the unmistakable return of
identity politics all over the world. This is no longer the rational identity of appeasing,
cosmopolitan ideals, but the stormy identity of nations, language and historical memory.
It is imperative that the European project reconnects itself with the resurging identities
of its nations and regions, or it will seal its own downfall.

' This point allows us to signal an important distinction between what is here called traditional European-
ism and the Europeanism of the Christian Democratic founding fathers. The latter influenced the very first
steps of integration: it was broadly federal in outlook, deeply attached to the cultural heritage of Europe’s
civilisation, and very respectful of national and regional autonomy. The former has lost sight of much of this
wisdom.
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A leaner Europe for the new century

After years in denial, parts of the European establishment have started to recognise
that, notwithstanding the abysmal disregard of many Eurosceptics for basic facts and
the norms of civility, certain aspects of traditional Europeanism do play into their hands
when they attack the EU as a distant, bureaucratic and centralising entity with little
respect for national differences. During his campaign for the presidency of the Euro-
pean Commission, Jean-Claude Juncker used a slogan to convey a sense of change:
the EU should be ‘big on big things and small on small things’. In the wake of his elec-
tion, the new president followed this up by drastically reducing the number of new regu-
lations proposed by the Commission, thus trying to curb the blatant over-regulation that
had grown up since the late 1980s, often beyond what was strictly justified by the needs
of the single market. Most strikingly, he declared in a speech last year that ‘we should
stop talking about the United States of Europe, because the peoples of Europe do not
want them. . . . Giving the impression that the European Union is on its way to becom-
ing a state does not get us anywhere’ (Juncker 2016).2 Repeated warnings by President
of the European Council Donald Tusk have also marked a clear break from traditional
EU rhetoric. For example, in his widely commented on letter to EU leaders ahead of the
informal European Council in Bratislava last September, Tusk wrote that ‘we will not
change the European Union into a single state’ and that ‘the institutions should support
the priorities as agreed among member states, and not impose their own ones’ (Tusk
2016). This is a clearly confederal vision of European integration that runs counter to
decades of ‘federalist’ discourse, when ‘more Europe’ was seen as the inevitable
response to current challenges. What could a leaner, more agile Europe look like then?

Some historical reference models for Europe’s future

Whenever we imagine the future of Europe, it is almost inevitable that we do so based
on some sort of reference model. As has been said, for a long time the implicit model of
traditional Europeanism seems to have been some variation of the nation-state, or at
best the contemporary US, a very centralised federation that long ago lost many of its
genuinely federal attributes.® This accounts for the emphasis on legal centralism and
the total harmonisation of national rules and standards (see Majone 2014, 110-12 and
285-9), which has been so widespread for the best part of the integration process.
Instead, it would be advisable to take as reference models much more decentralised
and multinational polities in the early phases of their history. The American or the Swiss
confederation, or even the Austro-Hungarian Empire as imagined by its best reformers,
are probably better models for a viable EU than any nation-state. Their examples tell us

2 This article was written before the Juncker Commission published, in March 2017, its important ‘White
Paper on the Future of Europe’. Thus, it does not refer to this document. However, signs of this change of
mindset are clearly detectable in the tone and in the five scenarios provided in the white paper, in sharp
contrast to the usual ‘ever more Europe’ rhetoric of the European Commission.

3 On the erosion of US federalism, see, for example, Greve (2012).
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that, politically and institutionally, Europe should be a group of largely autonomous enti-
ties subject to strong but very limited central authorities, primarily endowed with powers
of conflict resolution and arbitration, not with powers of minute management and
detailed regulation. These authorities should also administer, on a confederal or federal
basis,* a limited number of clearly enumerated policies, which should not go much
beyond defence, foreign policy, the enforcement of the four freedoms of the internal
market and the prohibition of state aids.? All other matters should be strictly reserved to
member states and smaller administrative units, with no interference whatsoever from
Brussels, as the secret of a well-functioning union of states is decentralisation and
respect for local freedoms and traditions. Only this clarity can end the present acrimoni-
ous situation in which everyone is responsible for everything and nothing at once, and
the EU administers endless spending programmes of little transparency and dubious
utility. The strictest subsidiarity should also apply to culture. The emphasis at the Euro-
pean level should shift from trying to promote an artificial European identity—often
based on abstract, progressive values that part of the European population legitimately
rejects—to rediscovering the cultural, spiritual and political foundations that made
Europe ‘united in diversity’ for almost a millennium before the European project appro-
priated the motto for itself. People should come to see the EU as a guarantor of their
national and regional identities, not as a competing cultural force with bizarre claims to
nationhood.

The biggest challenge: the euro area

The biggest challenges to a leaner Europe that can be rationally explained to its citi-
zens and is well-equipped for the new century admittedly come from the state of the
euro area. The euro was the boldest neo-functionalist experiment in the history of Euro-
pean integration, and it displays all the lights and shadows of traditional Europeanism
to their utmost. Its seemingly technocratic rationale—the need to eliminate price distor-
tions within the single market and to abandon a clearly dysfunctional system of mon-
etary cooperation among independent currencies—made possible an unprecedented
integrative step that transferred one of the traditional prerogatives of statehood to the
EU. However, the euro has also demonstrated the ultimate inability of neo-functional
integration to generate the political capital needed to unify the continent in accordance
with the model of statehood favoured by traditional Europeanism. In fact, as a conse-
quence of the euro crisis, opposition to the EU has surged to unprecedented levels.
A complex set of rules and controls has been adopted that has hollowed out national
budgetary sovereignty and introduced a rather intrusive form of co-management of
the national economies between national and EU authorities. Long-term plans for the

4 The opposition between confederalism and federalism is largely exaggerated in contemporary literature.
Virtually all historical federations started out as confederations and only evolved into more integrated poli-
ties when time and common practices had made it acceptable to their members and their citizens.

5 The extent to which economic openness within the internal market requires detailed regulation from Brus-
sels is certainly overplayed. Mutual recognition and regulatory competition between different jurisdictions
should, in general, be preferred to the imposition of a unique regulatory regime on the whole continent.
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viability of the euro also include an economic and a budgetary union, which would fur-
ther advance the EU on its way to statehood, albeit without announcing it too loudly and
in a purely neo-functionalist fashion. When one takes even a distracted look at political
trends in Europe, one must conclude that the strained edifice of EU legitimacy is likely
to horrendously crack—and probably collapse altogether—under the heavy weight of
this dense and intrusive integration. Honest pro-Europeans should admit that increasing
democratic controls at the European level is unlikely to make any difference, as it has
made little difference in the past, in the presence of far less intrusive initiatives. We are
dealing with a substantive problem of identity and political allegiance (which are still pri-
marily national). No procedural solution (e.g. no increase in the powers of the European
Parliament) can offer a credible way out. We are therefore left wondering under what
conditions a decentralised monetary union, in which member states can recover the
core of their economic and budgetary powers, could be sustainable. The subject is too
vast to be dealt with here with any accuracy. However, such a monetary union would
seem to require a profound restructuring of national economies in the sense of more
flexibility and a drastic reduction of public debt, which is not conceivable without radical
changes to our expensive welfare systems. It would also seem to demand a truly unified
banking system, integrated across national borders, and in which national banks have
no special bonds with national sovereigns, as well as a return to the strict no bailout
framework of the Maastricht Treaty, which was repeatedly broken during the crisis by
fiscal and monetary authorities alike. This also means that countries that lose market
access due to their profligate fiscal policy and high debt levels must be allowed to go
bankrupt and potentially leave the monetary union.

Conclusion

The challenge is daunting, but if a transition along the lines described above could
be accomplished, the European economy and the political integration of the continent
would move off on an entirely new trajectory. Reforms and debt reduction would breathe
new life into Europe’s stagnant economies, long enfeebled by an overdose of taxation,
bureaucratisation and regulation. And the whole continent would be reorganised based
on a new Europeanism that gave strong but clearly defined and limited powers to the
supranational level, while preserving Europe’s nation states as largely autonomous
communities. The density of the present integration model, which penetrates so deeply
into the flesh and bones of national laws and practices through pervasive regulations,
ubiquitous shared competences and detailed fiscal rules, must be greatly reduced for
good. Europe would become easier to explain and defend, and its benefits more visible,
especially in the presence of external challenges. If we are finding it difficult to explain
the present EU to our citizens and defend it from the assaults of Eurosceptic parties, it
is probably a sign that something is wrong with it. Let us try to change it before it is too
late.

Open Access This article is distributed under the terms of the Creative Commons Attribution
License which permits any use, distribution, and reproduction in any medium, provided the original
author(s) and the source are credited.
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Abstract The Libyan conflict is the result of a complex and controversial series of
developments, where local political events have been strongly influenced and driven by
exogenous factors. A dual set of conflicting interests can be found in both the Euro-Med-
iterranean and inter-Arab dimensions, with Italy and Turkey struggling against France
and Great Britain on one side, and Qatar being opposed by the United Arab Emirates
and Saudi Arabia on the other. Muammar Qaddafi’s regime, which was certainly not an
example of good governance and respect for human rights, was quickly swept away by
a conflict primarily fought by non-Libyan actors, which eventually caused the collapse of
the central institutions in Libya and the creation of dozens of local militias. The failure
of both local and exogenous ambitions has caused a crisis in which additional factors
have been able to influence the Libyan civil war, making the situation very opaque and
extremely difficult to solve.
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Introduction

When, in February 2011, a protest erupted in Benghazi, few were expecting that Libya
would see a phenomenon similar to that which had shaken Tunisia and Egypt in the
previous months. In late 2010 and early 2011, the Western media were quick to label
the events in Tunisia and Egypt an ‘Arab Spring’, making the assumption that they were
a sort of revolution against authoritarianism and dictatorship. Very few understood that
the roots of these protests were instead primarily driven by poverty and dignity, as a
reaction to the deteriorating social environment, to corruption and to the government’s
abuses (Hashemi 2013, 12). The trigger for the Tunisian revolt was the suicide of a poor
street vendor, who had been made desperate by the continuous abuses of the local
police, while in Cairo the protest started among the youngest members of the popula-
tion, who were upset by the corruption, the growing unemployment and the widespread
poverty. Few talked about democracy or freedom in their protests, while the vast major-
ity openly challenged the government, asking for dignity, employment and the possibility
of a normal life (Chulov 2011). To understand today’s Libya, one needs to consider the
roots of the recent developments there from a more pragmatic and analytical viewpoint,
thereby bringing to the surface the endogenous but also—and particularly—the exog-
enous factors which contributed to its making.

The roots of the Libyan crisis

The situation in Libya in 2011 was completely different from those in Tunisia and Egypt.
Despite being governed by an authoritarian leader, Libya’s relatively small population,
combined with its outstanding economic performance, granted a certain degree of pros-
perity to most of the population. The oil and gas industry was able to absorb most of
the skilled personnel in the country, allowing the rest to benefit from the profits. The
strict control over politics and security—ensured by a system of loyalty built over the
years through alliances, nepotism and money—enabled President Muammar Qaddafi
to maintain power for an extraordinarily long time. Spared in the conflicts with the US of
the 1980s and the 1990s, Qaddafi gradually normalised relations with the West and, in
the early 2000s, was welcomed as a triumphant head of state, revered by Europeans
and tolerated by the US (Mezran 2012). No significant underground opposition move-
ments were present in Libya in 2011, as popular dissent was limited to a few elements
among the diaspora. No one was expecting a protest or even a revolt in Benghazi in
2011, since it was assumed that Libya was one of the more stable states in the region.
When violence exploded in the streets of Cyrenaica, most European countries were
caught by surprise, and that is why they sent out ambiguous and confused messages.
Even Qaddafi was taken by surprise and reacted in a confused way (Ardi¢ 2012, 14).
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It was, however, soon clear that what was happening in the eastern region of Cyre-
naica was something different from a simple revolt, and more complex than merely local
insubordination. From the beginning, the coordinated series of actions, the availability of
a large quantity of weapons and ammunition, and the existence of a series of targets on
the ground clearly demonstrated the presence of a plan, something which is incompat-
ible with a simple riot. Another factor of fundamental importance has to do with the rapid
reactions of certain European governments, particularly those of France and Great Brit-
ain, which almost immediately supported the anti-governmental positions.

Massive global media coverage started to disseminate a narrative of the Libyan crisis
that was largely built on the idea of a violent government reaction to an attempt at a
peaceful popular revolt. The primary source of this narrative was the Qatari news net-
work Al Jazeera, which started broadcasting images of violence, destruction, rage and
death on a systematic basis, convincing the European public that a massacre had been
started by Qaddafi with the aim of ensuring the continuation of his power and privileges
(Al Jazeera 2011a, c, d, e). Most of the news stories which were systematically commu-
nicated to Western households described how Qaddafi’s air force was indiscriminately
bombing urban areas, creating thousands of civilian casualties. Thus the message was
that it was a massacre which had to be stopped at all costs, with the support of the
international community (Krauss 2011).

A reluctant NATO, and an even more reluctant US, was then involved in a short but
significant mission which targeted Libyan governmental assets on the ground, annihilat-
ing the local air force and stopping the advance of the loyalist forces on Benghazi. The
bombing quickly damaged Qaddafi’s defences, and he eventually left the capital, taking
refuge in Sirte, where he was born and from where his tribe originated. The rest of the
story is well known (Mezran 2014a). Qaddafi was eventually killed while desperately
moving from one place to another, refusing to surrender to an enemy that he had prob-
ably not even identified (Shanker and Schmitt 2011).

The role of Qatar, France and the United Arab
Emirates

What emerged in the aftermath of the Libyan crisis offered a completely new and differ-
ent perspective to the events which had led to the fall of Qaddafi and Libya’s collapse
into chaos. The revolts in Tunisia and Egypt, dictated by popular rage and provoked by
poverty and a lack of dignity, had led to the collapse of the traditional authoritarian sys-
tem in those countries. This had convinced Qatar of the need to implement a new strat-
egy in the region, based on the establishment and/or support of local moderate Islamic
political forces (Roberts 2011). This strategy was based on the assumption that only
through a transition led by Islamic movements could the Gulf monarchies resist—and
survive—the general trend of transition that was being observed by the Middle Eastern
powers. While Saudi Arabia had historically linked its protection and political survival
to the promotion of radical Islamist forces, such as the Wahhabis and the Salafists, the
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former Emir of Qatar—Hamad bin Khalifa Al Thani—preferred moderate and participa-
tive groups, such as the Muslim Brotherhood (Khatib 2013).

At the same time, former French President Nikolas Sarkozy was being persuaded by
his adviser Bernard-Henri Lévy (Lévy 2016) that there was a window of opportunity in
Libya to topple Qaddafi, which might open up a rich new market for both energy and the
defence industry (Jacinto 2016). Thus Qatar and France—with the collateral support of
the UK—combined forces (finances and military capacity) in an attempt to provoke a
major popular protest in Libya. Ironically, however, most Libyans refrained from joining
the riots, largely remaining passive bystanders, which thus allowed Qaddafi’'s troops to
reconquer most of the country in few weeks and to move quickly towards Benghazi to
crush the revolt and restore his power.

Facing an almost certain defeat, the rebels from Cyrenaica (composed of a mix of
civilians, former soldiers and religious organisations) requested the aerial interven-
tion of NATO (Brody 2011), which was eventually agreed upon, mostly because of the
narrative broadcast by Al Jazeera (2011b, 2016), which built on the fear of carnage
and violence by Qaddafi. The political environment that emerged from the collapse of
the Qaddafi regime was almost immediately characterised by the historical dualism
between Cyrenaica and Tripolitania, with a polarisation of interests that soon led to a de
facto division of the country.

The impossibility of promoting a concrete plan for national reconciliation eventually
led to the disaggregation of both the political and military powers and, with the rise of
city-militias and the fragmentation of alliances, to a chaotic and confused map of inter-
ests (Zenko 2016).

The rise of the Muslim Brotherhood, among many other Islamist forces, alarmed
Saudi Arabia and the United Arab Emirates (UAE), which have always considered
the lkhwan (from the Arabic, ‘brothers’) to be an existential threat to the survival of the
Gulf monarchies. However, with the death of King Abdullah on 23 January 2015, and
the subsequent appointment of Salman bin Abdulaziz as his successor, Saudi Arabia
entered a new and more moderate phase in terms of its attitude towards the Muslim
Brotherhood, leaving the UAE to lead the fierce opposition to the group in the region
(Cafiero and Wagner 2015). These events led to open support for Egypt and its new
president, General al-Sisi, and for Haftar, al-Sisi’s proxy in Libya. Haftar had been a
general under Qaddafi but defected during the 1987 Chad war, eventually moving to the
US. He re-emerged soon after the collapse of Qaddafi’'s regime and returned to Libya
with the aim of becoming its new strongman (Cafiero and Wagner 2015).

From this dualism, the Libyan crisis was dragged into its current dimension. On the
one side, Haftar accuses his opponents of being dangerous jihadists, thereby trying to
influence the already quite strong Islamophobic sentiment in the West (Ghanmi 2017).
On the other side, the heterogeneous Islamist forces of Tripolitania accuse Haftar and
his entourage of being Qaddafian restoration forces, whose aim is to topple the popu-
lar revolt which ended the authoritarian regime (Gaffey 2016). It is a chaotic situation,
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further complicated by the rise of dozens of local interests in villages and provinces,
where militias have been organised and equipped by dubious self-proclaimed military
commanders, and where organised crime has started to manage the flourishing busi-
ness of controlling migratory flows.

Thus what is still impeding reconciliation and the normalisation of the situation in
Libya is the outcome of this complex and articulated crisis, where personal and govern-
mental interests are interlaced at various levels, producing an explosive combination
which cannot be easily disentangled.

General Haftar's personal ambition is to govern Libya as a sort of new absolute
leader. However, Islamist forces are not willing to accept what they perceive as a purely
Qaddafian restoration of power, and are fiercely opposing Haftar's narrative and its
financiers in the Gulf (Saleh 2017).

