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Stabilizing the Euro:
Where Do We Stand?*

In its coalition agreement and in the months following
its formation, the current German government pro-
vided strong indications that European issues are tak-
ing centre stage onits political agenda. In principle, this
is good news for European integration. But the actual
steps taken in this respect will be crucial to the success
of this endeavour. Ultimately, only an incentive-com-
patible European architecture will constitute a sustain-
able engine of peace and prosperity. In my assessment,
the key to ascertaining this stable architecture will be
the adamant insistence on three essential principles:
subsidiarity, the alignment of liability and control, and
unity in diversity.

By and large, the political decisions taken over the
last couple of years have been in line with these princi-
ples. Eurozone reforms have transformed its architec-
ture mainly, albeit not exclusively, in the direction of
the concept proposed by the German Council of Eco-
nomic Experts (GCEE) as “Maastricht 2.0“ (GCEE 2015;
Feld et al. 2016a and 2016c). But more recent political
rhetoric at the European level has emphasized quite
different themes, as shown, for instance, by the Five
Presidents’ Report (Juncker etal.2015), the subse-
quent White Papers and the joint Meseberg Declaration
(2018) made by the German and French government.
Some elements of these proposals could even jeopard-
ize the long-term stability of the Eurozone if imple-
mented. Instead, European policymakers should recall
the three essential principles to identify the correct
steps to be taken in the right order in their commenda-
ble quest for a more sustainable Eurozone.

CONCEPTUAL CONSIDERATIONS

Any approach to sorting out these intricate issues has
to depart from the insight that, in many respects, the
Eurozone is an arrangement without historical prece-
dent; namely a monetary union whose individual mem-
ber states retain sovereignty when it comes to fiscal
and economic policy decisions and which - at the same
time -operates in an historically unprecedented envi-
ronment. Today, financial markets and, thus, beliefs
about the sustainability of institutional arrangements,
matter tremendously to the actual stability of these
arrangements. This makes it difficult to decide on the
best institutional arrangements for this monetary
union.
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Two fundamental - and in principle equally attrac-
tive - views of how to construct such a stable architec-
ture collide. Afirst perspective stipulates that the mon-
etary union needs a balancing counterpartin the realm
of fiscal and economic policy, with substantial discre-
tion for intelligent policymaking. Fuelled by a serious
dose of scepticism regarding the capabilities of policy
makers to display such superior conduct, a second per-
spective emphasizes the idea that pre-determined
rules and their adamant enforcement liberate policy-
makers from the shackles of time inconsistency, effec-
tively leading to better policy outcomes.

Since the lack of empirical precedent makes it
almost prohibitively difficult to decide upon the rela-
tive quality of these perspectives just by recalling pre-
vious experiences with monetary unions, one is thrown
back to some extent to discuss the matter on basis of
key principles (Schmidt 2017). My thesis is that - per-
haps inadvertently - three key principles have guided
the fortification of the Eurozone institutions through-
out the crisis years, and that it would be quite sensible
to complete these steps towards precisely one of the
two possible arrangements that promise the sustaina-
bility of the euro, namely “Maastricht 2.0“ These prin-
ciples are:

Subsidiarity: joint action should be limited to
issues for which individual action severely lacks effec-
tiveness, e.g. due to externalities or economies of scale.
This principle respects the heterogeneity of prefer-
ences, institutions, history, etc.

Alignment of liability and control: to avoid distribu-
tional conflicts, one should adamantly avoid a mis-
match between decision-making power and responsi-
bility for the consequences of the decisions made (Feld
etal.2015).

Unity in diversity: it is no coincidence that the
motto under which integrated Europe is striving for
peace and prosperity actively embraces the diversity
that characterises the union, in a deliberate attempt to
learn from one another (Feld et al. 2016d).

While completing these steps would arguably be
quite sensible, implementing measures that are incom-
patible with the “Maastricht 2.0” concept might even be
counterproductive.

