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Abstract

Our aim in this paper is to address the big questal today’s European Union, more specificallg th
Union’s deep legitimacy deficit that touches updinagpects of input, throughout and output. We
make three main points. (1) That the current cidi€uropean integration is to be understood as a
manifestation of a broader question that concdrasonditions under which liberal democracy and a
market economy may be made compatible. (2) Thabtigeterm dynamics of European integration is
driven by the inherent tension in democratic systeetween representative and effective governance.
(3) That the most urgent task facing European naté&mn research is the normative imperative to
rethink effective and legitimate democratic pragsie- who is involved, at what level, in what capaci
together with whom — and to redesign the boundafiefemocratic governance between the EU and
the member states.
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1 Introduction?

The Eurozone crisis placed a problem on the palitigenda that had seemed solved since the post-
1945 period, namely the compatibility of capitalismd democracy. The governance of the common
currency, from the start, was based on the comwidinat only a politically independent central bank
would safeguard stability. Since the onset of tligis; also democratic governance of fiscal polgy
considered a potential threat to stability as tisedt Compact seeks to anchor a balanced budget rul
in the constitution of each member state. Restomagket confidence in the Euro required that, as
Chancellor Merkel once put it, democracy be madatforming? The conflict between democracy
and the requirements of the common currency begartularity acute in the countries subjected to
the conditionality of the so-called Troika. Sinbe tTroika concluded that flexible labour and prdduc
markets in combination with budget surpluses weggiired to make their membership in the common
currency viable, governments in the GIIPS countitesd themselves engaged in policies of cutting
wages, undermining labour’s bargaining power argimdntling welfare arrangements against the
wishes of a majority of their electorate.

This conviction that political democracy is inimi¢a the requirements of a stable currency is et n

to Europe. While several scholars have pointedrthirsy economic similarities between the current
crisis and the Great Depression (Eichengreen 2Bithengreen & Temin 2010; O’Rourke & Taylor
2013), political dynamics also are increasingly iréstent of the interwar period; in particular
increasing polarisation and fragmentation of theypaystem and the rise of extremist and populist
politics. Though all countries had to grapple wiltle issue of how to reconcile the demands of the
Gold Standard and democracy, tensions also thea mest acute in the indebted periphery. As the
primacy of politics over fiscal and monetary polisgarked massive inflation, and hyperinflation in
Austria, Germany, Hungary and Poland, the Leagud&latfons set out to return the periphery to
monetary stability by means of resurrecting thedGtlandard. This highly interventionist programme
frequently bought financial stability at the prioEdemocracy (Clavin 2013: 25 — 33; Polanyi 2001:
241).

The globalisation backlash provoked by the GregirBssion eventually removed the tension between
democracy and the market by establishing the pmgn@cpolitics over the currency. In Western
Europe, a highly successful, and in its nature adat@mocratic, socially inclusive political
arrangement was established (Berman 2006; Rugg8?)1%rom now, international financial
transactions, as well as trade could be interfevéd when in conflict with the requirements of
internal balance while, if necessary, the parityulddbe adjusted to wage cost developments rather
than the other way round. The result was the deddlrente Glorieusesthe only monetary and
financial regime that has managed to combine higiwth, monetary and financial stability, low
unemployment and social inclusion.

The early form of European integration dovetaildéthwhis ‘embedded liberalism’ as it was designed
to help the member states cement the new sociétacdna ‘European rescue of the nation state’ in
Alan Milward’s (2000) felicitous words. However,nse the 1980s European integration took a
distinct neo-liberal turn as it increasingly reddidbe policy tools available to national governnsent
while seeking to enforce the primacy of the econd@kiti, Menéndez & Teixeira 2012; Schulz-
Forberg & Strath 2010). The Single European ActABBvionetary Union (EMU) and the Single
Market in Financial Services (SMFS) were the maogtdrtant waymarks along this roadet, as in

the interwar period, this liberal solution proveustable. The combination of depoliticisation and th
economic pathologies of heightened volatility, higlemployment and increasing income inequality,
similarly to the ‘double movement’ documented byangi (2001), provoked an anti-globalisation /
Europeanisation backlash. This historical sequeaises two gquestion. How did the EU stumble into

1 We would like to thank the Director of the RobechS8man Centre for Advanced Research, Brigid Laffamptmel
conveners, Lars-Erik Cederman and Douglas WebbdrttenRSCAS staff for organizing this conference.Wdéeild like to
thank particularly Lars-Erik Cederman for his ingfghcomments.