Egypt is looking to influence Libya—through its support for Haftar—to chase the Mus-
lim Brotherhood out and prevent its local political consolidation, and is also hoping to
gain financial support from the UAE by doing so. Such support would offer the economy
a vital breath of life, which would help to contain what is almost certainly the worst eco-
nomic crisis in Egypt’s contemporary history (Wenig 2017).

The threat of Islamic State in Libya

Among the Libyan Islamist militias, the largest, most efficient and best organised was
undoubtedly the group known as Ansar al-Sharia. The organisation was formed during
the latter days of Muammar Qaddafi’s rule, by combining into a unified new entity most
of the existing Islamist militias that had chaotically emerged following the clashes of
2011 (Ashour 2015, 7). Ansar al-Sharia was organised around the activities of the chari-
table organisation Al Dawa al-Islah, which was known for its management of hospitals,
schools and public services.

The leadership of the group was firmly in the hands of Mohammed al-Zahawi until his
death in early 2015, which was probably caused by injuries sustained during clashes
(Gratrud and Skretting 2017).

The first major activity carried out by Ansar al-Sharia took place on 7 July 2012, in
Benghazi, when it burst upon the city in a convoy of about 200 armed off-road vehicles
and declared its intention to impose shariah on Tripoli. There is also good reason to
believe that Ansar al-Sharia planned and organised the attack on the US consulate in
Benghazi on 11 September of the same year, in which Ambassador Christopher Ste-
vens died (Reuters 2014).

The Islamist organisation never enjoyed great popularity in the territory of Beng-

hazi, even when it tried to develop a stronger bond with the population by providing
public utility and security services. The violent methods it adopted, its radical guiding
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principles and especially its ongoing attempts to impose shariah on a society which was
not particularly observant, led, in September 2012, to the Benghazi population revolt-
ing against the units of Ansar al-Sharia, forcing them to fall back to more remote inland
villages. With the departure of Ansar al-Sharia from the city of Benghazi, the other,
smaller Islamist organisations were gradually forced to dissolve or leave the city, often
reorganising themselves into smaller groups (Zelin 2015).

For much of 2013 and early 2014 the forces of Ansar al-Sharia did not represent any
real threat to the security and stability of Tripoli and Benghazi, as they were mostly
being sheltered in rural areas. It was General Haftar who revitalised and re-legitimated
the group, by launching a campaign against terrorism and jihadism that was based on
the assumption that all Islamist forces were part of the Al-Qaeda network.

Operation Dignity, officially launched on 16 May 2014, declared war on all organisa-
tions and militias politically hostile to Haftar, with the clear objective of gaining the sup-
port of Western countries and Egypt (Eriksson 2016). This move generated an almost
immediate reaction, that of the reunification of many Islamist groups, radicalising some
of them and promoting their partnership under the weak but functional umbrella of the
Shura Council of Benghazi Revolutionaries.! When in early 2015, Ansar al-Sharia’s
leader al-Zahawi died, his organisation gradually fragmented into smaller groups, led by
different commanders with quite heterogeneous backgrounds. A growing number of
clashes resulted in a divide appearing among the various groups, as some decided to
remain loyal to al-Zahawi’s original mission, while others opted to evolve towards even
more radical positions.

Within this complex crisis the first local affiliation to Islamic State (IS) emerged, mostly
composed of militias that had already fought with Daesh in Iraq or Syria.

The official constitution of the local Daesh component dates back to October 2014, to
the coastal city of Derna. This group almost immediately started clashing with other for-
mer Ansar al-Sharia groups, resulting in a new, long and painful period of violence. The
reaction of the other Islamist groups forced IS to withdraw from Derna and move to the
city of Sirte. However, even in Sirte, IS never significantly grew in size.

Nevertheless, a new narrative, built on the massive presence of Daesh in North
Africa, and its potential spillover to Europe through the flow of migrants, became cen-
tral to increasing support for the Cyrenaican strongman, General Haftar, who presented
himself as the last bastion against IS, asking for support and—particularly—for political
recognition (Sizer 2014).

The real defeat of IS in Sirte, however, came towards the end of 2016, thanks to the
role of the militia of Misrata, which was allied with the official government in Tripoli and

" Formed in 2014 as an organisation opposed to both the anti-Islamist Operation Dignity and the newly
composed Council of Deputies, the Council was mostly composed of Islamist militias afraid of being side-
lined by Haftar in the domestic political framework.
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opposed to both Haftar and radical Islamist groups. The fierce battle, which was fought
street by street in the coastal city where Daesh had established its local command,
resulted in a huge number of casualties on both sides, but eventually forced Daesh to
withdraw into the desert.

Conclusion

What has been generically defined as the ‘Arab Spring’ was, in fact, a series of
extremely different events which began unfolding in the Middle East at the beginning of
2011.

The Libyan crisis was completely different from the events which shook Tunisia,
Egypt, Syria and Yemen, as it was the result of a local political evolution where exog-
enous factors contributed to maximising the effects of the crisis. Libya has been subject
to a political experiment led by Qatar and managed by France (Black 2011), which has
sadly resulted in a real civil war in which a Pandora’s Box of long-repressed tribal inter-
ests has been opened (El-Gamaty 2016). The interests of the various political forces
which clashed, and are still fighting for predominance, have produced a narrative which
is often totally detached from the reality on the ground (Mezran 2014b).

The West has been intentionally misled into the usual reading of a conflict between
secular forces (the good side) and Islamist radical militias (the bad side), and has fallen
into the trap of interpreting the crisis in a monolithic way. In contrast, the local narra-
tive is based on the idea of a conflict between revolutionary and counter-revolutionary
forces, in a context where a huge number of different ideological and political groups
represent the mosaic of interests in post-dictatorial Libya. The threat from IS has again
been part of a manipulation of the local narrative, with the precise goal of supporting the
interests of one party over the other, in a zero-sum-game logic of conflict which is still
far from being solved.

Open Access This article is distributed under the terms of the Creative Commons Attribution
4.0 International License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted
use, distribution, and reproduction in any medium, provided you give appropriate credit to the
original author(s) and the source, provide a link to the Creative Commons license, and indicate if
changes were made.
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Abstract The rising terrorist threats in the region have compelled Morocco to enhance
the protection of its vast territory, long borders, 34 million citizens and over 10 million
visitors per year. Morocco’s comprehensive security strategy combines a wide range
of policies which link the improvement of the socio-economic situation to the capacity
to anticipate the risk of terrorism and the operational aspects of the strategy. Security
governance and the modernisation of the security forces, religious reform and the pro-
motion of moderate Islam, the involvement of civil society, and close international coop-
eration, including religious diplomacy, are all key to preventing terrorism and countering
extremism. Reforms to improve human security and to lift vulnerable groups out of pov-
erty and exclusion have contributed to enhancing sustainable security. An example for
many, Morocco still has a few big challenges ahead, especially to provide quality edu-
cation, both to ‘immunise’ the minds of the youth against extremism and to create jobs
so that hope can be restored to an overwhelmingly young population.

A. Bensalah Alaoui (D<)
Avenue des Princesses, Souissi, 10170 Rabat, Morocco
e-mail: ambaba37 @ gmail.com

103 4 Springer


http://crossmark.crossref.org/dialog/?doi=10.1007/s12290-017-0449-3&domain=pdf
http://crossmark.crossref.org/dialog/?doi=10.1007/s12290-017-0449-3&domain=pdf

EUROPEAN VIEW (2017) 16:103-120

Keywords Borders | Terrorism | Governance | Intelligence | Counter extremism |
Moderate Islam | Cooperation | Security

Introduction

Amid widespread regional conflicts and insecurity, the Kingdom of Morocco has suc-
ceeded in preserving its stability. The country has been spared the upheavals of Arab
revolts and the new wave of terrorism." The traditional security challenges facing
Morocco are being increasingly exacerbated by a new set of risks and threats that loom
heavily over the region. Securing a vast territory, with 34 million citizens, over 10 million
tourists, numerous sensitive strategic sites and a proliferation of events (national and
international economic and cultural events: conferences, forums, festivals, art fairs etc.)
offering a myriad of potential targets, seems a lofty endeavour. External terrorist threats
could build on the domestic vulnerabilities of a country where many angry and jobless
young people are being seduced by the extremists’ powerful propaganda, which offers
both money and the fulfilment of dreams. To deal with such a daunting challenge,
Morocco’s comprehensive security strategy combines a wide range of policies which
link the improvement of the socio-economic situation with the preventative capacity to
anticipate the risks of terrorism and the operational aspects of counter-terrorism work.

However, looking into all the aspects of Morocco’s global security strategy is beyond
the scope of this article. Instead it will focus on the various dimensions of the coun-
try’s comprehensive pre-emptive strategy to combat terror and counter extremism, from
the operational aspects of dealing with immediate potential terrorist threats to mid- and
longer-term solutions, and will conclude by discussing Morocco’s involvement in inter-
national security cooperation. Constantly adapting to the changing risks and challenges,
Morocco’s strategy is based on interrelated principles, values and national interests,
which inspire its main features and which will be briefly presented in the first section.

The principles, values and main features
of Morocco’s security strategy

The accession to the throne of King Mohammed VI in July 1999 was a turning point for
the kingdom with regard to democracy, respect for human rights and the rule of law.2
Not only were the ongoing reforms expanded and deepened, but new ones were initi-
ated to launch the king’s modernist democratic vision. It is thanks to the popularly antici-
pated reforms and King Mohammed VI's quick response to the 20 February 2011 youth
demands for more democracy and the rapid adoption of a new constitution that Morocco
was spared the Arab uprising.

" The Mediterranean security problem grew after Daesh surged to the East and towards the Sahelian bor-
der.

2 Educated and trained to rule the country, the king spent a year in Brussels becoming familiar with the
complexities of the European system, given that the EU is Morocco’s primary economic partner.
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The first characteristic of Morocco’s security strategy, which was elaborated under the
supervision of the king (who is commander-in-chief of all security forces), is its ambition
to be implemented in the framework of ‘the irreversible choice [of the kingdom] to build
the rule of law of a democratic State’, as noted in the first article of the preamble to the
Moroccan constitution. The values of solidarity, freedom, justice and human rights are
to be implemented across the security governance process. Accountability, transpar-
ency, the fight against corruption and good governance that is equivalent to higher inter-
national standards are to be implemented by enforcement agencies. This is perhaps an
original approach in a region where turmoil has given security priority over respect for
human rights.

The second characteristic of the security strategy is its holistic, multidimensional and
comprehensive approach, as underlined above, of which prevention is the cornerstone.

The third feature, the defence and promotion of moderate Islam and the fight against
extremism, stems from the specific character of the ‘one and diverse’ national identity of
Morocco, as defined in Paragraph 2 of the preamble to the constitution. The values of
openness, moderation, tolerance and dialogue pave the way for active cooperation.®

The fourth characteristic is linked to international and South—South cooperation,
which is critical to addressing the root causes of and recent trends in insecurity. The
fifth characteristic of the security strategy is its dynamic nature, which leaves room for
its determined leadership’s pragmatism and flexibility to adapt to rapidly evolving threats
and contexts. Last but certainly not least, the centrality of the Sahara question, as a vital
interest, is in line with the attachment of the Kingdom of Morocco ‘to its national unity
and its territorial integrity’, as stated in the first sentence of Article 2 of the preamble to
the Constitution. It is within the framework of ‘the advanced regionalisation to promote
the populations’ self-government’ (Article 136 of the Constitution), that ‘the Autonomy
Plan’ was implemented.*

Security governance to face potential immediate
terrorist threats?

External threats, domestic vulnerabilities

‘Since 11 September 2001, 168 cells have been dismantled, leading to the arrest of
2963 people and avoiding 341 attempts of planned terrorist actions’ (Le Matin 2017d).
Even if Morocco is spared the new wave of terrorism, security officials are concerned by

3 Morocco’s national identity is ‘forged by the convergence of its Arab—Islamist, Berber [amazighe] and
Saharan-Hassanic [saharo—hassanie] components, nourished and enriched by its African, Andalusian,
Hebraic and Mediterranean influences’ (Ruchti 2012, 3).

4 After much consultation with the political parties, Morocco proposed an ‘Autonomy Plan’, which UN Secu-
rity Council Resolution 1754 hailed as ‘serious and credible efforts made by Morocco to progress towards
the settlement’ of this question. These terms will be used by all subsequent UN resolutions related to this
subject’ (UN Security Council 2007).
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the threats looming over the region since Daesh was established in Libya and the inten-
sification of operations in the Sahel by Al-Qaeda in the Islamic Maghreb and local ter-
rorist groups.®

Moreover, although their numbers have considerably decreased, the Moroccan fight-
ers in Middle Eastern conflict zones and their potential return home are still a matter of
serious concern (Aujourd’hui 2017).% Indeed, of the 40 cells dismantled in 2015-16 in
Morocco, 36 were closely linked to Daesh. Of the 47 returnees arrested in 2016, 39
came from the Syria—Iraq conflict zones and the other 8 from Libya (Huffoost Maroc
2016). Aside from the risk of the return of trained terrorists, many of these Moroccans
hold emir positions with al-Baghdadi and could act as recruiters, targeting mainly the
poor, illiterate, jobless and fragile youth through their networks in Morocco.

Indeed, external terrorist threats build on domestic vulnerabilities. The diversification
of the terrorists’ profiles is gaining ground (Benhamou 2017). Moroccan youth are no
exception to extremist radicalisation, which seems to be a generational phenomenon
and one in which the ‘religious factor turned out to be very secondary’ (Ennaji 2016, 7).
The powerful Daesh propaganda on social media is increasingly attracting female jihad-
ists as well (Le Matin 2016d).

Securing the borders

For Morocco, securing the borders in this context is an imperative that goes far beyond
the obvious reasons of sovereignty. The attractions of Europe are only 14 miles away,
there is a hostile neighbour along the country’s eastern frontier and a turbulent buffer
zone in the southern Sahara, and the country has numerous ports and airports. So
another objective is to keep the activities of organised crime networks and foreign ter-
rorists, and weapons out of Morocco. The Algerian—Moroccan frontier is long and dif-
ficult to secure, although it has been closed since it was proved that the terrorist who
killed two people in a Marrakech hotel in 1994 had entered Morocco from Algeria. This
apparently hermetic barrier has turned out to be open to irregular cross-border trade
(Belkhodja 2015). Moroccans suspect Algerian officials of having allowed a massive
influx of sub-Saharan illegal migrants to flood the Moroccan territory in order to destabi-
lise the country and tarnish its generous new migration policy (Le Figaro 2017; Le Matin
2016c). Since 2013, over 43,000 undocumented illegal sub-Saharan immigrants have
been regularised on the basis of unprecedented solidarity, with the active support of
non-governmental organisations (NGOs) and the National Human Rights Council (Le
Matin 2016e). The bloody photos on the front pages of newspapers testify to occasional
assaults on the eight-metre-high wire fences of the Spanish enclaves of Ceuta and
Melilla. Eighty-seven assaults took place in 2014 alone, injuring many Moroccan police
officers (HuffPost Maroc and AFP 2015).

5 Morocco has been targeted three times by terrorist attacks: in May 1994, May 2003 and April 2011.

6 Since January 2014, the number of Moroccans fighting with Daesh has fallen to 865; about 100 are mem-
bers of Harakat Cham Al Islam and 52 of Jabhat Fath Cham (formerly Jabhat al-Nousra) (Aujourd’hui 2017).
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Moroccan security officials have solid evidence, after the dismantling of terrorist cells,
that many suspects and weapons enter Morocco through the Algerian border. This was
the case for the spectacular operation in El Jadida, where seven people, heavily armed
and on the verge of taking terrorist action, were arrested (Maroc Diplomatique 2017b).
Morocco has considerably enhanced its surveillance methods, and Algeria intends to
build a three-metre high wall all along the border.

The borders of the southern provinces are affected by the Sahara question, which is a
central element in Moroccan politics but far too complex for the limited scope of this arti-
cle. Morocco built a berm—a sand wall—in the mid-1980s along the southern part of the
Morocco-Algeria frontier, to protect the territory from the Polisario attacks.” In addition,
UN Security Council Resolution 690 proclaimed a ceasefire on 6 September 1991, cre-
ated the peacekeeping force MINURSO and established a 3.7 km-wide buffer zone
between Morocco and Mauritania. A haven for all sorts of smuggling networks and
‘products’ from cars and cigarettes, to arms, terrorists and migrants, this demilitarised
zone is obviously an area of numerous combined risks for Morocco. It is hoped that UN
Security Council Resolution 2351 (United Nations 2017) ordering the Polisario to with-
draw its armed members from this zone will reduce the tension which has prevailed
since summer 2016 (Le360 2017).8 Morocco has to maintain extreme vigilance over the
area to secure its trade with Africa. The kingdom must, above all, prevent terrorists and
arms from entering the country, and this has become especially important since 100
members of the Polisario joined Daesh. There is also increasing concern about the Tin-
douf camps, which have become a strategic base for the terrorist operations in the
Sahel of Al-Qaeda in the Islamic Maghreb (Medias 24 2017; Aujourd’hui 2017).°

Security governance

To deal with security challenges, the Moroccan Royal Armed Forces have been mod-
ernised and the governance of the police forces improved.'® In this upgrading process,
Morocco can count on close military cooperation with its strategic international partners.
Cooperation and training have expanded to new and sophisticated domains such as
cybercrime. Although the army’s mission does not normally include domestic anti-terror-
ism tasks, some of its troops participate in operation ‘Hadar—surveillance of city
streets—alongside the police force, which reassures as well the citizens. Anti-missile

7 The Polisario (the movement claiming independence for the Sahara) was constituted in Zouirate, Maurita-
nia, on 10 May 1973.

8 About 40 goods trucks and 100 cars travel daily along this road, which channels trade between Europe,
Morocco and Africa. Several Moroccan complaints have been addressed to the UN secretary-general
about this question. See among others, the letter attached to the secretary-general’s report S/2005/602;
24/02/2006 and Letter of the Moroccan Minister of Foreign Affairs to the Secretary-General on 10/04/2009.

