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Priorities arising from the economic crisis
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The Summer University session convened against the backdrop of escalating tensions in sovereign bond markets and plummeting stock markets (the latter driven by investor fears over the solvency of the European banking system). The EU faces a serious crisis, not only an economic crisis but also one of politics and identity.

There two main points of focus: measures to improve the functioning of the ‘real economy’ (with  a particular emphasis on the SME sector) and the more immediate priorities arising from the financial crisis. 

Historical perspective: It was noted that, whilst the current economic and financial crisis is the most serious to confront the EU, it is not the first and historical experience provides some guide – notably the moves to enhance the Single European Market (SEM) following the episode of ‘Eurosclerosis’ in the late-1970s/early-1980s. Fiscal imbalances lie at the heart of the current crisis and must be addressed. Still, fiscal consolidation is a necessary, but not sufficient, response. Measures to improve the functioning of the ‘real economy’ need to be implemented urgently if the EU is to avoid a Japanese-style ‘lost decade’. As well as immediate measures to rein-in current government expenditure, longer-term action is also required, notably further increases in retirement ages to ensure public sector pension schemes are more affordable (and, in the interests of equity, more in line with private sector schemes).  

Measures should be implemented to fully extend, or enhance, the SEM (the fields of telecoms and energy policy were identified as key sectors for such action). In addition, it was suggested that EU Budget policy should be focused more on investment expenditure, especially where fragile private sector confidence needed bolstering. EU structural funds should be focused mainly on small & medium-sized enterprises (SMEs) as these companies were typically the ones most adversely affected by tighter credit conditions – credit-worthy larger corporations are typically cash-rich and can access any required funding from the capital markets (ie, they can more easily circumvent the still-impaired banking system). In addition, measures to speed-up legislative procedures may well be warranted.

A key focus was the need to improve SMEs’ access to venture capital. In an environment of low interest rates (which is likely to persist) venture capital funding opportunities should prove more appealing to investors, as well as providing an additional funding source for corporate investment and product development. It was also noted that SMEs had not benefited to the same degree as their larger counterparts from the ‘economies of scale’ afforded by the SEM and measures to facilitate more cross-border activity within the SEM would be highly beneficial for growth and employment.

There was judged to be too little research  & development (R&D) in the EU, especially among SMEs. Part of the problem has been a long-running failure to fully develop links between research in universities and the corporate sector – to commercialise or monetise research.

Several participants called for reform of aspects of the tax system, though there was a wide range of suggestions. Some favoured moves towards tax harmonisation, others believed greater competition and decentralisation would be a better way forward. Some wanted large multinational corporations to pay more tax, others feared that this would drive more of these companies/some of their operations offshore. In any case, budgetary constraints meant there was only limited scope to pursue such initiatives at this juncture.

On the financial sector, a number of proposals were put forward. Inevitably, given the scale and immediacy of the crisis, it was harder to find common ground on various issues. Several participants stressed the growing urgency: a collapse of the euro was possible within a few months if decisive steps are not taken (Delpla).

The key policy challenge was to forge a new understanding: ‘southern’ member states (including, in this context, France) need to recognise the extent to which the euro’s Bundesbank-Deuschemark foundations have been undermined by recent events and the impact this has had in Germany and a number of its northern neighbours. Saving the euro will require further substantial financial support and transfers from Germany, the Netherlands, Finland etc. For this to be politically acceptable, it was argued that, in return, institutional reform was required to give those northern ‘creditor’ nations more influence over the running of supranational institutions (including the ECB). It was suggested that Germany should have something like one-third of the voting power vis-à-vis ECB policymaking. This would also provide a valuable boost for the tarnished credibility of these EU institutions in global markets and among key investors.  

In return for these reinforced institutional arrangements, it was suggested that Germany and other northern states would be more prepared to back common ‘Eurobonds’. Proponents argued that, whilst such instruments may not be the first preference, the urgency of the financial crisis and the risk of contagion spreading to the major euro area economies, notably Italy and Spain, meant that such a step would be effective in preventing a more serious escalation of the crisis.

On the question of full-scale quantitative easing (as pursued by the US Fed), most participants agreed that this would be a bridge too far for Germany – at least at this stage. The ECB has expanded its balance sheet, but by less than the Fed or the Bank of England and some of its policy actions had already triggered high-level resignations. A move to full QE does not appear to be politically viable at this point in time.

It was noted that where national political difficulties present barriers to financial support and cross-border bail-outs (eg, German and Finnish opposition to bailing-out Greece), a more effective approach might be to allow an early restructuring/default by the Greek government and to then allow individual member states to deal with the damage caused to their own banking systems. Such an approach is not without risks but would be more politically acceptable – eg, the German public is more likely to be prepared to fund a further equity injection into the German banking sector than to finance further loans to Greece.   

Perhaps the most controversial proposal (which has featured at earlier summer universities, against a more benign backdrop) centred on the role of the European Central Bank (ECB) and whether its mandate should be broadened to be more like that of the US Federal Reserve (with more explicit policy goals relating to economic growth and employment). This proposal encountered significant opposition. There was perhaps more scope for agreement in principle vis-à-vis reforms to enhance the ECB’s ability to move quickly during a financial crisis.

Some participants were highly critical of the ‘neo-liberal’ ideology which they judged to be at the root of the financial crisis – and which was seen to be inappropriate for the EU. It was argued that more rigorous regulation of the financial sector is required, with a strong case for a formal separation between retail and investment banking functions. These participants also focused on the problems arising from the increasing inequality resulting from free-market outcomes: ‘trickle-down doesn’t work’ asserted one participant. 
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