2 (http://www.faz.net/aktuell/politik/harte-bretterarktkonforme-demokratie-oder-demokratiekonformerkna
11712359.html.



a mode of economic governance that repeated mathedadrrors of the interwar period, and what are
the prospects for a form of European integratiat th socially inclusive and thus able to command
sufficient political support?

In this article, we interpret the history of demetar governance in Europe from the end of the First
World War until the present as an oscillation betwéhe requirements of responsive and effective
governance. We suggest that the turn to liberatigsl should be interpreted as a reaction to period
failures of the interest aggregation function ofitis, which leads states reassert their autonowgy
civil society, with or without the help of externattors. From this follows that the primary task th
EU currently faces is to rethink its instabilitygme form of economic organisation, so as to provide
again that output legitimacy that west Europeanestananaged to furnish during the first three
decades after 1945, while avoiding the excessqmiticipation and the disintegration of political
aggregation that brought down Europe’s hithertotraascessful political and economic regime in the
1970s.

The remainder of the paper is structured as foll&vestion 2 argues that neither the changing nature
of European integration nor its popular contestatian be understood within the framework of
standard theories. Section 3 sets out the coraremngu Section 4 illustrates our view by means of a
comparison of the interwar gold standard and p@stmonetary integration. The final section seeks to
draw some tentative implications for rethinking &uean integration.

2 Integration Theory and the Second Rescue of the Nation State

(Neo)-functionalism, which for the first two decadarovided the dominant interpretation of European
integration, was inspired by neoclassical traderh@ which integration benefits all members, from
which it then becomes possible argue that whemiaten displays its benefits in one sector, paiti
pressures will mount in favour of further integoatithus leaving communitarian-identity issues as th
sole motivation for a backlash. Admittedly, the EC®odel of was not extended to other sectors and
the Empty Chair Crisis set limits to the integrat# zeal of the Commission. Still, in October 1971
the member states approved the Werner Plan for taignenion.

Member states had apparently recognised thatderdo draw the full benefits of the customs union,
fixing exchange rates would be required. Yet, despontinuous prodding by the Commission, the
Werner Plan proved to be stillborn. With the fiodtprice shock leading to a distinct drop in grbwt
and the emergence of mass-unemployment, governmemésunwilling to forsake a crucial element
in their macroeconomic toolbox. Moreover, the ecoiwodislocation of the 1970s revealed strongly
divergence policy preferences between more libevaded states, for whom reducing inflation
became paramount, and their more interventionigthben, that would rather prioritise low
unemployment. In this constellation, as Everling8Q: 218) remarked, “the political and social f@arce
in the member states cannot be overlaid or nemtélby the automatism of a monetary regulatory
mechanism.” Nor was EMU the only victim of policiwergence. Though the customs union remained
intact, non-tariff barriers (NTBs) proliferatedam effort to provide the member states with moodsto

to stimulate the economy. In short, European dewcigsiakers violated a core precondition of
functional spillover, namely that they “do not amgiate that further integration in one area maypiae
problems in other areas, which in turn would leadutther (possibly undesired) integration (so that
they refuse to take the first integrative step)igfiNan & Schmitter 2009: 58).

As the decade ended, policy divergence gave wagrgergence on a neo-liberal model consisting of
four main pillars. First, with the SEA, the trenfitbbe seventies to create barriers to internaletnaes
reversed. Second, although already contained irRthree Treaties, competition policy remained a
dead letter when most member states were pursoiagyéntionist industrial polices and maintained a
sizeable state-owned sector. Since the mid-1983sever, both the Commission and the ECJ started
to enforce an interpretation of competition polityat saw the earlier practices as a violation of
common market principles. Third, policy preferencesverged on exchange rate rigidity, from the
birth of the (soft) EMS in 1979 via its hardenimgthe mid-1980s, to the Maastricht decision to &dop
a common currency. Fourth, while article 67 of fireaty of Rome had called for the abolition of
controls on capital transactions between EEC ratigdeéhe 1960s and 1970s instead withessed an



intensification® Only in 1988 could the member states agree orctiliee 361/88 that implemented
article 67.