® From an interview with Mr Abdelhak Khiame, chief of the Central Bureau of Judiciary Investigations, by
the French media France 24 Arabic TV channel.

10 Bilateral cooperation with the US is getting closer in this field, as shown in the agreement (August 2014)
allowing Morocco’s services to benefit from the Anti-Terrorism Assistance Program, a support programme
established by the US Secretary of State to train candidates in the fight against cyber-terrorism (Igmena
2016).
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devices are sometimes deployed to protect strategic sites, including major airports, as
in summer 2014, when Daesh targeted Morocco.

Ample restructuring/modernisation of the security forces was initiated in spring 2015
and complemented by an integrated action plan in 2016 (Maroc.ma 2015)."" However,
time is required to change the very culture of the sector in order to achieve strict respect
for constitutional principles and good governance by all actors.

A pivotal innovation reorganised domestic security under the command of a single
general director, targeting several implied benefits and more coordination (L'Opinion
2015).'2 The new strategy, focused on surveillance, relies on spotting the early signs of
potential disruption and social unrest. Networks of proxy agents keep an eye on new
inhabitants in suburbs and small rural villages (douars), sharing information in weekly
meetings. Particular attention is paid to extremist groups but also to lone wolves, who
are isolated and potentially led from outside via social media. Citizens are closely
involved with these endeavours. Vigilant neighbours keep an eye on empty short-term
rentals and report suspicious movements to the authorities.

More rational management has been adopted, and zero tolerance and ‘clean hands’
operations have been carried out. Severe sanctions, including against high-ranking
officers, are publicised to enforce accountability (Alami 2015). Enhanced means and
sophisticated equipment have been provided to the services. Education and training
have been upgraded across the system, and closer observance of ethical behaviour
has been imposed. Furthermore, a new organisation, composed of elite candidates who
have received high-quality training in legal and professional matters, has been created.
This new unit, the Central Bureau of Judiciary Investigations (BCIJ), was established in
Salé on 23 March 2013 and has been labelled ‘the Moroccan FBI’ by the media (H24 Le
Figaro 2015). A product of cooperation between the Ministries of Interior and Justice, the
BCIJ is meant to operate under the supervision of the general prosecutor, launching thus
a new modus operandi. Proximity, communication and efficiency are the three key con-
cepts of the action plan adopted in 2016, while intelligence remains a central pillar of the
strategy. The results published for 2015—16 illustrate the efficiency of the police force’s
modernisation process in fighting organised crime and terrorism (Le Matin 2016a). These
efforts are complemented by mid- and longer-term public policies to counter extremism.

Countering extremism: the reform of the
religious field

Initiated in the 1990s and accelerated in 2004, the reform of the religious field is a key
element of Morocco’s approach to fighting extremism and radicalisation. To that end,

" On 20 August 2015, a speech by King Mohammed VI underlined Morocco’s mobilisation against ter-
rorism and praised the outstanding work of the security forces.

2. Abdellatif Hammouchi was appointed on 15 May 2015 as general director of the national police, in addi-
tion to being the head of the Territorial Security and Intelligence Branch.
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the preservation of moderate Islam in Morocco, carried out through the actualised inter-
pretation of cultural and religious tradition, is important.

As Commander of the Faithful (Article 41 of the constitution), King Mohammed VI
contributes to the regulation of the religious sphere, leaving little room for overbidding.
Under his leadership, the national strategy seeks to further institutionalise the large
adherence to the Sunni ‘Maliki School of Islamic jurisprudence and the Ash’ari theologi-
cal tradition, both predominant in Morocco, [which] offer flexibility in reconciling religious
practice with the modern world’ (Center for Strategic and International Studies 2013,
2). The third pillar of Moroccan Islam is represented by the tradition of Sufism, which is
kept alive by religious associations and structures to help people ‘deepen spirituality . . .
[and] achieve inner security’ (Centre for Strategic and International Studies 2013, 2).

The regulation of fatwas is achieved through the creation of a single religious author-
ity, The Higher Scholastic Council, which has 80 local councils. The council often drafts
the Friday sermons, which are read in mosques across the kingdom. The reform of the
training of imams, under the supervision of the Ministry of Religious Affairs, has been a
central step towards securing Islamic governance. The curricula have been diversified
to include history, philosophy, comparative religion and foreign languages, in order to
promote open-mindedness and moderation. Opening up the field to women—morchi-
date—who can advise women believers has been another major innovation. The new
Mohammed VI Institute was opened in March 2015 to receive the increasing number of
candidates from Morocco and abroad. All graduates are trained to deconstruct extrem-
ist discourse and to perform social work.

The Mohammedian League of Islamic Scholars (Arrabita al-Mohammadia) carries out
academic research in Islamic studies through 15 centres across the country. It encour-
ages dialogue and interaction on websites, one of which is dedicated to children.'
‘2016 was a remarkable year for Arrabita Mohammadia des Oulamas and for Morocco
in its fight against terrorism and violent extremism’ (Morocco World News 2016). The
Arrabita launched an electronic platform called Ra’ed and a series of books titled Islam
and Contemporary Context that aims to deconstruct extremism discourse (TelQuel
2016). ‘Research on Islamic texts is indeed essential to fight extremism’ (La Croix
2016). The main challenge is to dispel the misconceptions about Islam, which prevail in
the West. Restoring Islam’s true message of peace also involves preventing and fight-
ing risky behaviours. This approach is necessary to correct, for instance, the negative
image of women, which is erroneously attributed to Islam. One must study all the texts
of the Koranic concepts to conclude that Islam condemns all kinds of violence against
women, insists Farida Zomorod (Le Matin 2016b). In 2014, the Studies and Research
Centre on Women’s Issues in Islam of Arrabita Mohammadia des Ulemas-Rabat-won a
prize for being the best research institute on women in the Muslim world.

3 The creation of Arrabita al-Mohammadia took place in the framework of the religious reform with various
functions, from research to restoring the true image of Islam and countering extremism to carrying out assis-
tance missions on the ground. For more information about this subject, please see www.arrabita.ma and
www.arrabitacademy.ma.
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Political monitoring of domestic Islamists by the government has also been skilfully
carried out. As political parties could not be set up on religious bases, the main islam-
ist movement was allowed to merge in the mid-1990s with an existing party under the
name of Justice and Development. The present prime minister belongs to that party
which ranked first in the November 2011 and October 2016 elections.

Beyond religious matters per se, a number of activities and festivals are carried out in
the economic, cultural and social fields to promote the true image of peaceful Islam, of
an Islam, which is ‘women friendly’.'* Great efforts are also being made, with the active
involvement of civil society and sports stars or celebrities, to fight all forms of radicalisa-
tion and propaganda within prisons. Attempts to better rehabilitate former prisoners are
also being undertaken (Le Matin 2017a).

The prevention of youth radicalisation is high on the agenda of the vast network of
Families Against Terrorism and Extremism. A platform has been developed to support
families, who are key to early identification of the signs of radicalisation. Interventions to
deconstruct violent discourse and help the youth reintegrate into society are carried
out.’®

Occasionally, Moroccan efforts have convinced extremists to revoke their views,
as has been the case for many detainees, including members of Salafia Jihadia, who
wished to join political parties. The most spectacular change of attitude was that of the
ideologist of extremist Salafism, Imam Al Fizazi, who went on to lead a prayer in the
presence of the King on 28 March 2014 (lragi 2016). These efforts complement the
long-term strategies to promote human security.

Addressing the root causes of sustainable
security

External threats can exploit domestic risks and vulnerabilities. The vast reforms
launched in Morocco at the turn of the century include the ambition to provide citizens
with a real stake in their own society through inclusive political and socio-economic
development to create jobs and enhance sustainable human security.'® Such is also the
ambition of the new sustainable and inclusive development plan for the Sahara region,

* The Ministry of Religious Affairs provides assistance to the women’s entrepreneur association, Asso-
ciation des Femmes Entrepreneurs du Maroc (AFEM), and the Pioneer Programme, which was set up to
help poor young women create their first company.

5 See Families Against Terrorism and Extremism (n.d.).
6 National and sectorial plans were established to build infrastructure, transport and communication links
and to expand offshoring niche, with some outstanding projects, such as the Tangier-Med port, the first

green car plant in the world established in Tangier's industrial zone by Renault, the TGV-high-speed train
service, planned to be operational in summer 2018.
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elaborated through a large consultation process, which proposes a new bottom-up,
community-based social pact dynamic (Morocco, Economic, Social and Environment
Council 2013). This model includes the project of the gradual integration of populations
returning from the Tindouf camps (in Algeria) and should protect the youth of this fragile
province. Over three decades, huge investments—seven times higher than the income
generated by local resources—have allowed the socio-economic progress of this region
to reach a human development indicator higher than that of the national average.'”

Some targeted programmes, such as the National Human Development Initiative,
launched in 2005, seek to lift vulnerable groups and territories out of poverty and exclu-
sion. This multifaceted approach, which has benefited 10 million people, is enhancing
social cohesion. It will be continued by a vast five-year programme with more equity and
considerable funding. (The National Observatory of Human Development Report 2005—
2016. Rmiche 2017; Le Matin 2017d).'® The objectives include restoring hope and dig-
nity for poor, illiterate young people, who are the first targets of Daesh’s active
recruitment.'®

In addition to this specific programme, a large number of NGOs, business and public
sectors, and universities, supported by robust bilateral cooperation, have taken the lead
in countering extremism and defending democracy, human rights, youth, women and
the most vulnerable groups. To fight radicalisation and secure the rehabilitation of for-
mer prisoners, initiatives are as well mushrooming. Combined efforts carry out concrete
projects for better vocational training to improve the employability of youth and correct
the mismatch between training and the needs of the labour market. Among numerous
innovative projects, Al lkram Lil Amal—Dignity for Hope—for instance, endeavours to
give a second chance to young drop-outs from poor backgrounds and to follow up on
their social reintegration.?° Citizens’ vigilance committees, such as Stop Terrorism
Praise, have set up tracking systems on social media to signal any promotion of hatred,
discrimination, violence or terrorism, and all illegal declarations, with the support of the
Human Rights Council.?!

However, affected by the conjunction of Europe’s crises, the region’s turbulence, the
downturn in tourism and remittances, and recurrent droughts, Morocco has not reached
the 6.5% GDP growth needed to foster youth employment.

7 Recurrent polemics take place about the natural resources of these provinces.

8 The National Observatory of Human Development Report 20052016 (Rabat) has not been published
but was included in Le Matin (Rmiche 2017; Le Matin 2017c).

'8 Fifty per cent of the population is under 25 years old. The diversification of profiles complicates the identi-
fication of potential terrorists.

20 This NGO is supported by Casal Dels Infants (a Spanish institution) and a French Technical School. See
Association Al lkram (n.d.).

21 Anti-terror laws have been developed since 2003. Praise of terrorism is severely condemned in Article
218-2 of the Penal Code.
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Enabling and immunising the mind: education
reform

Education and training is the cornerstone for socio-economic development and job cre-
ation.2? Along with culture, education is a powerful vector to give students the intellec-
tual tools they need to develop and maintain an open-minded, interrogatory outlook
(Rose 2015).

Strategic Vision 2015-30: For a School of Equity, Quality and Promotion is on track in
Morocco (Conseil Supérieur de ’Education de la Formation et de la Recherche Scienti-
fique 2015). The stakes are high. Global inclusiveness and quality should be seriously
improved by the generalisation of pre-schooling, more efficiency and better coordina-
tion. Enhanced vocational training, targeting qualified labour and middle management
positions, should offer better job opportunities, especially to satisfy the demands of
increased investment in sophisticated fields such as the South—South cooperation
brand-new joint China—Morocco project (Huffpost Maroc and MAP 2017). As well as
degrees in the national languages—Arabic, Amazigh and French—the education sys-
tem is adding ones in English and Spanish to its offering, to increase opportunities.?
The reform has also been extended to Islamic studies.

Enhanced international cooperation to fight
terrorism and extremism for a more secure
world

Morocco’s ability to look clearly into innovative questions and to develop new attitudes
has empowered it to renovate and diversify its strategic partnerships and to initiate
novel approaches, as with sub-Saharan Africa.?* Its stability, moderation and leader-
ship’s determination to embrace democratisation and modernity and promote moderate
Islam have made the kingdom a key partner for many in fighting terror and countering
extremism (Maroc Diplomatique 2017a).2°

22 Education remains the main problem in the Middle East and North Africa, where neither quantity nor
quality have been achieved.

2 Education ‘to citizenship’ is a programme conducted by the National Human Rights Council and UNE-
SCO, thanks to a textbook especially prepared to that end. See UNESCO & Conseil National des Droits de
'Homme. (2015).

24 These approaches include solidarity and unconditional aid for the least developed countries, a new
model for migration policies for African immigrants, and the choice of a green economy and renewable
energy, as shown by the success of ‘COP 22’ at the 22nd Conference of the Parties at the United Nations
Framework Convention on Climate Change.

25 Despite some occasional clouds, Morocco enjoys ‘advanced status’ with the EU and leads tight coopera-
tion with its member states.
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First, on the multilateral level, Morocco participates in international initiatives, such as
the Antiterrorist Committee initiated by the US and the Netherlands, and in AFRICOM.26
It is also part of the US-led international coalition which operates air strikes in Iraq and
Syria on IS positions and in the Saudi-led one to counter the Houthi rebellion in Yemen.
As a member of the NATO Mediterranean dialogue and thanks to a bilateral programme
with this institution, Morocco participates regularly in NATO’s military, humanitarian and
political commissions, and in its exercises to improve all aspects of military training.2”

Second, on the bilateral level, Morocco’s security cooperation has been considerably
intensified with some of its partners in order to fight terrorism and extremism.

This collaboration has allowed European countries to avoid several terrorist attacks
(L'observateur 2015). It is certainly ‘Moroccan-Spanish cooperation [which should be] a
model for the countries of the region’ in the fight against terrorism (Amrani 2017). Its
‘efficient results’ were hailed by the Spanish minister of the interior after the arrest on 26
May 2017 of 11 jihadists in Tangier and Barcelona. Of these, four were in Brussels on
the eve of the 22 March 2016 terrorist attack (Asmlal 2017).28 Regular press announce-
ments, both in Spain and Morocco, give a lot of visibility to the recurrent fruits of this
close cooperation, which extends beyond Morocco to embrace the Sahel region (Hal-
laoui 2017).

With France as well, cooperation is extremely efficient, even if it is not given the same
publicity. It is well known, for instance, that it is thanks to the information supplied by
Moroccan intelligence that Abdelhamid Abaaoud, the ‘brains’ of the 13 November 2015
combined terrorist attacks in Paris, was located.?®° Regular news reveals that the Moroc-
can intelligence services also work closely with their Belgian and other European coun-
terparts. Unfortunately, the early alerts they provide have not always been investigated
in time.®® This security cooperation has lately expanded to incorporate the religious
dimension.

Third, religious cooperation to counter extremism is high on the agenda. The training
of imams in Morocco is probably the service most requested by the country’s partners.
Religious cooperation international accords, mainly covering this issue, have been

26 |n this context, ‘African Lior’, the 14th joint US—Moroccan exercise in the south of Morocco, ended
on 16 April 2017. To improve interoperability in Africa, the US Army plans for US Marines to take Darija-
speaking Moroccan Arabic courses in Rabat.

27 Morocco benefited from 59 military operations in 2013 and 40 in 2012, mainly the demining of the
Sahara.

28 The four suspects were in contact with Yassine Al Attar, who was involved in the 22 March 2016 terrorist
attack on Brussels and who is the brother of Oussama Al Attar (Abou Ahmed, the coordinator of Daesh’s
operations in Europe).

2% He could be traced thanks to his family connections in Agadir (Morocco) and in particular his cousin
Hasna bint Ait Abou Lahcen in Paris.

30 Such was the case before the attack on the Berlin market in December 2016, for instance.
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signed with over 15 countries, with little publicity about this sensitive matter. This is the
case with France (September 2015) and Russia. Most of the others have been signed
with African countries during the king’s numerous visits in the continent.3' The Moham-
med VI Institute has expanded its capacity to deal with the increasing demand. Over
800 future imams, mainly from France and five African countries (Mali, Senegal, Ivory
Coast, Guinea and Nigeria) are now following either a two- to three-year-long course, or
a three-month one, depending on the wishes of their countries. The training pro-
grammes take into account the respective countries’ differences (Le Matin 2017e; Iraqi
2017).

In Africa, given the great number of Muslim countries on the continent; the rise of
extremism and of terrorist groups; and the strong religious legitimacy of King Moham-
med VI, descendant of the Prophet and Commander of the Faithful, promoting moderate
Islam seems appealing to many countries. Therefore, religious diplomacy has devel-
oped progressively as a new element in Morocco’s geopolitical soft power and contribu-
tion to African security (Tadlaoui 2015). The creation in June 2015 of the Mohammed
VI Foundation of the African Ulema (religious scholars) seeks to capitalise on common
fundamentals and coordinate and unify the efforts to promote a moderate Islam to coun-
ter religious extremism on the continent (Iragi 2017).

Morocco has in fact launched a new form of cooperation with the rest of Africa, much
beyond the well-known regular participation of the Moroccan military forces in peace-
keeping operations since 1960 (Le Matin 2015).%> More balanced, based on solidarity
and a new migration policy, it seeks to promote co-development, shared prosperity and
security. The National Human Development Initiative model analysed above, for
instance, has attracted an increasing number of Morocco’s African partners (Le Matin
2017b). The ‘Moroccan Strategy . . . is the example we look for’, declared US Under-
secretary of State for African Affairs Bisa Williams (Le Matin 2015). Beyond its tradi-
tional francophone partners, Morocco is reaching out to English-speaking African
countries as well.