HOW THE CRISIS UNFOLDED

The crisis in the Eurozone relentlessly unveiled the two
fundamental structural weaknesses of the Eurozone’s
original architecture:

Prevention arrangements were insufficient; bank-
ing regulation was flawed and the no-bail-out clause
was not credible, and thus failed to ascertain fiscal dis-
cipline (Feld et al. 2016b).

There were no crisis mechanisms installed for the
unlikely, albeit (in hindsight quite obviously) possible
case of member states losing market access.

Correspondingly, the crisis triggered an intense
discussion of both crisis prevention and management.
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In this process some aspects of the phenomenon were
simply rediscovered: with the concept of monetary
union, or European integration, the idea of forging a
single market for goods, services, capital and labour,
was combined with the provision of a single currency.
This inevitably eliminated a dimension of macroeco-
nomic adjustment that was previously available to
member states - namely the devaluation of their own
currency. In this sense, forging the Eurozone created a
sort of “super-globalisation” process, with even
stronger requirements regarding the flexibility of prod-
uct and labour markets.

With one dimension of macroeconomic adjust-
ment less at their disposal, member states’ govern-
ments were required to ascertain that any necessary
macroeconomic adjustment would be facilitated by
smoothly functioning labour and product markets. It
was clear from the start of the first considerations
towards the formation of the monetary union that
member states’ governments
would have to implement a
broad spectrum of structural  Figure1
reforms aimed at boosting the
growth potential of their econ-

2012 the Eurozone was on the verge of breaking up - the
GCEE at the time suggested dealing with legacy debt by
installing a debt redemption pact (GCEE 2012), consist-
ing of the inseparable combination of a debt redemp-
tion fund together with heavy obligations regarding
structural reform and budget consolidation. In the
GCEE’s assessment, compliance with the pact would
have been enforced by the then existing substantial risk
premia for sovereign bonds.

This did not happen. Instead the ECB announced
its OMT programme, and ECB President Draghi
announced that the ECB would stabilize the Eurozone,
“whatever it takes.” This effectively eliminated specu-
lation as to the premature demise of the monetary
union and subdued risk premia, providing the basis for
economic recovery, albeit at the expense of increasing
risks to financial stability. When the crisis appeared to
reignite in early 2015 - and it was feared that deflation-
ary tendencies could take hold - the ECB implemented
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inflation has even risen above

the ECB’s target of just under

2% in June. Arguably, the ECB would be well-advised to
take a symmetrical approach to monetary policy, and
reduceits expansionary stance under the impression of
rising inflation rates in a similar way as it reacted to
their decline just a few years ago. Yet, it is still very
expansionary, and risks to financial stability keep
increasing. However, as monetary policy is not suitable
for permanently boosting growth in laggard econo-
mies, a normalization of monetary policy is needed
fairly soon.

As far as the price competitiveness of Eurozone
economies is concerned, almost half of the competi-
tiveness gains experienced by the German economy
compared to other member states between the begin-
ning of the century and the Eurozone crisis have now
vanished. Unfortunately, however, not all large mem-
ber states have managed to regain their price competi-
tiveness (Figure 3). Despite these welcome adjust-
ments, a remarkable diversity in the levels of member
states’ prosperity still remains (Figure 4). It is arguably

up to national governments to implement the appro-
priate structural reforms to lift their potential growth
rates and foster convergence.

A STABLE EUROZONE ARCHITECTURE

The economic recovery provides an important tailwind
forfortifying the Eurozone’s architecture. Itis advisable
to recall the fundamental principles any sustainable
architecture would have to fulfil - subsidiarity, align-
ment of liability and control, and unity in diversity.
Obviously, policy fields to consider are banking and
financial markets, for which the decision was made to
align liability and control at the level of the monetary
union, and fiscal and economic policy, for which the
original decision was an alignment at the national lev-
els.Unquestionably, an arrangement whereby member
states were making the decisions, and the community
of member states was bearing the consequences would
be unsustainable.
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Figure 5