EMU was no relaunch of the Werner plan. The lattes wedded to the embedded liberalism of the
early phase of integration in that it accordedla to monetary policy also in stimulating growthdan
employment; in postulating the need for a Europdamget that could be employed for
macroeconomic demand management, and in suggestirtgJ-wide industrial policy. In short, the
Werner plan was an exercise positive integrationvhile EMU largely was an exercise megative
integration Under EMU, monetary policy was to focus only e price level while its institutional
setup sought to prevent any political intrusiorcbgating a central bank of unparalleled indepenelenc
As envisaged by the Stability and Growth Pact (S&P)996, the Euro was not to be complemented
by an EU fiscal capacity but by institutionalisedsgerity. Finally, in preparation for the common
currency, member states agreed to abolish capitalrals by 1994, leaving them five years to
demonstrate that they were pursuing sound policies.

The Maastricht Treaty heralded the end of the pesiveé consensus. The Treaty became highly
politicised with polls indicating that in Germanydathe Netherlands, there was only a very slim
majority for EMU, if at all. Of those electoratdsat were allowed to express their opinion, France
only managed a “petit oui” although virtually thatiee political class had advocated a Yes, while
Danish voters required an opt-out from the Euralebipproving the treaty in a second referendum.
The French and Dutch “No” to the Constitutional atsein 2005, and the Irish “No” to the Lisbon
Treaty in 2008 were other signposts marking the lgetaveen elite and popular opinion, eventually
culminating in the UK’s exit from the Union, frequeaesort to differentiated integration, and thgida
rise of EU-critical parties.

Standard theories of European integration do notige an adequate explanation of these dynamics.
Concerning the rising popular contestation of irdéign, both the intergovernmentalist and neo-
functionalist approaches could rightfully be askieel same question that the British Queen addressed
to the economists of LSE in November of 2008: “Wiig nobody notice it?” Though some claimed
that notwithstanding its demise in the late 196@=s Eurocrisis confirmed the functional spillover
hypothesis (Cooper 2011), the prediction of a retdh” of integration proved misguided. Schmitter’s
neofunctionalism, in contrast, did allow for thespibility of disintegration (spillback). Howevet, i
never specified clearly under what conditions thesght occur, though most likely they would be
informed by motives of defending national identdggyereignty and tradition against encroachment by
supranationalism (Nieman & Schmitter 2009: 56). &ter, as both theories accorded a critical role
to organized sectoral interests, it became haeXpéain why a profound divergence between elite and
popular views could emerge at all, and why oppasito integration was voiced by new parties and
the ballot box, rather than by organised interests.

Being focussed on explaining whether the procegaragd and who drove it, integration theory never
paid much attention to the changing nature of iatign. Instead of endogenising preferences and
asking why states had come to prefer a liberalugeasy embedded form of European integration, they
were content to refer to exogenous change. Conneegen neo-liberal integration was commonly
explained as a result of a change in external enanoonditions (Chiti et al 2012: 393; Scharpf 1999
43-46); as the outcome of an exogenous shift ilcypatleas (McNamara 1998); or by a decision-
making process that was structurally skewed in diavaf negative integration (Scharpf 2009). We
hold none of these explanations to be convincing.

The ‘globalisation school’ interprets the interwscial contract as having favoured labour at the
expense of business. As globalisation furnishedtadawith an exit option, that social contract no
longer was tenable and had to be torn up in therdst of business. But given that the smaller
European countries during the 1960s already display degree of trade openness that exceeds the
current level of larger countries, it is unconvimgito postulate a qualitative break somewhere durin
the seventies. For example, trade as a percenfa@®B in 1960 amounted to 76.3% for Belgium,
66.6% for Denmark, 64.8% for Ireland and 95.9%tf@ Netherlands. This is higher than the 2015
figures for the United Kingdom (56.5%), ltaly (58%§pain (63.8%) and France (61.4%) while

3 Directive 72/156/EEC reversed the first directivetiom implementation of article 67 of May 1960, tagguired member
states to equip themselves with the measures bspaculative capital flows. In contrast to funitibist thinking, the 1972
directive implied that financial integration wagatential threat to the common market.