Conclusion

Even if Morocco is often cited as an example in the fight against terrorism and extrem-
ism, the kingdom does not present itself as a model, given the magnitude of the chal-
lenge. However, some can learn from its expertise and experience, mainly from the
involvement of its citizens and civil society in enhancing security. It seeks to constantly

81 Among these are Mali, Senegal, Ivory Coast, Guinea, Burkina Faso, Nigeria, Sierra Leone and, more
recently, Tanzania. No real publicity has been given to this matter, as most of our partners prefer discre-
tion.

32 The following statement was made by Bisa Williams, in a seminar about security in Nouakshott (Mauri-
tania): ‘We greatly appreciate the Moroccan experience in all of Africa, especially in the Sahel, as Morocco
has endeavoured to ensure that other countries can benefit from its experience in the field of fighting vio-
lent extremism . . . and of training imams, notably in West Africa. . . . The Moroccan strategy . . . [which]
conveys a great message to the sub-Saharan countries, telling them they are welcome in Morocco, is the
example we look for.” (Le Matin 2015) (Author’s translation).
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fine-tune its approach and learn from events and from its partners. Moroccan officials
have on many occasions deplored the lack of security cooperation between Algeria and
Morocco when facing the rising terrorist threat in the region.

Morocco still has quite a few challenges to overcome to consolidate its security.
Indeed, the kingdom needs to successfully achieve all of the initiated reforms, especially
the provision of quality education and justice. To improve human security, the country
must in particular win the battles against poverty, disparities and corruption, which can
offer fertile ground for radicalisation. Above all, to create jobs and restore hope among
the young, Morocco has to improve its economic productivity and its education sys-
tem, as underlined recently by the World Bank 2017 Country Economic Memorandum
(Chauffour 2017).

To achieve sustainable stability and security, Morocco is actively working to reach
international recognition of its sovereignty over the Sahara. In that endeavour, the king-
dom’s security strategy will help the country to remain a safe haven for its citizens and
visitors. In the present regional turmoil, Morocco represents a valuable asset not only
for its strategic partners, but also for Africa’s future, especially since the kingdom joined
the African Union on 31 January.

Open Access This article is distributed under the terms of the Creative Commons Attribution
4.0 International License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted
use, distribution, and reproduction in any medium, provided you give appropriate credit to the
original author(s) and the source, provide a link to the Creative Commons license, and indicate if
changes were made.
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tion that will meet with the approval of all member states, there is a new momentum for
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ing to third countries to manage migration flows and reduce the number of irregular
migrants arriving in Europe. Nevertheless, there are serious constraints on its ambi-
tion. The EU has failed to offer its cooperation partners real incentives, while member
states have been reluctant to coordinate their initiatives and become involved, thus
undermining EU action beyond its borders. The result is slow progress and uncertain
partnerships. It is time to address these limitations and make the EU a reliable and
coherent regional actor, able to speak with one voice when addressing third countries
on migration. This calls for stronger foreign policy on migration at the EU level, the
deployment of a wide range of tools and incentives, and more committed member-
state support for EU action.
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Introduction

The EU is facing an unprecedented challenge on its southern borders. Instability and
conflicts in the neighbourhood region, coupled with poverty in some countries, have pro-
duced vast numbers of refugees and turned countries such as Libya into major corri-
dors for irregular migration. This is affecting Europe and destabilising its member states.
The EU has not yet produced an adequate response but has been increasing its efforts
since the Junker Commission identified migration as one of its main political priorities
(Junker 2014).

Despite the new friction and divisions within the EU caused by the migration crisis, all
member states appear to support both the fight against irregular migration and strength-
ened cooperation with third countries, measures that are considered crucial to the EU’s
internal-security objectives. Under the pressure of the migratory flows and the humani-
tarian crisis generated on its southern borders, the EU has sought to manage migration
by building partnerships with neighbouring countries. Nevertheless, this willingness has
yet to be translated into concrete results.

After setting out the issue, the article will discuss the two main factors that limit or
undermine EU action. The first is the failure to offer real incentives during negotiations.
The second is the lack of coordination and cohesion among the member states, which
still retain a dominant role in this field but are often reluctant to commit themselves.
Finally, the article will outline ways to move forward.

Migration as a key neighbourhood priority

That the EU is attempting to cooperate with neighbouring countries on security and
migration is nothing new. Nevertheless, such efforts gained new momentum in 2015,
when the EU experienced an unprecedented influx of migrants and refugees, together
with a temporary loss of control of its borders. The recognition that foreign policy is as
crucial as the domestic dimension for the effective management of migration is now
embedded in the EU approach. There is an awareness that, in an increasingly interde-
pendent world, immigration to Europe cannot be managed only domestically.

The launch of the European Neighbourhood Policy (ENP) in 2004 can itself be seen
as ‘the prime example of external policy being influenced by Justice and Home Affairs
issues’ (Wolff and Mounier 2011, 244). Migration is a priority field of the ENP, given
that the EU’s eastern and southern neighbours are both transit and source countries
of migration to the EU (Lavenex 2016). The European Neighbourhood Policy Review
in 2015 confirmed this, citing migration and security as key fields of cooperation
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(European Commission and High Representative of the Union for Foreign Affairs and
Security Policy 2015).

In addition to acknowledging the clear need to tackle the deep roots of the migra-
tion crisis affecting the neighbourhood region, the EU has developed a number of initia-
tives to strengthen dialogue with its partners and to jointly manage migration flows and
border controls. These initiatives are aimed at addressing the current emergencies (for
further analysis, see Garcia Andrade and Martin 2015). Fighting irregular migration, and
the associated smuggling trade, remains a priority with a view to the proper and orderly
management of immigration and the EU’s borders.

Engaging neighbours in migration management:
the toolbox

One innovative tool developed to encourage neighbours to collaborate with the EU on
migration issues is the mobility partnership.’ Launched in 2007 (European Commission
2007), the core concept of the partnerships is that they are incentive-based: enhanced
legal migration channels and mobility opportunities are offered to third countries in
return for their cooperation in preventing irregular immigration and ensuring border
security. This initiative has so far been offered to selected countries involved in the
ENP. This is in line with the Union’s desire to reinvigorate its relationship with neigh-
bouring states, and in this way to avoid the perception of a ‘fortress Europe’. The instru-
ment goes beyond purely security-based considerations. It takes into account some of
the partner’s concerns and requests, together with the need to offer incentives in order
to secure their involvement (for further analysis, see Reslow 2015; Lavenex and Stucky
2011).

Mobility partnerships can facilitate policy dialogue and operational cooperation, and
are intended to pave the way for stronger cooperation and binding initiatives. These
include readmission agreements? with third countries which, by easing the procedures
for returning irregular migrants, play a key role for the EU.

In 2016, migration pressure along Europe’s external borders remained high, with over
half a million illegal border crossings detected (Frontex 2017). While people in clear
need of international protection have the right to stay, irregular economic migrants
should be returned. In fact, fewer than 40% of the irregular migrants ordered to leave

" The EU has so far concluded nine mobility partnerships, namely with Moldova and Cape Verde (2008);
Georgia (2009); Armenia (2011); Morocco, Azerbaijan and Tunisia (2013); Jordan (2014); and Belarus
(2016).

2 The EU has so far concluded 17 readmission agreements, mainly with the Eastern Partnership countries
(Ukraine, Moldova, Georgia, Armenia and Azerbaijan), Russia and the Western Balkan countries. On its
southern shore, the EU is entangled in protracted negotiations with Morocco (based on a mandate dating
back to 2000) and has recently started negotiations with Tunisia, while talks with Algeria, despite a formal
mandate, have never formally started.
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the EU actually did so (European Commission 2015). The effective implementation of
the EU’s return policy depends on the willingness of third countries to take back their
citizens, and in certain cases even the irregular migrants who have transited through
their territories. Readmission agreements are therefore an essential part of the EU’s
effort to curb irregular migration—they ensure the success of EU expulsion policies and
act as a deterrent (for further analysis, see Cournil 2012; Cassarino 2010).

Despite the various initiatives introduced, the EU has traditionally had difficulties with
migration partnerships. To secure third countries’ cooperation in the fight against irregu-
lar migration, the EU needs to use its considerable leverage and a mix of incentives and
concessions. Unfortunately, the EU still lacks support from the member states, which
affects its capacity to comfortably play the role of negotiator.

When the carrot is not in the EU’s hand:
incentives matter

For many years the member states have engaged with other countries in dialogues and
cooperative initiatives on migration. The EU, on the other hand, has only taken on this
role more actively in the last decade. This has come about as a result of the progressive
integration of migration policy, which has been described as ‘shifting up and out of the
migration policy’ (Lavenex 2006).

Cooperative initiatives at the supranational level seek to allow the EU to speak with
one voice on migration (European Commission 2011b). Here it is assumed that the
EU’s potential as a negotiating partner surpasses that of any individual member state.
However, the EU is limited by the competences it enjoys in the field and by its frag-
mented migration policy. These aspects determine the tools it can deploy and the lever-
age it can use with third countries.

When negotiating, the EU is not always in a position of strength vis-a-vis third coun-
tries, which have less interest in controlling borders than does the EU. Europe’s gov-
ernments are strongly motivated to engage with the source countries to elicit their
cooperation in the fight against irregular migration. However, these countries rarely
make a priority of preventing irregular migration. Moreover, they have few incentives
to readmit irregular migrants. On the contrary, emigration can bring economic bene-
fits, such as the inflow of remittances or a lower unemployment rate. When it comes to
migration, third countries are primarily seeking opportunities for their citizens to move
to Europe. As EU member states retain important competences, first and foremost over
admission policies, the ‘tastiest carrots’ are not in the Commission’s hands (Hampshire
2016, 580). This undermines its credibility and leverage during negotiations.

Matters are further complicated by the divergence in member states’ views on the role

the EU should have in the source countries. Using visa-facilitation agreements as incen-
tives, the EU has successfully concluded a number of readmission agreements in the
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eastern neighbourhood (see Trauner and Kruse 2008). The EU had few concerns about
extending visa facilitation or granting mobility-linked incentives to nearby countries that
might, in the medium or longer term, join the EU, or at least enjoy visa-free regimes (De
Bruycker 2014). This approach has contributed to deeper cooperation on migration with
the eastern neighbours. In contrast, the EU encounters opposition from many member
states when it comes to concluding agreements with countries in the southern neigh-
bourhood and, as a result, visa-facilitation agreements either have not been offered in
exchange for readmission agreements or have been offered only after long negotiations
(after 10 years with Morocco and after 7 years with Turkey; see e.g. Wolff 2014).

The member states are mostly reluctant to become fully involved, especially when
it comes to specific concessions on legal migration and mobility; and they have their
own priorities, which can differ from those of the EU. Both of these factors limit the
‘EU’s options in terms of what it can offer partner countries in exchange for their much-
needed help in managing migration’ (Dimitriadi 2016, 2). Ultimately, it seems as if ‘the
EU as a whole has less to offer third countries in concrete terms.... Consequently, EU
(external) initiatives can only play a facilitative role in the sphere of legal migration,
which is an inherent limitation’ (Cholewinski 2011, 494).

The crucial role of EU member states

Despite the EU’s attempt to acquire a strengthened role and to establish a joint migra-
tion-management effort with partner countries, the role of individual member states
remains crucial. First, the intricate distribution of external competences linked to migra-
tion explains why most EU cooperation instruments with third countries involve both the
Union and its member states (Garcia Andrade and Martin 2015). Mobility partnerships,
for instance, which deal with various aspects of migration policy, are signed both by the
EU and by those member states willing to participate on a voluntary basis (in the form of
mixed agreements). The conclusion and implementation of these partnerships strongly
rely on the involvement of the member states, which propose the concrete projects and
are not always willing to offer something new (thus duplicating bilateral initiatives), or to
use their own incentives, especially in terms of legal migration opportunities.

Second, through international treaties or informal arrangements, member states
continue to be highly active in those fields in which they preserve exclusive or concur-
rent powers with regard to the EU (Garcia Andrade and Martin 2015). This is the case
with readmission agreements, where member states still conclude their own bilateral
deals, while asking the Commission to do the same and to include tougher clauses
(such as the contested clause that facilitates the readmission not only of the partner
country’s own citizens, but also of third-country nationals who have transited through
its territory) (European Commission 2011a). As an example, while the negotiations on
the EU-Morocco readmission agreement have yielded only protracted negotiations,
Morocco has signed several readmission agreements with member states, namely with
Germany, Spain, France, Italy, Malta and Portugal (Wolff 2015).
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The result is fragmented cooperation, where EU initiatives coexist with mixed or
purely bilateral approaches. This ‘a la carte’ behaviour of the member states weak-
ens the EU’s negotiating position and impairs the effectiveness of EU migration policy
(Maes et al. 2012, 59), resulting in slow progress and uncertain partnerships.

Moving forward

As underlined, the EU’s ambition to strengthen its migration policy through cooperation
with third countries is affected not only by its partners’ behaviour but also by internal
constraints. Progress is limited primarily by the EU’s competence in migration policy
and by the tools it has at its disposal to engage with partners in a joint effort to manage
migration flows.

One way to overcome this limitation would be to ensure that the individual bilateral ini-
tiatives undertaken by member states are better coordinated (e.g. by operating a quota
for economic migrants or circular migration/work schemes). This could be achieved by
gathering them together within a specific EU framework. Although the current emer-
gency has refocused attention on security-related matters and domestic concerns,
an effective migration policy should also include features related to mobility and legal
channels. Such a balanced approach is necessary to create real partnerships and to be
effective in the end.

In addition, the EU should offer incentives to third countries based on the com-
petences it enjoys in areas other than migration, for example trade policy and other
components included in the ENP. This would allow the EU to make greater use of the
leverage it has, also taking into consideration the fact that relying only on financial
incentives is unsustainable in the long term. However, such an approach could be prob-
lematic and generate criticism, especially if it were to give the impression that the provi-
sion of development aid is conditional on cooperation on migration issues.

Moreover, to secure the implementation of agreements, the EU should use a combi-
nation of positive and negative incentives—rewarding those countries that cooperate
effectively with the EU on migration management and ensuring that there are conse-
quences for those who do not (European Commission 2016). Retaliation measures by
the EU in cases of persistent and unjustified refusal of cooperation by a partner country
have been discussed for many years and proposed by the European Commission, but
rarely applied. This is partly due to the reluctance of the various EU institutions involved
to compromise their broader external relations on the grounds of inadequate coopera-
tion in the field of immigration. The EU should also use its leverage to insist on adher-
ence to human rights standards in partner countries.

Finally, while member states’ prerogatives and competences must not be interfered

with and their different geopolitical priorities must be taken into account, all mem-
ber states need to have a common position which clearly identifies the role the EU is
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expected to play and includes a commitment to all the initiatives developed at the EU
level.

Bilateral initiatives must be embedded in a comprehensive European strategy in order
to become of added value to the whole Union. Where member states have privileged
relations with third countries—for historical, cultural or other reasons—they should use
them to obtain fruitful cooperation for the EU as a whole. There is still a great need
for better coordination and synergies among the various initiatives at the EU and the
national levels, as well as a clear consensus on the EU’s goal and the tools it can use
to reach it.

The new migration partnership framework suggested by the European Commission
(2016) one year ago seems to move in this direction. With the new initiative, charac-
terised by a dose of pragmatism, the EU is seeking tailor-made migration partnerships
with selected key countries, with the intention of using all policies and instruments at its
disposal to achieve concrete results and reduce irregular migration. It is still too early to
assess whether this ambition will become a reality.

Conclusion

The EU is increasingly turning to third countries to manage migration flows and reduce
the number of irregular migrants arriving in Europe. All EU member states agree that
strengthening the foreign-policy dimension of migration policy is crucial for migration
management. In the last decade, together with the further integration of migration pol-
icy, the EU has acquired a stronger role in this field, developing new tools to cooperate
with neighbouring countries.

While the member states have given the EU the difficult task of establishing partner-
ships and agreements on migration with neighbouring countries, they have failed to
support EU action. National priorities have rarely converged, and member states have
been reluctant to become fully involved, especially when it comes to offering mobility
opportunities as incentives. The support and involvement of the member states are cru-
cial as they retain a decisive role and have competence concerning admission policies.

The result thus far is a big gap between intentions and the actual implementation of
a coherent approach to migration. Although the current migration crisis has given new
and greater importance to cooperation with third countries in the neighbourhood, it has
also highlighted that it is time for the EU to address its challenges.

Some member states are hesitant to take responsibility for the management of migra-
tion, relying on partner countries for solutions. Nevertheless, the role of the EU as
negotiator with and partner of the countries on its periphery is inexorably linked to what
happens within the EU itself. Better coordination between EU member states is essen-
tial not only for internal reasons, but also to increase the credibility of the EU as a relia-
ble and coherent partner, able to speak with one voice when addressing third countries.
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This calls for a stronger foreign policy on migration at the EU level, the deployment of
a wide range of tools and incentives, and more committed support from member states
for EU action as a whole. Only in this way will the EU be able to develop a credible, and
effective, strategy when cooperating with third countries.

Open Access This article is distributed under the terms of the Creative Commons Attribution
4.0 International License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted
use, distribution, and reproduction in any medium, provided you give appropriate credit to the
original author(s) and the source, provide a link to the Creative Commons license, and indicate if
changes were made.
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Introduction

European politics is in a mess, and many of the institutions and values that we have
learnt to cherish are being threatened by new and radical political initiatives. Aggres-
sive nationalism and right-wing populism have assembled an agenda that in the eyes
of many combines the worst ideas of the old-fashioned left and right. From the (paleo-)
left there is a distrust of open markets, free trade and international integration; and,
from the (paleo-)right there is aggressive nationalism or even racism, anti-feminism and
overall hostility to modernist individualism.