A Solid Framework for the Euro Area: Maastricht 2.0
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Instead, two sustainable arrangements can be
envisaged. The first would be to align decision-making
power and liability at the level of the union. To work in
practice, however, thisarrangementshould be pursued
whenever preferences are fairly homogeneous, or
when externalities are substantial (as for cross-border
banking) and if, and only if, the member states display
sufficient willingness to relegate their sovereignty to a
supra-national level. The European banking and capi-
talmarketunionisacasein point. Although the process
isincomplete and fraught with impediments, the devel-
opmentofjoint approaches to banking supervision and
restructuring is evidence of the willingness to delegate
sovereignty in this policy field.

In reality, however, there is currently hardly any
substantial willingness on the part of individual mem-
ber states to relegate sovereignty in the field of fiscal or
economic policy to a supra-national level. Conse-
quently, an arrangement similar to the banking and
capital market union is hardly
advisable when it comes to Figure 6
areas like, for example, the

L Debt-to-GDP Ratios
organisation of labour mar-

try club membership.

Bail-out by other member
states: while this is effectively
what had to happen to retain the integrity of the Euro-
zone during the latest crisis, there are very good rea-
sons to be aware of the incentive effects associated
with the availability of a bail-out. A severe lack of fiscal
discipline could hardly be avoided.

Restructuring of sovereign debt: if none of the first
two safety valves could be installed, a member state
underdistresswould need to have the option of restruc-
turing its debt without leaving the monetary union.
Now would be the time to phase in such an arrange-
ment, not during the next crisis.
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WHAT TO DO NEXT?

While the Maastricht criterion of a debt-to-GDP ratio of
60% was not derived from first principles, it neverthe-
less serves as an anchor for assessing the room availa-
ble to governments to fiscally manoeuver should a crisis
emerge. Unfortunately, in 12 of the 19 member states of

kets. Unfortunately, this is
often discussed nevertheless, %
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and the potential adverse 10
long-term implications of this
misalignment are frequently
disregarded. 100

The second sustainable
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decision making power and
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liability at the same national
level(s). This arrangement
would reflect the principle of
subsidiarity and would also 0
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respect the European motto of 1970 1974 1978

unity in diversity. Yet in cases
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the Eurozone this ratio is still above 60%, and way
exceeds the corresponding pre-crisis levels (Figure 6).
Moreover, in-depth analyses raise doubts about the
sustainability of public finances in many member states
(GCEE 2017). Consequently, there is a need to refocus
and strictly enforce supra-national fiscal rules, which
have become too complicated and overburdened with
exceptions and technicalities (Eyraud et al. 2018). Fur-
thermore, the introduction of an insolvency mecha-
nism for sovereigns, with the possibility of debt restruc-
turing within the union, would award more credibility to
the no-bailout principle (Andritzky et al. 2018).

In view of the arguments regarding the proper
alignment of liability and control, the decision to com-
plement joint monetary policy in the Eurozone by
implementing aregime of joint supervision and restruc-
turing authorities for financial markets was commend-
able. This route should be pursued further, until the
European Banking Union is factually completed. Yet

Figure 8
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any further integration is only advisable after further
risk reduction has occurred. This requirement not only
pertains to a reduction in the number of non-perform-
ingloanson the banks’ balance sheets (Figure 7), it also
implies the removal of regulatory privileges for sover-
eign debt (GCEE 2015), ascertaining a higher credibility
of the resolution regime, and the separation of banking
supervision from the ECB.

Instead of inventing new fiscal instruments, joint
European efforts - both in the Eurozone and in the EU -
should concentrate on policy fields with genuine Euro-
pean added value. Climate policy is a prime example of
one such policy field, as the task of reducing CO2 emis-
sions is a global challenge (Figure8). National
approaches and fragmented climate policy measures
are expensive and inefficient. Instead, the EU
Emissions Trading System should be strengthened by
making use of a single price for CO2 for all emitters
and sectors of final energy consumption in the EU
(acatech et al. 2015).
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