Germany in 2015 (86%) had not reached the Dutcél lefs1960¢ Moreover, while many countries
operated restrictions on capital account transastiforeign direct investment (FDI) in many cases
was less restricted. The complaint in 1960s Euwge rather one of excessive inflows of US capital,
suggesting that the European climate was not agverbusiness. More importantly, globalisation is
not an exogenous force but the creation of statesaan reduce its reach if they so wish. If externa
forces had pushed European governments to abahdariority of internal balance against their will,
one would have expected a form of integration tinétgated the external pressures and tried to
reconstruct a steering capacity at the Europeasi tewwompensate what had allegedly been losteat th
national level. Accordingly, the globalisation vies hard to square with the neo-liberal nature of
European integration since the 1980s. Moreoves, itBgime has proven immune to the balance of
political power in the member states as neither“Tiierd Way” promoted by the social democratic
governments that ruled a majority of member statesng the late 1990s and early 2000s, nor
individual social democratic governments have @mgjéd its basic orientation (Bailey 2005).

Fritz Scharpf (2009, 2010) attributed the predomaga of negative integration to the
constitutionalisation of a liberal regime througle rulings of the European Court of Justice (EQd) a
its extensive interpretation of the four freedomkijle consensus requirements together with the wide
diversity of the member states made the creatiosuoh capacities at the European level infeasible.
Yet, the type of liberalisation that could be pust@&ough by the ECJ and the Commission against the
wishes of the member states applied largely to etitign policy and state aid and not to the core
macroeconomic elements of the post-war regime.dive 361/88, the SGP, the SMFS and the Euro
itself were not the result of constitutionalisedelialism, but of political agreement. Moreover, as
Scharpf (1999: 61-63) himself noted, both the Bl the Commission traditionally are careful not to
get too much out of line with the prevailing moodthe member states, so that the activation of
competition policy occurred after member statessetdn motion the train towards the SEA, i.e.rafte
a change in preferences at the national level. @hsdcial democratic vision of Europe lost out to a
liberal one cannot be blamed on the EU decisioninggrocess but merely reflects the fact that most
European governments, including social democratesphad lost trust in the old recipes.
Constructivist approaches explain preference cgerere as an outcome of the socialisation
engendered by participation in European integratioto the emergence of new ideas (Checkel 2005),
often prepared in well-funded liberal-conservativink-tanks and strategically taken up by the
Commission (Schmidt and Thatcher 2013, Jabko 199%).socialisation variant would require linear
progression and thus is incompatible with the aureand the 1970s backlash against integration. To
argue that policies changed simply because govertsnmew entertained different ideas, assumes that
ideas have no roots in societal developments and tomes closer to a tautology than to an
explanation. Old ideas are hardly discarded whew fitovide satisfactory results. The resurrection o
economic liberalism did reflect growing dysfunctidities, and they were much of the same nature as
what had driven interwar liberalism.

3 Representative versus Effective Governance

Palitical theory has long recognised a tension betwparticipation, responsiveness and effectiveness
In Alexis de Tocqueville’s tradition, pluralist thees extolled public participation as enhancing th
quality of democracy. Participation through intémg®ups would result in a broader representatfon o
interests and a more informed and involved eletgor&iven that the essence of democracy is
government not only for, but by the people, mordigipation per definition means a more complete
democracy.

Simultaneously, it has been recognised that infiedsparticipation may foster polarisation and a
diminishing capacity of the political system to eggpte interests and to reconcile contradictory
demands, thus leading to government overload aedteally a challenge to governance itself (Berger
1981, Rose 198B)While extolling the rights and liberties of indiuwals and the uniqueness of their

4 Source: World Bank, World Development Indicatorsdbaise.
5 Pemberton (2009: 583), saw the 1970s as a decadehfch the very future of the British state coudoubted,”



interests and ideas, liberal thought also recogrize problem of reducing their range to an actitma
number as a central. It is not by chance thatdilimn considers a certain dose of political apathy
unproblematic. If all citizens were always condgapblitically active, they would create problenis o
overload. Whether in its individualistic version oiterest-group version, liberalism sees in the
spontaneous activation of citizens on behalf ofrtheerests the foundation of politics and, at the
same time, the source of potential problems.

The classic formulation of this view was pennedh@& mid-1970s by Samuel Huntington (1975, also
Bell 1967, King 1975). For Huntington, proliferatimf interest groups had given rise to a demand
overload on governments. Mancur Olson (1971) hygmitled that because of the diffused cost and
concentrated benefits of most market distortingicpes, civil society would be dominated by
distributional coalitions that would undermine egonc prosperity. With the interwar political
mobilisation in mind, Almond & Verba (1963), simil warned against the dangers of excessive
public participation, and saw the key to democratahbility in an allegiant culture that combined
modest levels of participation with allegiancelte political regime. Schumpeter’s (2003: 272-3pple
for an authoritarian elite-driven democracy thamiied popular political participation to voting,
similarly reflected interwar experiences. In hisugps theory of politics, David Truman welcomes the
political “slack” that apathetic citizens creats,this reservoir of energies is available to be ifizsl

in case politics turns “morbific” (Truman 1951). é&@ng the number of collective subjects whose
interests and ideas concur to forging the collectifll small is a distinguishing trait of liberafis The
maximum feasible mobilization propounded in theti®sxand stigmatized by Theodeore Lowi (1971)
must be carefully avoided.