The cause of this new political ‘nastiness’ has been ascribed to economic phenom-
ena. Globalisation has brought benefits to the elites of rich countries as well as to the
rising middle class of formerly poor countries. In the jargon of economists, the positive
labour supply shock due to China’s modernisation has exerted downward pressure on
labour costs. This has contributed to sluggish wage growth in low-skilled tasks (Chus-
seau and Dumont 2012; Dabla-Norris et al. 2015). Of course, technology has probably
also contributed to the widening wage disparities. This combination of technological
advances and competition from Asian low-wage economies has, in many countries,
decimated traditional manufacturing jobs. According to many accounts, this disruption
of traditional communities has been the main source of discontent and has thereby con-
tributed to the ascent of populist and nativist politics.

At the same time, the public finances of many European countries are perennially
weak. Since 2008 this problem has been exacerbated by the financial crisis, but there
was a structural issue even before the long recession that began in that year. Economic
growth will to some extent alleviate this problem, but, as the European Commission’s
ageing reports have made clear, many European countries are in the danger zone of
fiscal unsustainability. The European working-age population started to shrink around
2010 and will continue to shrink for at least three decades to come (European Commu-
nity 2015).

In this article | shall argue a point that has been underemphasised in European politi-
cal debates. The point is that demographic change in the form of ageing can play and
has played a large, though indirect, role in the current European economic and political
malaise.

Supply-side policies are a rational response
to ageing

At some juncture in their histories, most successful societies reach a point at which
longevity is increasing while fertility is shrinking. This usually entails a deterioration in
the dependency ratio. There is nothing inherently wrong with this: longevity is some-
thing most of us like, and it is good that the global population is becoming more sta-
ble. Yet this transformation of the age structure implies a problem for public finances in
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countries with large public sectors. This is so because an individual’s net contribution to
the public purse varies considerably with age. We consume public services as children
and young people, contribute to them while working, and again become net consumers
of public resources when old. As the number of pensioners increases and the number
of working-age people shrinks, the public sector deficit inevitably increases, even with
unchanged policies and unchanged welfare entitlements. This is mostly due to two fac-
tors: the increase in demand for publicly provided and age-correlated health care and
elderly care services, and, of course, the consumption of pension assets.

There are differences between countries as to the severity of this challenge for the
public finances. The responsibility of the public sector for health care and elderly care
expenditure varies, and the same is true for pensions. In some countries, the provision
of pensions is formally a part of the general government finances, while in others it is a
private arrangement; it is also common that a basic pension insurance is publicly pro-
vided, which individuals are free to top up with additional private pension arrangements.
Be that as it may, it is generally true that the ageing population is affecting the sustain-
ability of public finances quite significantly in most European countries (European Com-
munity 2015).

The European working-age population, as measured by the number of 20—64 year-
olds, started shrinking in 2010 and this trend will continue until the 2050s (European
Community 2015). This downward trend is quite slight and, by itself, is an undramatic
supply-side shock. However, from the point of view of sound public finances, this trend
is significant. The European politicians who learnt their political skills in the decades
following the Second World War became accustomed to an economic environment in
which it was quite risk-free to increase public expenditure. The need to finance new
spending programmes was easily met when the work force was growing. This was the
(somewhat hidden) material basis for the economic optimism of the Keynesian era. We
know now that, from a demographic point of view, this phase of ambitious welfare poli-
cies was quite a special one. The large cohorts born immediately after the war were
active in the labour force, while life expectancy had not yet increased markedly. Thus
there was a lot of leeway for increasing public expenditure.

As this special phase is now definitely over, European welfare policies must adapt to
a more austere and constrained policy environment. In a demographically stable econ-
omy, there is no similar scope for increasing welfare entitlements and publicly provided
services such as education and health care. Furthermore, for many countries, the spe-
cific phase of transition to the new equilibrium poses an ‘extra’ policy dilemma, since the
large cohorts born after the Second World War will soon be old and retired.

With the workforce shrinking relative to the number of pensioners, the only sustaina-
ble way of stabilising the public sector’s finances is to increase the number of employed
individuals. In other words, reforms that increase the supply of labour become nec-
essary to ensure the sustainability of the public finances. Policymakers can, to some
extent, alleviate the pressure on public finances by increasing taxes or cutting expendi-
ture, of course. However, the scope for those two lines of defence is limited. On the
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one hand, tax increases that are acceptable to the electorate tend to be those that,
according to many studies, hamper economic growth. Welfare expenditures, on the
other hand, are quite solidly entrenched in the political preferences of the European
electorates. Therefore, the main policy reaction to the deterioration of public finances
must be an increased supply of labour. The severity of these policy challenges is well
emphasised by Boérsch-Supan et al. (2014).

The supply-side reform agenda

A rational reform agenda to increase the supply of labour consists of many elements
which to varying degrees have been adopted by policymakers in different countries:

* raising mandated retirement ages,

e trimming unemployment benefits and social security entitlements and introducing
conditionality and workfare to make it economically more attractive to work,

e reforming labour legislation and wage bargaining systems to reduce structural
unemployment, and

* encouraging work-based immigration.

Such policy measures are precisely what Europe needs to counteract the effects of
ageing. Those countries that have had the political will to undertake such reforms have
clearly reaped a lot of benefits, even during the economically difficult period since 2007.
The UK after Thatcher and Blair, Germany after Schréder and Sweden after the reforms
of the Reinfeldt administration (2006—2014) have exhibited robust employment growth
[see Délvik and Martin (2015) for accounts of the reform experiences of various Euro-
pean countries].

However, many such policies have probably also contributed to the political strength
of populist parties. More stringent unemployment insurance, for example, may be a
resourceful and adequate reform, but such reforms are resented by working-class vot-
ers, who are then more easily tempted by populist parties. Many European countries
suffer from high structural unemployment rates, meaning that unemployment seldom
falls below 6%—7%, even in economic booms. In these situations it is difficult to argue
for supply-enhancing reforms when there is ‘already’ a lot of domestic unemployment.
Economists can, of course, point out that according to standard economic models the
unemployment rate does not depend on the size of the labour force. Yet this is a compli-
cated expert argument and it is therefore politically difficult, even for responsible policy-
makers, to argue for supply-side reforms when unemployment is high. In Germany, the
justly celebrated Hartz reforms have led to strong employment growth and low structural
unemployment, but they also initiated a lasting decline in support for the Social Demo-
crats (SPD, Sozialdemokratische Partei Deutschlands). Instead of voting for the Social
Democrats, many frustrated working-class voters have set their hopes on new nativ-
ist and populist political alternatives such as the Alternative for Germany (Alternativ fur
Deutschland).
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No political prizes for good economic policy?

Moreover, of course, the aforementioned reform route regarding work-based immigra-
tion has become a politically delicate matter in many countries. For many economists
and policymakers, the idea of increasing work-based immigration is a well-motivated
and adequate way of tackling the problem of insufficient employment. Many probably
also believe that the political success of liberal immigration regimes ultimately depends
on whether the labour market functions well. If the answer is yes, immigrants will be
duly integrated into the host society and in the long run everybody will be better off
thanks to immigration.

The UK is an example of a flexible economy that has successfully tapped into the
European and international skills markets. Unemployment is now under 5%, and a large
part of British economic growth and employment growth can be ascribed to successful
immigration. Employment has grown healthily, at a pace of about 1.6% per year during
the last five years (2012—16) (OECD 2016). This is why the Brexit referendum result is
such a shock and, in the eyes of many commentators, has altered assumptions about
what is politically possible. | do not know of any economic analysis or other well-argued
document that would vindicate the idea that immigration has been an economic burden
for the UK. On the contrary, most serious economic analyses suggest that work-based
immigration has been beneficial for the UK’s economic growth, and that the net effect
has even been beneficial and probably will be beneficial for the public finances as well
(see UK Government, Office for Budget Responsibility 2015). Inasmuch as there have
been negative effects on domestic wages, these have been very small. Yet, against all
these rational facts, the British public has voted to leave the EU, and the main motive
is to reduce immigration. It is hard to tell to what extent the result was due to poorly
informed voters. It is also perfectly possible that they just do not like migration and are
prepared to pay the price for this dislike in the form of weaker economic growth and
weaker public finances.

Germany, with its flexible post-Hartz labour market, has been able to sustain a
moderate unemployment rate, even after the macroeconomic shock of 2008, in spite
of it being an attractive place for many migrants from both within and outside the EU.
Germany’s labour force has grown every year during the current decade, and so has
employment, albeit at a slightly slower pace than in the UK. Germany’s unemployment
rate is also under 5%, thanks to the muscular Hartz reforms undertaken from 2003
onwards. Yet even in Germany, with its obvious and almost splendid economic record
in recent years, a powerful wave of protest politics against immigration has emerged in
the form of support for the Alternative for Germany.

The same goes for Sweden, where, even during the long recession, employment
growth was quite satisfactory (from 0.5% to 1% each year), to a large extent thanks
to a liberal work-based immigration regime. The unemployment rate has clearly
declined since 2010. Yet even in Sweden, one can see that neither of the traditional
political blocs (the left and the right) now seems able to form a majority in the Swedish
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Parliament. Instead, the Sweden Democrats (Sverigedemokraterna), which is partly heir
to the Swedish neo-Nazi movement, has emerged as a party that at times competes
with the two biggest traditional parties.

Of course, it is difficult to present watertight proof of the major role of supply-side
policies in the success of populist policies. Yet this causal chain seems quite plausible.
More stringent unemployment benefits, higher retirement ages, and, first and foremost,
a steady increase in the migrant population are all rather plausible explanations for the
current political instability.

European welfare states and their fragile
finances

The British experience suggests that economic success is not enough to dissuade the
electorate from seeking unrealistic and nativist political alternatives, and that immigra-
tion can be rejected even when it functions reasonably well. If the same holds for other
European countries, this poses a policy dilemma for the financing of the welfare state.
As explained above, it is hard to see how the European welfare undertakings can be
adapted to meet the needs of an ageing society without a stringent supply-side policy
package that includes a dose of work-based immigration. If such policies prove politi-
cally unsustainable, then there are few good policy alternatives. In the long run, the
large and generous welfare undertakings typical of EU countries are not feasible if they
are not underpinned by quite ambitious and robust employment policies. Such policies
are possible and feasible in principle, but they do not leave much room for economic
mismanagement and irresponsibility.

Thus, the ageing problem and the transition to a new demographic pattern do present
a kind of litmus test for the feasibility of the European ‘social economies’. Many voters
liked the welfare state and the public pension system in the 1960s and 1970s when
both seemed to be easy to finance and neither demanded much sacrifice. As they now
presuppose stringent supply-side policies, and even an acceptance of much more work-
based immigration, their political feasibility is another matter. If this policy challenge
is not adequately dealt with, future historians will have to conclude that the (currently)
much-celebrated European welfare state was in fact only a temporary arrangement,
made possible by the special and provisional demographic structure.

The jury is still out on this question. We have mentioned the countries with suc-
cessful reform records, such as Sweden and Germany, but the travails of France
and ltaly—and even Finland, the Nordic outlier with an employment rate somewhere
between those of the Mediterranean and the Nordic countries—show very clearly how
difficult it is to build political support for effective labour market reforms that raise the
employment rate.
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Demography also constrains countercyclical
fiscal policy

On top of the long-term policy dilemma outlined above, demography also constrains
macroeconomic demand management. The state of European politics would be less
strained if the macroeconomic management of the financial crisis had allowed more
Keynesian reflation and less austerity. Many left-wing commentators have interpreted
the macroeconomic policy during the crisis as an outright ‘neoliberal’ attempt to roll
back the welfare state.

However, the sober truth is that the demographically constrained welfare state financ-
ing has also constrained ambitions for more Keynesian stimulus policies during the
crisis. Again, there is a difference here vis-a-vis the decades after the Second World
War. When the labour force was growing strongly, it was perfectly okay to assume
that economic growth would take care of the deficits incurred during economic slumps.
However, when the number of economically active workers and taxpayers stagnates or
shrinks, bold Keynesian demand management during a crisis becomes a much riskier
proposition. To introduce a policy of Keynesian stimulus and a deliberate increase of
the deficit, one has to show that this will generate an economic growth path on which
the increased public debt and public deficit will not place insurmountable pressures later
on. In times of low labour force growth, this is often surprisingly difficult. Any responsible
fiscal policy must therefore seek a compromise between fiscal consolidation and sus-
taining aggregate demand (see Kanada (2011) and Carnot (2014) for such analyses).

Thus, in an indirect way, the stringent demographic constraints have also constrained
countercyclical fiscal policy during this crisis. Following through with such a policy is by
no means impossible, but it requires a structural reform policy bold enough that today’s
deficits can be met with strong employment growth and thereby a growing tax intake dur-
ing the decades to come. For example, the Swedish administration of Fredrik Reinfeldt
and Anders Borg, after taking office in 2006, immediately introduced an array of struc-
tural reforms in order to boost future employment growth (see Délvik et al. (2015) for a
description of the Swedish reforms). When the crisis struck in 2008, there was enough
fiscal room to let the public balance deteriorate, and indeed Sweden ran a moderately
expansive fiscal policy during the subsequent recession. Thus, there is no contradiction
but instead a symbiosis between adequate supply-side policies and Keynesian demand
management. Keynesian demand management is only feasible in fiscally hawkish coun-
tries. This basic truth is not appreciated in all political circles, unfortunately.

Conclusion: Are economically sustainable
policies politically sustainable?

| have argued that the demographic transformation due to an ageing society is a major
factor behind the current political instability in Europe. It has made supply-side policies
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and large-scale immigration necessary policy orientations, but this has, in turn, encour-
aged the very political protest that, in the form of populist nativism, is now challenging
responsible economic policymaking. It has also limited the scope for expansive fiscal
policy during the long recession since 2008. Responsible economic policies for fiscal
sustainability have run into problems of political unsustainability.

There is no crystal ball that can reveal how these contradictions will play out in the
decades to come. Fortunately, the European economies are now solidly on a path to
recovery, with shrinking unemployment rates and fiscal deficits. The current challenge
of populism might therefore run out of steam. Sooner or later it will also become appar-
ent that the populist and nativist political parties do not actually have any solutions to
the fundamental economic challenges of our time. They have not sought public office
by wanting to dismantle the welfare states and if the European welfare states are to be
sustained there is no alternative to responsible economic management—even if this is
in the form of supply-side policies that at times may feel politically painful.

Open Access This article is distributed under the terms of the Creative Commons Attribu-
tionLicense which permits any use, distribution, and reproduction in any medium, provided the
originalauthor(s) and the source are credited.
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Abstract President Trump’s foreign policy remains paradoxical and as yet highly
uncertain. European leaders face the challenge of communicating both their interests
and values in ways that the new president will welcome. Thus far, practical discussion
combined with a personal connection seems the likeliest path to success. Ultimately,
the EU has the opportunity not only to partner with the US but to lead the way forward
based on the EU’s own fundamental commitments and values. Three important areas
this could affect are security and defence, climate change policy and global trade.
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Introduction

President Trump’s ‘America First’ doctrine is both fraught and paradoxical. Though it
invokes the isolationist politics of the 1940s, the doctrine, as Trump explains it, includes
few historical touchstones. And though it suggests a foreign policy based solely on
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American interests, it does so seemingly irrespective of traditional American values, val-
ues which have come to define the very American exceptionalism Trump has promised
to revive.

The US strike on Syria’s Shayrat airfield on 7 April—in response largely, it seems, to
President Trump’s moral outrage over the Assad regime’s use of chemical weapons—
only highlights this paradox. While many Republicans, Democrats and foreign leaders,
including those in the EU, praised the strike as an example of decisive action, critics
worried it could drag the US into yet another Middle East quagmire. Even longstand-
ing supporters such as Nigel Farage and Marine le Pen pointed out the inconsistency
between the strike and Trump’s campaign promise (though not always clear) to stay out
of foreign entanglements (Labott and Gaouette 2017). Harsher critics claimed the action
revealed the administration’s lack of direction or even coherence, giving rise to head-
lines like “‘The Emerging Trump Doctrine: Don’t Follow Doctrine’ (Baker 2017) and ‘The
Trump Doctrine was Written by CNN’ (Boot 2017). The White House communications
director himself reportedly told staffers during a brainstorming meeting on 9 April, ‘There
is no Trump doctrine’ (Goldmacher 2017).

One outstanding question following the April strikes has focused the world of politics
ever since Trump’s election: how to get through to the president. Perhaps the influence
of CNN and other news organisations is indeed pivotal. Certainly, the president makes
no secret of his relationship with Fox News programmes like Fox & Friends, Hannity
and Justice with Judge Jeanine. What does seem clear, at least, is that any approach
to the Trump team will only be successful insofar as it engages the ‘America First’ para-
dox: in other words, both the bottom line resulting from any deal with the US as well as
the underlying values buttressing the president’'s own ideology or intuition of American
greatness.

How to talk to Trump

One of the takeaways from an 8 February round-table discussion in the European
Parliament was the extent to which a bottom-line approach to President Trump had
improved the standing of countries like the Baltic states, Poland, Morocco and Saudi
Arabia, all of which had rightly understood, early on, the importance of bringing forward
clear and practical demands (European Ideas Network and Hudson Institute 2017).
Mexico’s Economy Minister lldefonso Guajardo demonstrated a similar awareness in
his March 2017 address to the Detroit Economic Club (Butters 2017). Chinese Presi-
dent Xi, in a recent state visit to Mar-a-Lago, seems to have parleyed very explicitly,
and with success, his nation’s influence over North Korea for more favourable status
regarding currency and trade (Trump 2017; Dickerson 2017).

Perhaps an even more specific, and instructive, example in this vein is that of Chan-
cellor Merkel and her team during their first visit to the White House, on 17 March.
Despite Trump’s apparent unwillingness to shake the chancellor's hand, and despite
his apparently handing her a ‘bill’ for overdue NATO contributions, the two leaders’ first
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meeting seems to have been an overall success (Vinocur 2017). Significantly, the pres-
ident has lately moderated his public criticism of NATO, the EU and Germany itself.
Indeed, Ilvanka Trump and the chancellor even seem to have hit it off; and the presi-
dent’s influential daughter travelled to Germany in the final week of April, at Merkel’'s
special invitation, to attend the W20 Summit.

This personal connection merely speaks to the broader point. Chancellor Merkel’s on-
the-record round-table discussion with the president on vocational training was notable
for two distinct themes: first, a clear demonstration of the specific benefits which Ger-
man investment and trade have contributed to the American economy; and second, a
focus on specific, personal stories of real Americans whose lives have been improved
by these contributions. Regarding the former, Chancellor Merkel cited 810,000 jobs
created in the US by German firms, along with foreign direct investment of over $270
billion. Her remarks were followed by those of leaders from companies like Siemens,
Schaeffler, BMW and Dow, all touting specific investments and US production fig-
ures. (Notably, the states singled out—South Carolina, Michigan and Ohio—all voted
for Trump in 2016, with Michigan and Ohio representing crucial swing states.) Also
included in the round-table introductions were two young graduates of successful voca-
tional training programmes: one from an IBM programme in Brooklyn, New York, the
other from a BMW programme in South Carolina. Each told an inspirational story of
skills training and expansive future possibilities. And it was the personal stories, in fact,
more than the impressive numbers, which seemed to make the deepest mark on both
President Trump and Vice-President Pence (The White House 2017).

The point here is to suggest that the president’'s agenda, and not just regarding Ger-
man vocational training, is likely to be guided both by hard, actionable numbers and
by the personal connections he develops on a particular issue—rather than, say, by
abstract theories, aggregate data or long-term projections. If this analysis is sound, it
could help to inform constructive approaches by European leaders, potentially affecting
several crucial policy areas.

Security and defence, handled diplomatically

One such area is security and defence. Even before the US election, NATO and EU
member states alike were feeling pressure to increase what have, in many cases, been
long-stagnant defence budgets. Even Germany, with a defence budget of only 1.2%
of GDP, has now committed to meeting its 2% NATO commitment by 2024. But these
frank discussions have not been without costs: fear remains in Germany, for example,
with elections scheduled this September, that the Socialists could use the prospect of
heightened militarisation against Merkel (Donahue 2017; Siebold et al. 2017). And at
an even deeper, European, level, the language of boosting defence capacity has called
into question long-standing EU priorities for diplomacy and development aid. President
Juncker and Chancellor Merkel themselves have both argued that the military is not,
and should not be seen as, the sole contributor to security (Farmer 2017).
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Unsurprisingly, by contrast, on the US side the Trump administration has proposed
significant long-term cuts, of up to 31%, to the US Department of State and the US
Agency for International Development, tilting even further an existing imbalance in
favour of the Department of Defense and signalling an even greater, and problematic,
militarisation of culture and policy (Schwartz 2017; Brooks 2016).

It is certainly clear that European countries must do more to pull their fair share of the
security load, both for their own sake as well as to convince the US not to ‘moderate’ its
own commitment to NATO, as Secretary Mattis suggested in Europe in February (Lam-
othe and Birnbaum 2017). Although a rising China and a belligerent, and nuclear, North
Korea threaten Europe less directly than they do the US and various US allies, this is
not the case for several other looming threats: from jihadist terrorism, from a revanchist
Russia, from a potentially nuclear Iran or from ungoverned cyberspace (Cohen 2016).

Despite this, however, it is not clear that Europe should abandon altogether its argu-
ments in favour of robust investment in diplomacy and aid as necessary parts of a holis-
tic security strategy. Indeed, this investment, in the form, for example, of new trust funds
for Africa and Syria, is providing resources important in addressing the root causes of
instability. But perhaps the case must be differently framed. For starters, as Michael
Benhamou (2017) pointed out in a February piece in Foreign Affairs, EU development
funds on the whole can and should be more strategically deployed in support of EU
goals and objectives, rather than those of individual member states or of the UN writ
large. This, indeed, is part and parcel of developing coherent EU foreign and security
policies.

Further, what must become clear from such a defence of EU soft power, vis-a-vis the
Trump administration, is what tangible, measurable difference such power is actually
making—and how it complements, rather than detracts from, ongoing US efforts. Ulti-
mately, the argument may need to include examples, at the level of personal anecdote
even, of how European development work, humanitarian aid, educational exchanges
and the like are serving to make Americans themselves safer and more secure. That is
to say, this family, in this district, is the reason we should accept refugees. The case of
this individual demonstrates the vital importance of international law.

Creativity in responding to climate change

Another major area where a nuanced approach could prove helpful is climate change.
While President Trump has at times seemed to soften his position on the Paris Agree-
ment since his election, his commitment remains highly uncertain. It seems unlikely he
will be convinced to take more serious action by scientific projections or by scathing
editorials. (In line with my general argument, Leonardo di Caprio may actually stand a
better chance—and Ivanka Trump better still—at changing the president’s mind.) What
may prove more constructive, however, is the approach outlined by Oren Cass (2017),
former domestic policy director for Mitt Romney’s presidential campaign: a positive, as
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opposed to a negative, approach to the whole issue, an approach focused on innova-
tive new solutions rather than worst-case scenarios. This kind of pragmatism would, for
instance, generally support fracking as an improvement over coal, and it would focus at
least as much on adapting to climate change as on preventing it.

A more localised approach may also be in order. In their 2017 book Climate of Hope,
former New York City Mayor Michael Bloomberg and former Executive Director of the
Sierra Club Carl Pope argue that top-down, Washington-based solutions to climate
change have ultimately contributed little to the overall reduction in greenhouse gases,
whereas tremendous progress has been made at the municipal level (Bloomberg and
Pope 2017). It is cities, after all, they argue, which produce by far the greatest share of
greenhouse gases—yet also, ironically, the places most equipped to implement ingen-
ious new solutions. It is cities which represent by far the largest percentage of world
GDP. And even more significantly, they argue, it is cities themselves, in the digital econ-
omy, which are now competing for talent—not the other way around—such that local
governments have strong economic and political incentives to push for cleaner air and
water and for more efficient buildings and public transportation systems.

The European Committee of the Regions could play a pivotal leading role here.
Reporting on its Conference of the Parties 22 Climate Summit for Local and Regional
Leaders, which gathered over 1500 local and regional leaders from around the world,
the Committee of the Regions touted initiatives such as the Global Covenant of Mayors
and stressed that ‘local governments surpass national government targets’—with ‘local
and regional authorities... responsible for executing around 70% of climate change
reduction measures and up to 90% of climate adaption actions’ (European Commission
2016; European Committee of the Regions 2016).

As just one case in point here, both Climate of Hope and National Geographic’s 2016
film Before the Flood (National Geographic 2016), featuring Leonardo di Caprio, high-
light the ongoing damage which rising sea levels are already inflicting on Miami, Florida.
The personal stories of Americans adversely affected by this phenomenon, in addition
to the stories of those innovators learning how to overcome it, may prove essential in
garnering real support from the administration. And it does not hurt, after all, that Miami
finds itself in a crucial swing state.

Trading on success: the opportunity for EU
leadership

Finally, when simple deal-making or inspirational anecdotes do not suffice, the EU will
still have an opportunity to appeal to President Trump in the name of global leadership.
Even if his intuitions on a number of issues remain forever antithetical to those of pro-
EU parties and citizens, Trump will value strength and leadership. He has built his pub-
lic persona and political career on being perceived in these terms.
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Thus, though President Trump has decried the negative effects of unfair trade policies
on American workers, it remains highly uncertain to what extent his own policies will be
able to generate long-term gains in American manufacturing. He has filled out his own
administrative team only slowly, for various reasons; and with major legislative hurdles
yet to be overcome with regard to tax reform and infrastructure, to say nothing of health
care, major new initiatives on trade will likely prove daunting. So far, the president has
focused on trade enforcement and on the renegotiation of existing agreements rather
than on new deals. Meanwhile, his protectionist rhetoric has already caused several US
partners, foremost Mexico, to begin looking to other markets (Beasley et al. 2017; Sum-
mers 2017; Webber 2017; AFP 2017a; Donnan 2017; Misculin 2017). At a global level,
the International Monetary Fund and the WTO warn that heightened protectionism (and
not just in the US) could impede or derail an otherwise favourable economic outlook
over the medium term (AFP 2017b; WTO 2017).

The EU, meanwhile, has recently ratified provisional implementation of the Compre-
hensive Economic and Trade Agreement with Canada. It is engaged with Mexico in
intensive talks over modernising the bilateral free trade agreement concluded in 2000
(European Commission 2017d). EU negotiations with Mercosur have also intensified,
and a deal is expected by the end of 2017 or early 2018 (Valero 2017). Talks with Japan
have reached a similarly advanced stage (European Commission 2017c). The EU is
set to begin trade negotiations with Australia and New Zealand (European Commission
2017a, b). And it is exploring a free trade agreement with the Association of Southeast
Asian Nations (European Commission 2017e).

In Asia, the Regional Comprehensive Economic Partnership, including both China
and India, is moving forward. Despite major ongoing challenges, China’s ‘Belt and Road
Initiative’ is projected to alter dramatically the infrastructure and trade patterns of both
Europe and Asia over the next several decades (Khanna 2017; Jun 2017; The Econo-
mist 2017). Even the Trans-Pacific Partnership has shown signs of struggling back to
life, despite the Americans’ withdrawal (Fuijii et al. 2017).

The lesson here is that world trade has not stopped, whether or not the US plays
a central role in shaping its course. US Congressman Paul Ryan (at the time not yet
Speaker of the House) made this point forcefully in a speech on the House floor in June
2015—well before Donald Trump’s election (US House of Representatives: Ways and
Means Committee 2015). With the new administration pulling back from pending nego-
tiations and seeking to renegotiate existing deals, the EU and China will have an even
greater opportunity to exert leadership in this area. If they get results—if they can actu-
ally sign and implement deals—President Trump may feel pressure to rejoin the multi-
lateral fray, simply because he will see US leadership, and his own leadership, as more
important in the long run than the margins of any particular balance sheet. Currently, he
seems to believe he can exert global leadership unilaterally. The EU, in particular, will
have a strong case to make for the inherent value of multilateral cooperation, especially
on trade, based on a fundamental commitment to international law. President Trump will
not want to appear to be following a trend.
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Conclusion

While it will remain essential for European leaders to make the case, in clear and practi-
cal terms, as to why this or that policy will benefit not only the transatlantic partnership
but the world order in general, there will be times when this approach may simply fall on
deaf ears. For regardless of the extent to which any given assets may outnumber their
corresponding liabilities, numbers alone will not inspire, will not elicit empathy, will not
speak to deep-seated national or cultural identities. President Trump has often been
dismissive of nitty—gritty or historical detail, but has shown himself deeply committed to
narrative per se. Even aside from his metanarrative of ‘American carnage’ and, under
his leadership, ‘American renewal’, it is clear that smaller-scale stories, human stories,
often shape his thinking. European leaders should partner with the new US president
fully prepared to engage his own idiosyncratic vision of American greatness—and fully
prepared to lead in their own right.

Open Access This article is distributed under the terms of the Creative Commons Attribution
4.0 International License (http://creativecommons.org/licenses/by/4.0/), which permits unrestricted
use, distribution, and reproduction in any medium, provided you give appropriate credit to the
original author(s) and the source, provide a link to the Creative Commons license, and indicate if
changes were made.

References

AFP. (2017a). Chile, China start talks to expand trade deal. Yahoo News, 11 April.
https://www.yahoo.com/news/chile-china-start-talks-expand-trade-deal-232858203--
finance.html. Accessed 13 April 2017.

AFP. (2017b). IMF warns against protectionism as Trump, Brexit loom. EURACTIV.
com, 21 April. hitps://www.euractiv.com/section/elections/news/imf-warns-against-pro-
tectionism-as-trump-brexit-loom/. Accessed 24 April 2017.

Baker, P. (2017). The emerging Trump doctrine: Don’t follow doctrine. The New York
Times, 8 April. https://www.nytimes.com/2017/04/08/us/politics/trump-doctrine-foreign-
policy.html?_r=0. Accessed 13 April 2017.

Beasley, A., McClean, P., & Wagstyl, S. (2017). Europe ponders Asia pivot to fend off
protectionism. Financial Times, 14 February. https://www.ft.com/content/52a46184-
ed5c-11e6-930f-061b01e23655. Accessed 16 February 2017.

Benhamou, M. (2017). The EU’s misplaced foreign aid: Why it's spending in the
wrong places. Foreign Affairs, 9 February. https://www.foreignaffairs.com/articles/

europe/2017-02-09/eus-misplaced-foreign-aid. Accessed 24 April 2017.

Bloomberg, M., & Pope, C. (2017). Climate of hope: How cities, businesses, and citi-
zens can save the planet. New York: St Martin’s Press.

147 @ Springer


http://creativecommons.org/licenses/by/4.0/
https://www.yahoo.com/news/chile-china-start-talks-expand-trade-deal-232858203--finance.html
https://www.yahoo.com/news/chile-china-start-talks-expand-trade-deal-232858203--finance.html
https://www.euractiv.com/section/elections/news/imf-warns-against-protectionism-as-trump-brexit-loom/
https://www.euractiv.com/section/elections/news/imf-warns-against-protectionism-as-trump-brexit-loom/
https://www.nytimes.com/2017/04/08/us/politics/trump-doctrine-foreign-policy.html%3f_r%3d0
https://www.nytimes.com/2017/04/08/us/politics/trump-doctrine-foreign-policy.html%3f_r%3d0
https://www.ft.com/content/52a46184-ed5c-11e6-930f-061b01e23655
https://www.ft.com/content/52a46184-ed5c-11e6-930f-061b01e23655
https://www.foreignaffairs.com/articles/europe/2017-02-09/eus-misplaced-foreign-aid
https://www.foreignaffairs.com/articles/europe/2017-02-09/eus-misplaced-foreign-aid

EUROPEAN VIEW (2017) 16:141-151

Boot, M. (2017). The Trump doctrine was written by CNN. Foreign Policy, 10 April.
http://foreignpolicy.com/2017/04/10/donald-trumps-incredible-shrinking-syria-interven-
tion/. Accessed 13 April 2017.

Brooks, R. (2016). How everything became war and the military became everything:
Tales from the Pentagon. New York: Simon & Schuster.

Butters, J. (2017). Nafta has room for improvement, Mexico’s economy minister says.
Bloomberg, 3 March.

Cass, O. (2017). The problem with climate catastrophizing. Foreign Affairs, 21 March.
https://www.foreignaffairs.com/articles/2017-03-21/problem-climate-catastrophizing.
Accessed 3 April 2016.

Cohen, E. A. (2016). The big stick: The limits of soft power and the necessity of military
force. New York: Basic Books.

Dickerson, J. (2017). President Trump: An interview on his first 100 days in office.
Washington, DC: Face the Nation. YouTube.com, 30 April. https://www.youtube.com/
watch?v=4YLKFyIRM9o0. Accessed 2 May 2017.

Donahue, P. (2017). Merkel rival questions NATO defense goals in anti-Trump stand.
Bloomberg, 10 April. https://www.bloomberg.com/politics/articles/2017-04-10/merkel-
rival-questions-nato-defense-goals-in-anti-trump-stand. Accessed 24 April 2017.

Donnan, S. (2017). American farm belt anxious about Trump trade threats. Financial
Times, 17 April. https://www.ft.com/content/96160542-1a18-11e7-a266-12672483791a.
Accessed 21 April 2017.

European Commission. (2016). Supporting local climate action worldwide: the Global
Covenant of Mayors moves to North America. 4 November. https://ec.europa.eu/clima/
news/articles/news_2016111401_en. Accessed 24 April 2017.

European Commission. (2017a). Countries and regions: New Zealand. Last updated
6 April. http://ec.europa.eu/trade/policy/countries-and-regions/countries/new-zealand/.
Accessed 24 April 2017.

European Commission. (2017b). EU and Australia one step closer to launching trade
negotiations. 6  April.  http://trade.ec.europa.eu/doclib/press/index.cfm?id=1643.
Accessed 24 April 2017.

European Commission. (2017¢). EU and Japan conclude 18th round of trade talks.

10 April. http://trade.ec.europa.eu/doclib/press/index.cfm?id=1649. Accessed 24 April
2017.

148


http://foreignpolicy.com/2017/04/10/donald-trumps-incredible-shrinking-syria-intervention/
http://foreignpolicy.com/2017/04/10/donald-trumps-incredible-shrinking-syria-intervention/
https://www.foreignaffairs.com/articles/2017-03-21/problem-climate-catastrophizing
https://www.youtube.com/watch?v=4YLKFylRM9o
https://www.youtube.com/watch?v=4YLKFylRM9o
https://www.bloomberg.com/politics/articles/2017-04-10/merkel-rival-questions-nato-defense-goals-in-anti-trump-stand
https://www.bloomberg.com/politics/articles/2017-04-10/merkel-rival-questions-nato-defense-goals-in-anti-trump-stand
https://www.ft.com/content/96160542-1a18-11e7-a266-12672483791a
https://ec.europa.eu/clima/news/articles/news_2016111401_en
https://ec.europa.eu/clima/news/articles/news_2016111401_en
http://ec.europa.eu/trade/policy/countries-and-regions/countries/new-zealand/
http://trade.ec.europa.eu/doclib/press/index.cfm?id=1643
http://trade.ec.europa.eu/doclib/press/index.cfm?id=1649

EUROPEAN VIEW (2017) 16:141-151

European Commission. (2017d). EU and Mexico agree to accelerate trade talks. 1 Feb-
ruary. http://trade.ec.europa.eu/doclib/press/index.cfm?id=1617. Accessed 24 April
2017.

European Commission. (2017e). Overview of FTA and other trade negotiations. http://
trade.ec.europa.eu/doclib/docs/2006/december/tradoc_118238.pdf. Accessed 24 April
2017.

European Committee of the Regions. (2016). COP22: Governments must uphold and
go beyond Paris climate promises. 14 November. http://cor.europa.eu/en/news/Pages/
marrakech_2016.aspx. Accessed 24 April 2017.

European Ideas Network & Hudson Institute. (2017). Transatlantic relations after the US
presidential elections. Brussels: EIN.

Farmer, B. (2017). Angela Merkel and European leaders resist Donald Trump’s ulti-
matum to increase defence spending or risk losing US commitment to Nato. The Tel-
egraph, 18 February. http://www.telegraph.co.uk/news/2017/02/17/european-leaders-
resist-trumps-ultimatum-increase-defence-spending/. Accessed 24 April 2017.

Fujii, A., Yasoshima, R., & Shigeta, S. (2017). Japan looks to revive moribund TPP,
sans US. Nikkei: Asian Review, 15 April. http://asia.nikkei.com/Politics-Economy/Inter-
national-Relations/Japan-looks-to-revive-moribund-TPP-sans-US. Accessed 24 April
2017.

Goldmacher, S. (2017). White House on edge as 100-day judgment nears. Politico.com,
10 April.  http://www.politico.com/story/2017/04/donald-trump-first-100-days-237053.
Accessed 24 April 2017.

Jun, D.-G. Z. (2017). China’s economic diplomacy entered the new era. MFA News,
19 April. http://www.fmprc.gov.cn/mfa_eng/wjdt_665385/zyjh_665391/t1454825.shtml.
Accessed 20 April 2017.

Khanna, P. (2017). Trade grows—without the U.S. Politico.com, 23 February. http:/
www.politico.com/agenda/story/2017/02/trade-grows-without-us-000321. Accessed 24
February 2017.

Labott, E., & Gaouette, N. (2017). After Syria strike, populist supporters abandon Trump
at home and abroad. 10 April. http://edition.cnn.com/2017/04/07/politics/donald-trump-
syria-populist-support/. Accessed 24 April 2017.

Lamothe, D., & Birnbaum, M. (2017). Defense Secretary Mattis issues new ultimatum
to NATO allies on defense spending. The Washington Post, 15 February. https://www.
washingtonpost.com/news/checkpoint/wp/2017/02/15/mattis-trumps-defense-secre-
tary-issues-ultimatum-to-nato-allies-on-defense-spending/?utm_term=.e923a472cc5f.
Accessed 24 April 2017.

149 @ Springer


http://trade.ec.europa.eu/doclib/press/index.cfm?id=1617
http://trade.ec.europa.eu/doclib/docs/2006/december/tradoc_118238.pdf
http://trade.ec.europa.eu/doclib/docs/2006/december/tradoc_118238.pdf
http://cor.europa.eu/en/news/Pages/marrakech_2016.aspx
http://cor.europa.eu/en/news/Pages/marrakech_2016.aspx
http://www.telegraph.co.uk/news/2017/02/17/european-leaders-resist-trumps-ultimatum-increase-defence-spending/
http://www.telegraph.co.uk/news/2017/02/17/european-leaders-resist-trumps-ultimatum-increase-defence-spending/
http://asia.nikkei.com/Politics-Economy/International-Relations/Japan-looks-to-revive-moribund-TPP-sans-US
http://asia.nikkei.com/Politics-Economy/International-Relations/Japan-looks-to-revive-moribund-TPP-sans-US
http://www.politico.com/story/2017/04/donald-trump-first-100-days-237053
http://www.fmprc.gov.cn/mfa_eng/wjdt_665385/zyjh_665391/t1454825.shtml
http://www.politico.com/agenda/story/2017/02/trade-grows-without-us-000321
http://www.politico.com/agenda/story/2017/02/trade-grows-without-us-000321
http://edition.cnn.com/2017/04/07/politics/donald-trump-syria-populist-support/
http://edition.cnn.com/2017/04/07/politics/donald-trump-syria-populist-support/
https://www.washingtonpost.com/news/checkpoint/wp/2017/02/15/mattis-trumps-defense-secretary-issues-ultimatum-to-nato-allies-on-defense-spending/%3futm_term%3d.e923a472cc5f
https://www.washingtonpost.com/news/checkpoint/wp/2017/02/15/mattis-trumps-defense-secretary-issues-ultimatum-to-nato-allies-on-defense-spending/%3futm_term%3d.e923a472cc5f
https://www.washingtonpost.com/news/checkpoint/wp/2017/02/15/mattis-trumps-defense-secretary-issues-ultimatum-to-nato-allies-on-defense-spending/%3futm_term%3d.e923a472cc5f

EUROPEAN VIEW (2017) 16:141-151

Misculin, N. (2017). Mexico, looking south, sees trade deal with Argentina around
years end. Nasdaqg.com, 18 April. http://www.nasdaq.com/article/mexico-looking-
south-sees-trade-deal-with-argentina-around-years-end-20170418-01387.  Accessed
24 April 2017.

National Geographic. (2016). Before the Flood. 30 October. https://archive.org/details/
youtube-90CkXVF-Q8M. Accessed 24 April 2017.

Schwartz, F. (2017). Trump seeks major cut to State Dept., USAID. The Wall Street
Journal, 16 March. https://www.wsj.com/articles/trump-to-propose-30-cut-to-state-dept-
usaid-1489623424. Accessed 24 April 2017.

Siebold, S., Shalal, A., Nienaber, M., & Heneghan, T. (2017). Germany to boost
defence spending, but legacy also important: Gabriel. Reuters, 22 February. http://
www.reuters.com/article/us-germany-defense-gabriel-idUSKBN1611LD. Accessed 24
April 2017.

Summers, L. (2017). Hurting Mexico will boost China and backfire on Donald Trump.
Financial Times, 24 March.https://www.ft.com/content/122b8051-9847-3a62-ba31-
d94c5cdf9a06. Accessed 13 April 2017.

The Economist. (2017). China faces resistance to a cherished theme of its foreign
policy. The Economist, 4 May. http://www.economist.com/news/china/21721678-silk-
routes-are-not-always-appealing-they-sound-china-faces-resistance-cherished-theme.
Accessed 8 May 2017.

The White House. (2017). President Trump leads a roundtable discussion with United
States and German business leaders. YouTube.com, 17 March. https://www.youtube.
com/watch?v=IlulJDNyXAek. Accessed 24 April 2017.

Trump, D. [realDonaldTrump] (2017). Why would | call China a currency manipulator
when they are working with us on the North Korean problem? We will see what happens!
Twitter, 16 April. https://twitter.com/realDonaldTrump/status/853583417916755968.
Accessed 2 May 2017.

US House of Representatives: Ways and Means Committee. (2015). Ryan floor state-
ment: Enacting TPA is critical for our economy. 18 June. Washington, DC. https://www.
youtube.com/watch?v=3coXDiyNyRU. Accessed 24 April 2017.

Valero, J. (2017). EU and Mercosur ‘committed’ to reach deal by end of year. EURAC-
TIV.com, 21 April. https://www.euractiv.com/section/economy-jobs/news/eu-and-merco-
sur-committed-to-reach-deal-by-end-of-year/. Accessed 24 April 2017.

Vinocur, N. (2017). Trump handed Merkel ‘outrageous’ NATO bill: Report. Politico EU,

26 March. http://www.politico.eu/article/donald-trump-handed-angela-merkel-outra-
geous-nato-bill-report/. Accessed 24 April 2017.

150


http://www.nasdaq.com/article/mexico-looking-south-sees-trade-deal-with-argentina-around-years-end-20170418-01387
http://www.nasdaq.com/article/mexico-looking-south-sees-trade-deal-with-argentina-around-years-end-20170418-01387
https://archive.org/details/youtube-90CkXVF-Q8M
https://archive.org/details/youtube-90CkXVF-Q8M
https://www.wsj.com/articles/trump-to-propose-30-cut-to-state-dept-usaid-1489623424
https://www.wsj.com/articles/trump-to-propose-30-cut-to-state-dept-usaid-1489623424
http://www.reuters.com/article/us-germany-defense-gabriel-idUSKBN1611LD
http://www.reuters.com/article/us-germany-defense-gabriel-idUSKBN1611LD
https://www.ft.com/content/122b8051-9847-3a62-ba31-d94c5cdf9a06
https://www.ft.com/content/122b8051-9847-3a62-ba31-d94c5cdf9a06
http://www.economist.com/news/china/21721678-silk-routes-are-not-always-appealing-they-sound-china-faces-resistance-cherished-theme
http://www.economist.com/news/china/21721678-silk-routes-are-not-always-appealing-they-sound-china-faces-resistance-cherished-theme
https://www.youtube.com/watch?v=luIJDNyXAek
https://www.youtube.com/watch?v=luIJDNyXAek
https://twitter.com/realDonaldTrump/status/853583417916755968
https://www.youtube.com/watch?v=3coXDiyNyRU
https://www.youtube.com/watch?v=3coXDiyNyRU
https://www.euractiv.com/section/economy-jobs/news/eu-and-mercosur-committed-to-reach-deal-by-end-of-year/
https://www.euractiv.com/section/economy-jobs/news/eu-and-mercosur-committed-to-reach-deal-by-end-of-year/
http://www.politico.eu/article/donald-trump-handed-angela-merkel-outrageous-nato-bill-report/
http://www.politico.eu/article/donald-trump-handed-angela-merkel-outrageous-nato-bill-report/

EUROPEAN VIEW (2017) 16:141-151

Webber, J. (2017). Mexico eyes duty-free corn deals to counter Trump. Financial Times,
26 March.  https://www.ft.com/content/850a886¢-108c-11e7-b030-768954394623.
Accessed 13 April 2017.

WTO. (2017). Trade recovery expected in 2017 and 2018, amid policy uncertainty. 12
April. https://www.wto.org/english/news_e/pres17_e/pr791_e.htm. Accessed 24 April
2017.

Nathan Shepura is a Political Adviser for the European People’s Party,
focusing primarily on transatlantic relations and EU trade. He studied Euro-
pean and Middle East Studies at the Johns Hopkins School of Advanced
International Studies (Bologna/Washington, DC), graduating with an MA in
2015. He began working at the EPP in 2016.

151 4\ Springer


https://www.ft.com/content/850a886c-108c-11e7-b030-768954394623
https://www.wto.org/english/news_e/pres17_e/pr791_e.htm

EUROPEAN VIEW (2017) 16:153—-162
DOI 10.1007/s12290-017-0427-9

N

) CrossMark

@

ARTICLE

China’s interests in Central
and Eastern Europe: enter the
dragon

Bogdan Géralczyk

Published online: 2 May 2017
© The Author(s) 2017. This article is an open access publication

Abstract China first became an active and visible player in Central and Eastern
Europe (CEE) in the 1950s, when it worked together with the region to stop a possible
Soviet invasion of Poland in October 1956. This strong relationship was later disman-
tled due to the Sino-Soviet split and the volatile domestic situation in China (the Great
Leap Forward and the Cultural Revolution). It is only since 2012 that China has become
active in the region again, now as an emerging global power with a strategy and new
investment initiatives in play: first the 16 + 1 framework and now the Belt and Road
Initiative as well. Does China consider the CEE countries to be its new playground, or
test area, within the EU? Or does it instead see the region as a gatekeeper that can
help it get a foot in the door to the West? China has a vision, a pragmatic approach and
political will, but the implementation of this vision has been weak. While several existing
mechanisms offer new potential, they have so far only been partially exploited, due to
the different business mentalities of both sides, as well as many other obstacles. China
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is opening up opportunities for CEE, but the latter must be better prepared for China’s
new activities.

Keywords EU | China | Central and Eastern Europe | One Belt One Road | Asian
Infrastructure and Investment Bank | Foreign direct investment | Geopolitics

Introduction

For a long time China followed a formula and strategy of keeping a low profile, usually
identified by the famous motto ‘tao guang yang hui’ (conceal your capabilities and avoid
the limelight), as dictated by the reform visionary Deng Xiaoping and known as the
‘Constitution of 28 Chinese Characters’. However, since late 2012, under the current
leadership of the ever-stronger, charismatic President Xi Jinping, this strategy has been
abrogated. What we now have instead is growing assertiveness and external engage-
ment under the current (fifth) generation of the Chinese leadership (Lam 2015, 270;
Shambaugh 2016, 169). Under this active and assertive political leadership and imagi-
native new strategy, the People’s Republic of China (PRC) is more and more frequently
returning to its rich traditions and the civilisation of the Middle Kingdom, which dates
back to ancient times."

This change is visible in many ways, for example, in Xi Jinping’s strongly promoted
slogans of the ‘Chinese Dream’ and the ‘Great Rejuvenation of the Chinese Nation’,
that is, in the internal strategy of the current leadership, which includes a new develop-
ment model—Zhongguo moshi (Chinese model). This change reflects a kind of fault
line. China intends to move from quantity to quality and to place emphasis on sustain-
able growth, a large domestic market, innovation and a green economy. This repre-
sents a move away from the previous philosophy of putting growth above everything,
no matter what the social or environmental cost (Zheng 2016). This new model is fre-
quently mixed with another important idea—that of a peaceful reunification with Taiwan.
Recently, under another strategy, that of “Two Centenary Goals’ (Xi 2014, 325), this
domestic blueprint has frequently been combined in Chinese discourse with the new
Chinese geostrategic project known as Yi dai, yilu—the One Belt, One Road (OBOR)
Initiative. Unfortunately, it seems little attention has been paid to either of these strat-
egies in the West, despite the fact that the OBOR umbrella offers a proposal that is
more or less in line with the once famous ideas of the ‘fathers of geostrategy’. (The
groundbreaking concepts Heartland and Rimland were formulated by John Mackinder
and Nicholas Spykman, respectively.)

This new direction taken by the Chinese leadership constitutes both a great opportu-
nity and a big challenge for the Western world, starting with the current hegemon, the
US. President Donald Trump’s administration needs to respond to the ‘hundred-year
marathon’ (Pillsbury 2016): China would like to implement its OBOR vision before 1

' Details on this can be found in Yan (2011) and Zheng (2016).
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October 2049, that is, the centenary of the proclamation of the PRC (Xi 2014, 60). Nor
should Europe remain indifferent, as both the Silk Road Economic Belt on land and
the Twenty-First Century Maritime Silk Road are strategies which target the West, and
Europe above all (Xi 2014, 322; Liu 2016, Preface).

In this way, some of the countries of Central and Eastern Europe (CEE)—which, as
members of the Communist political bloc, were close to the PRC in the 1950s—are
currently being seen, for the first time ever, as important partners for China. This article
aims to analyse the current state of affairs in the relationship between CEE and the
PRC, and draws conclusions that are important for the EU, and particularly CEE.

The 16 + 1 framework

Prior to the implementation of the well-known OBOR Initiative, the Chinese government
had put in place another framework of cooperation, known as 16 + 1. The idea was first
announced in 2011 in Budapest and was put forward by then Prime Minister Wen Jia-
bao when he visited Warsaw in April 2012. Thereafter the 16 member states of the CEE
region? were in constant cooperation with China. Under the then promoted concept of
‘Going Global’, Wen Jiabao proposed the ‘Twelve Measures Strategy’ for mutual
engagement. Not only was an annual summit set up and a special secretariat for the
16 + 1 created, but a mixed architecture of financial cooperation, infrastructural con-
struction, cultural and educational exchanges, and economic and investment measures
were also proposed to strengthen ties between China and the CEE region (Huang and
Liu 2016b, 122, 123; Simurina 2014, 1). Furthermore, regular communication and insti-
tutionalisation through the secretariat were crucial.

Despite this grandiose project, few of the above-mentioned ‘steps’ were implemented.
However, both sides introduced what was probably the most important measure under
the new strategy, that is, an annual summit meeting at the level of prime ministers (after
Warsaw, summits took place in Bucharest, Belgrade, Suzhou and Riga).The above-
mentioned secretariat was also established, in Beijing, with Liu Haixing acting as gen-
eral secretary.

However, the ‘flagship’ piece of this cooperation, the 350 km high-speed Chinese rail
route connecting Belgrade and Budapest, announced at the third summit in Belgrade in
November 2014 (Cooperation between China and Central and Eastern European Coun-
tries 2014), has not yet been implemented. This is due to obstacles (a ‘lack of trans-
parency’), mainly on the Hungarian side, created by the European Commission. The
most recent update on this matter was given on 21 February 2017 (Railway Pro 2017).

2 The three Baltic states: Lithuania, Latvia and Estonia; the four Visegrad countries: Poland, the Czech
Republic, Hungary and Slovakia; plus Albania, Bulgaria, Romania and all the post-Yugoslavian states: Cro-
atia, Serbia, Bosnia and Herzegovina, the Former Yugoslav Republic of Macedonia, Montenegro and Slo-
venia.
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Therefore, the whole project is still far from being finally resolved, even though the cur-
rent Hungarian cabinet of Prime Minister Viktor Orban is eager to cooperate with China
under his unique ‘Openness towards the East’ (keletinyitas) strategy (Hvg.hu 2015).

There seem to be so many obstacles—cultural, mental, technical and bureaucratic—
to the relationship with China that Hungarian Foreign Minister Péter Szijarté has even
confessed that, ‘the Openness towards the East strategy has not been implemented’
(NSZ Népszava 2016). According to him, cooperation with China is hindered by three
major factors: the low price of oil, the unpredictability of and poor security situation
in some of the Central Asian republics, and ‘blackmail’ by the EU, which is ‘punish-
ing those who disagree with the European way of thinking’ (NSZ Népszava 2016). His
opinion is more or less shared by one of the leading Chinese experts on the subject,
Liu Zuokui: ‘China and Europe face an array of difficulties and challenges. The regu-
lation limit, the technological barrier and the lack of mutual trust between China and
Europe have made it difficult for China to build the “Belt and Road” in Europe’ (Liu 2016,
Preface).

OBOR

The announcement of the OBOR Initiative and strategy was obviously another major
positive step forward for China—CEE cooperation. According to China, this cooperation
is of enormous value,® especially with the involvement of the centrally located Poland
(between Russia and Germany).

The OBOR Initiative is a geostrategic proposal that is being implemented from the
top down by China’s State Council, the Ministries of Commerce and Foreign Affairs,
and the National Development and Reform Commission, but also via local govern-
ments, state-owned enterprises and some of the few private businesses in China (e.g.
Sany Group). After the announcement of the initiative, China created many Silk Road
research centres and working groups to give some intellectual substance to the idea.
These are strongly supported not only by the government, but also by companies and
banks, which are collaborating to prepare feasibility studies for the implementation of
OBOR projects.

OBOR is supplementary to and being implemented simultaneously with the 16 + 1
framework. This was confirmed by the unprecedented visits of Xi Jinping himself to
Belarus in April 2015, Prague in March 2016, and Belgrade and Warsaw in June 2016.
These visits were accompanied by an intensive ‘charm offensive’ by the Chinese media
and think tanks, which highlighted the benefits of OBOR for the EU.

3 According to Prime Minister Li Kegiang, the proposed investment in OBOR could total as much as $1.4
trillion (Sanwal 2016).
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Despite this, the EU has been slow to respond to the initiative, and OBOR has been
largely ignored by the European policy community. Furthermore, the EU’s response
was perceived by China as tepid to non-existent due to the lack of a proper understand-
ing of the Chinese vision and the lack of a unified and common strategy with regard
to China, as if Brussels has simply ‘turned away’ (Pavli¢ievi¢ 2015). Thus China has
evaluated the EU’s response to OBOR as ‘lukewarm’ (Casarini 2015).

Difficult implementation in CEE

On 16 January 2016, China formally opened the Asian Infrastructure Investment Bank,
together with a special OBOR fund to support the implementation of the announced
strategy. The PRC openly expressed its hope that cooperation will facilitate the transfer
of advanced technology from the EU to China.

Under both 16 + 1 and the OBOR umbrella China has mainly focused on economic
cooperation with the Visegrad countries; there has been less focus on the West-
ern Balkans due to the security concerns there (Huang and Liu 2016a, 3-8). China’s
investment projects span the region and include a nuclear energy plant, transportation
infrastructure, sea ports and innovation centres (Chen and Yang 2016).

In effect, China is already the second trade partner, after Germany, to all the Visegrad
countries. Until 2015 some 80% of all Chinese foreign direct investment (FDI) in the
CEE region went to Hungary (Huang and Liu 2016a, 167). This situation changed in
2015 when China increased its FDI in Poland. However, it is difficult to estimate how
much Chinese investment there has been in Poland as only limited data was available
in the Polish media at the end of 2016. According to this data, Chinese companies are
prepared to invest exorbitant amounts in alternative energy sources, mining compa-
nies, electrical power lines and power stations, among other projects. It is worth men-
tioning that prior to these types of investment China had already invested in two major
initiatives in Poland. One was a successful investment in a steel works and industrial
heavy machinery company in Stalowa Wola; the other is the Rolling Bearing Factory in
Krasnik, which has been in Chinese hands since 2015—currently it is too early to say
whether or not this has been a success. In yet another example of Chinese investment,
the China Overseas Engineering Group (COVEC) undertook the construction of a high-
way connecting Warsaw with t6dz. The project was a failure, however, and was sharply
criticised by the Polish media (Cienski 2011).

Observing Chinese activities in Poland, one can detect a certain pattern, which is
probably universal in CEE. In parallel to ‘classic’ infrastructure investments (new roads,
highways, high-speed trains and electricity), the Chinese are most eager to get hold of
innovative industries and are fighting for ownership of new trademarks. Instead of
greenfield initiatives,* fusions and mergers are a priority. This pattern can be detected

4 A greenfield investment is a form of FDI where a parent company builds its operations in a foreign country
from the ground up.
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across the CEE region. For instance, in Romania there is only one major greenfield
investment—a brick factory in Constanca (valued at $12-$15 million) (Huang and Liu
2016b, 125).

However, the debate in which the 16 + 1 and OBOR are framed in terms of the threat
they pose to European unity should be treated as exaggerated (Pavliéievi¢ 2016). If both
trade and investments are taken into consideration, the picture is clear. Currently some
90% of all bilateral EU-China trade still takes place within the bigger EU markets (Huang
and Liu 2016b, 166). Western Europe, or more properly the biggest European states—
Germany, the UK, France and Italy—are major Chinese trade and investment partners.®

Among the CEE countries, only Poland is seen by China as an important partner. This
assessment has been confirmed by one of the most important Chinese think tanks, the
Institute of European Studies at the Chinese Academy of Social Sciences, in its recent
series of studies on the subject (Chen and Yang 2016; Huang and Liu 2016a, b). In
these studies Poland is openly described as the most important partner in the region
(Chen and Yang 2016, 132), and also a prospective partner from the economic and
innovation points of view (Chen and Yang 2016, 92, 96). Thus, in Chinese eyes it is the
potential of a country and not necessarily the political will, as shown by Hungary under
Mr Orban, that matters.

However, the political decision-making process counts, and can disrupt emerging pro-
jects, for instance the decision made by Polish Defence Minister Antoni Macierewicz not
to allow the Chinese to buy a property belonging to the Polish Army for the development
of a new investment zone and communication hub in the town of £8dz. Thus this territo-
rial Silk Road initiative was, at least partially, blown up locally, as the Chinese investors
have (temporarily, at least) left the city, which had previously been declared a ‘commu-
nication hub’ for OBOR (Polska Newsweek 2017).

In response, the Chinese side has once again shown a very pragmatic approach.
When obstacles were detected on the Polish governmental side and the agreements
from Xi Jinping‘s Warsaw visit were not properly implemented, the Chinese turned to the
Polish local authorities, which were mainly held by the opposition to the current govern-
ment, and signed new agreements with them. Thus, a communication (mainly rail) hub is
being created, not in £6dz as was initially intended, but in the nearby city of Kutno.

Conclusion

It has been obvious from the very beginning that Chinese policy regarding CEE is of a
strategic and long-term nature (National Development and Reform Commission et al.

5 The best source in this respect is the data provided by Baker McKenzie (2016a and 2016b).

158



EUROPEAN VIEW (2017) 16:153-162

2015). This intent was openly declared by Wang Yiwei (2015, 15), one of the leading
experts on OBOR: ‘Those who have Europe, have the world’. China now wants to be an
active participant in globalisation and is directing its new Silk Roads towards Europe.
Since the initial Going Global format in the early years of this century, Chinese involve-
ment has gradually and progressively been supplemented, first by the 16 + 1 frame-
work in 2012, and since 2013-14 by OBOR and the Asian Infrastructure Investment
Bank.®

However, so far the response of the CEE countries to the Chinese strategy and initia-
tives has been lukewarm. Liu Zuokui is honest when he writes that the implementation
of both 16 + 1 and OBOR ‘faces an array of difficulties and challenges’ (Liu 2016, Pref-
ace). Both sides have encountered a series of obstacles: a discrepancy between official
declarations and reality, different business cultures and mentalities, and constraints on
China from EU rules and regulations. From the EU perspective there have additionally
been issues with mutual market access, intellectual property rights and human rights.

The Chinese intent is clear: OBOR aims to relieve China of some of its overcapacity
in manufacturing and capital. According to the Chinese, OBOR offers a mutually benefi-
cial (win—win) situation. China is eager to provide much-needed infrastructural invest-
ments and FDI in the CEE countries. However, we in the EU, and in the CEE region in
particular, do not really know what to do with OBOR: we are undecided and politically
split on it. We do not know how to react: is China’s offer an opportunity, a challenge or
a threat? Some kind of deeper consideration of our attitude is necessary. Therefore,
for now, the implementation of the proposed projects and ideas is weak, due partly to
unpreparedness on the European side, but also to the differing business mentalities
and a lack of trust.

China is pressing and is already visible both in the EU and in particular in CEE. The
real problem is that the countries of the CEE region have never come together to form
a single political community. What they need to do is to find common ground for a joint
approach to China. This approach must include one important area currently overlooked
by CEE governments and firms, that is, the cultural aspect of relations with China.

China will continue to fervently promote 16 + 1 and OBOR. However, the CEE
countries are hesitant about committing to these strategies. Public opinion is strongly
divided, as are many experts and politicians. If we in CEE and the EU want to make
proper use of the new initiatives in the win—win manner that the Chinese are so strongly
promoting, what is needed is some kind of unification effort, if not a common strategy.
Unfortunately, this is not currently visible on the horizon, as no one seems to be ready
to work it out, either in the EU or in CEE.

8 Poland was the only CEE country to be a founding member of the bank. Hungary joined recently and
Romania is now applying for membership.
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Making fun of the powerful, and thereby sending a powerful message, has been part
and parcel of human society since at least Roman times. In the Middle Ages, court jest-
ers, besides entertaining the diverse monarchs, could also make fun of them, and in
some cases, provided strategic advice too. They were often the only ones allowed to
give the bad news that no one else dared to deliver. After France lost a naval battle
against the English in 1340, Philippe VI's jester told him that ‘English sailors don’t even
have the guts to jump into the water like our brave French’ (Wikipedia 2017).

In modern times, making fun of those in power by impersonating them has become an
increasingly perfected art. Charlie Chaplin’s The Great Dictator is an early example of
this, at least when it comes to motion pictures. Very much in tune with the sentimentality
of those days, however, Chaplin’s Hitler converts to the good side at the end of the film.

No such sentimentality has survived in the post-millennial West. Happy endings do
not fit into the acerbic world of satirical impersonation today. Instead, what makes a
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successful YouTube clip that pokes fun at a modern dictator is, above all, a staccato
succession of allusions to history, culture and clichés, together with accented English.
An extremely successful example is Slovene Internet comedian Klemen Slakonja’s
impersonation of Vladimir Putin in ‘Putin, Putout’ (YouTube 2016b).

But democratic leaders can also be worthy objects of satire, as British comedian
Tracey Ullmann showed in her portrayal of Angela Merkel in the legendary ‘Sexbomb
Cardiff piece (YouTube 2016a). In this sketch Ullman masterfully plays on British cli-
chés about Germany as well as on Germanness itself—not to mention other features of
the EU and its various nations. ‘Merkel’s’ facial expressions, body language and accent
are practically perfect here, so Ullman’s fame is well-deserved.

Of course, the ultimate satirical impersonation of famous and powerful people is done
by themselves. Barack Obama made fun of his opponents as well as of himself at sev-
eral White House correspondents’ dinners. In 2016, his last year as president, he outdid
himself with a clip about his job search after leaving the White House (YouTube 2016c).

In 2017, comedians and actors across the world can agree that the election of Don-
ald Trump as the forty-fifth president of the US is a divine gift to their trade. Arguably
the best impersonation of Trump so far was produced by Alec Baldwin on Saturday
Night Live (YouTube 2017b). Some even argue that after Baldwin began his act, Donald
Trump started to sound increasingly like this parody (YouTube 2017c). Memes such as
‘America First’ (most prominently pronounced during the historically short and decid-
edly ominous inauguration speech on 21 January 2017) spawned a whole series of viral
responses from Europe, beginning with ‘Netherlands second’ (YouTube 2017d), and
shortly followed by the Martens Centre’s own version for the whole of Europe: in a way
‘Europe second’ (YouTube 2017a). Most of the other European spinoffs, from Denmark,
Germany, Slovenia and other countries, came later. This seems to be a good year for
jesters.

Open Access This article is distributed under the terms of the Creative Commons Attribu-
tion License which permits any use, distribution, and reproduction in any medium, provided the
originalauthor(s) and the source are credited.

References

Wikipedia. (2017). Jester. https://en.wikipedia.org/wiki/Jester. Accessed 6 April 2017.
YouTube. (2016a). Angela Merkel double Tracey Ullman GB sexbomb Cardiff comedy.
Deutsche Ménner, 26 January. https://www.youtube.com/watch?v=UyhYMW?itorPM.
Accessed 6 April 2017.

YouTube. (2016b). Klemen Slakonja as Viadimir Putin—Putin,

Putout/#TheMockingbirdMan/ITytus. Klemen Slakonja, 27 February.
https://www.youtube.com/watch?v=t-wFKNyOMZQ. Accessed 6 April 2017.

164


https://en.wikipedia.org/wiki/Jester
https://www.youtube.com/watch?v=UyhYMWtorPM
https://www.youtube.com/watch?v=t-wFKNy0MZQ

EUROPEAN VIEW (2017) 16:163-165

YouTube. (2016c). Obama reveals his ‘retirement plans’. CBSN, 30 April.
https://www.youtube.com/watch?v=St9AoQZr3-k. Accessed 6 April 2017.

YouTube. (2017a). A comprehensive guide to show Mr. Trump what Europe is about.
Martens Centre, 7 February. https://www.youtube.com/watch?v=Voj2DBP3CaA.
Accessed 6 April 2017.

YouTube. (2017b). Oval Office cold open—SNL. Saturday Night Live, 5 February.
https://www.youtube.com/watch?v=pZOF9q5fzfs. Accessed 6 April 2017.

YouTube. (2017c). President Trump meets with his cabinet. The White House, 13
March. https://www.youtube.com/watch?v=DH7GikYhXFU. Accessed 6 April 2017.

YouTube. (2017d). The Netherlands welcomes Trump in his own words. Vpro zondag
met lubach, 23 January. https://www.youtube.com/watch?v=ELD2AwFN9Nc. Accessed
6 April 2017.

X Roland Freudenstein is Policy Director at the Wilfried Martens Centre for
European Studies.
'

-
X

3y

- -

165 4 Springer


https://www.youtube.com/watch?v=St9AoQZr3-k
https://www.youtube.com/watch?v=Voj2DBP3CaA
https://www.youtube.com/watch?v=pZOF9q5fzfs
https://www.youtube.com/watch?v=DH7GikYhXFU
https://www.youtube.com/watch?v=ELD2AwFN9Nc

EUROPEAN VIEW (2017) 16:167
DOI 10.1007/s12290-017-0438-6

EXECUTIVE SUMMARY

Good or bad neighbours:
the main European security
challenge
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The Western liberal order is coming under threat from political systems with no regard
to universal values. Spillover effects from outside the EU are having their effects on the
Union itself. In the absence of the West making a case for the universality of such val-
ues and a clear willingness to defend such values, the West risks losing this ideological
battle. Only by the geographic expansion of such values, through actions such as EU-
led state-building, can these values be protected in the Union’s Eastern and Southern
neighbourhood. This paper argues for the necessity for the EU to prioritise its role as a
‘stabiliser’ and security actor in its immediate neighbourhood.
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The Russian economy IN
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This working paper looks at recent trends in the Russian economy after more than two
years of recession. It analyses the fundamental reasons for the current economic crisis
and argues against some of the mainstream views on ‘the end of the recession’ and the
role of Western financial sanctions. The paper follows up the author’s publication Rus-
sia’s downfall: the worst economic crisis since the collapse of the USSR (published in
December 2015).
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Security policy IN FOCUS: the
case for a postmodern EU
defence architecture
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It is widely believed that Britain’s decision to leave the EU and Donald Trump’s elec-
tion to the White House have strengthened both the case for and the possibility of an
ambitious EU defence policy, perhaps even of an EU army. This short paper argues
that, contrary to widespread fears, the EU can become a powerful security and defence
policy player without adopting the hierarchical structures of traditional states and while
maintaining decentralised defence responsibilities and a pluralist institutional frame-
work. Two relevant historical examples—the Holy Roman Empire and the Hanseatic
League—are presented to draw general lessons on how the EU could accomplish this,
thus becoming an effective ‘postmodern’ power.
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Brexit. Brexit?

Janos Martonyi
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This policy brief, written on the eve of Article 50’s triggering, deals with the legal frame-
work and political constraints of the Brexit negotiations. It assesses the reversibility of
Brexit, the likely duration and possible outcomes of the negotiations, the legal options
for the transition period, and the probable impact of Brexit on the EU27 in general and
Central Europe in particular. It concludes that the new partnership between the UK and
the EU27 will have to go beyond even the most comprehensive free-trade agreement
and it should also include finance, energy and external economic policies, as well as
covering foreign policy, security and defence.
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Kremlin propaganda IN
FOCUS: how the EU has
become an enemy in the eyes
of Russia

Kristina Potapova
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The EU’s increasing attention to the phenomenon of information warfare has not gone
far enough to properly investigate how the Kremlin’s propaganda machine operates
in Russia itself. The Kremlin uses internal propaganda both to maintain legitimacy and
as a defence mechanism against the outside world. This paper scrutinises the Kremlin’s
propaganda and its popular narratives about the EU in order to understand how
Russia’s media presents the EU and why less than a quarter of the population has a
positive opinion of it.
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A new transatlantic agenda
IN FOCUS: challenges

and opportunities in the
Trump era

Roland Freudenstein - Craig Kennedy
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External threats to Europe and, to a lesser extent, America are intensifying. Rather than
unifying the West, these challenges have provoked internal divisions within the transat-
lantic community that are greater than ever before. These divisions are most prominent
in relation to security and foreign policy. The current crisis in the transatlantic relations
should be used to rethink how this partnership is constructed and operates so that we
can have a more sustainable relationship characterised by more equitable burden shar-
ing and stronger mutual respect.
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We need to talk about the
EU—European political
advertising in the post-truth
era

Konrad Niklewicz
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The long economic crisis and the subsequent immigration crisis have frustrated millions
of citizens and angered them against the elites—and, unfortunately, against the EU.
The rise of online media has triggered a chain reaction and the revolution in communi-
cation is transforming the way our democracies work. This paper focuses on the com-
munication challenge the EU is facing. The EU institutions need to take up the gauntlet
and start defending the European project. At the occasion of the sixtieth anniversary of
the Treaty of Rome, there cannot be a better opportunity to reconnect with citizens.
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Unity in adversity-
immigration, minorities
and religion in Europe

Vit Novotny
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Despite the EU’s official motto ‘United in Diversity’, the bloc is experiencing a profound
crisis in which diversity is threatening to dispel unity. A variety of factors are behind
this strife, including terrorism, the uncertain position of religion in public life, the unclear
situation of minority groups (including autochthonous minorities and the Roma), radical
Islamism, insufficient integration of immigrants and a loss of personal status and identity
due to globalisation. There is a need to promote a concept of state which allows differ-
ent religious and secular opinions to thrive.
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