Pitkin points to a similar tension in the parliartag arena. Representation is “acting in the irsteoé

the represented in a manner responsive to thenKifPi967:209), but the correspondence between
citizens’ wishes and authoritative decisions is ahduld be far from tight. Representatives cannot
limit themselves to being the spokespersons of tmistituents, but must engage in a deliberative
dialogue with other representatives, which may léeain to agree to policy decisions that stand at
some distance from their constituents’ desires. the duty of good representatives to understand h
to best serve the interests of their constituemtsametimes innovative and unexpected ways. The
good representative thus escapes the Burkean ddesmishis neither only a delegate nor only a trustee
(Pitkin 1967: Ch. 8). According to Pitkin, to repesit implies accepting this tension and being tble
both distance oneself from the immediate expressidhe constituents’ demands, if this should prove
necessary to better serve their interests, andkmaia to them why this was necessary. While it
implies accepting to be sanctioned for failing t;mwnce them, it also implies that democracy may
become dysfunctional if representation degenerategpure responsiveness.

The original distinction between delegate and &e&isvas developed by Burke in 1774. At the time,
the idea that individual citizens rather than comities were the object of representation had not ye
become part of political theory or of institutiongtactice. Burke’'s words, although traditionally
interpreted as a statement of the Whig conceptioregresentation as trusteeship, are rather more
subtle and warrant the interpretation as an injancto conceive of representativeither as
delegatesor as trustees but to strike a balance between theséMorris 2012). More appropriately,
he may be considered to subscribe to what todaglisd “virtual representation” (Pitkin 1967: 175).
In inviting the electors of Bristol to accept ththeir commercial interests would be represented
equally well by the representatives of Birminghdmm,was suggesting that it is not individual inteses
in their singularity that are worthy of being repeated, but the categorical interests to which they
give rise.ln other words, the act of representation transosingularities into collectives.

Also for Nadia Urbinati, “political representation entails a complex political process that actigate
the sovereign people well beyond the formal a@lettoral authorization. Representative government
has the power of unifying and connecting the ‘flading’ ‘atomic units’ of civil society projecting
citizens into a future-oriented perspective” (Udiirc006: 5). And again: “Representation can never
be truly descriptive and mimetic of social segmgataand identities because of its unavoidable
inclination to transcend the ‘here’ and ‘now’ aral firoject instead a ‘would-be’ or ‘ought-to-be’
perspective that translates almost naturally inttvoaacy” (Urbinati 2006: 6). This is the
distinguishing trait and unique feature of repréaton: that, in the act of being represented, the
multitude of individual interests get aggregatet ia finite number of wider categorical interests i
the name of which political programs can be progodRepresentation is never an act of mere



mirroring of existing interests, but one of forgiogllective subjects that may have not known tetexi
before being represented. Representation, in thesmvof Michael Saward (2010) is claims-making.
Individuals may accept these claims and validagectitegorical interests and the collective ideiti
that are proposed to them or reject both. The g0 representation is therefore a highly creative
one. Through political representation, the inchaatay become meaningful few whose interests and
ideas can be prioritized into workable politicabgrammes.

We can conclude that the balance between resporsiseand responsibility that must be struck by
individual representatives in their relationshighaheir constituents must also be achieved between
the total sum of the demands placed on any pdlisigstem and the externalities that these create to
other political systems and also to itself.

In the Eighties, neoliberalism mounted an assaulthe idea of democracy minimally understood as
self-rule, as a communicative space for openly tilepahe conditions of our common existence,
allowing all citizens to be the authors of the latwat govern them (Bohman 2012). It replaced this
idea with two traditional tenets alongside (neggtifreedom as safeguards against the possible
pathologies of democracy, although never in a ptdcgich pre-eminence. The first is that polits i
the source of diffuse rent-seeking behaviour. R@ihs cannot be trusted to tend to the long-term
welfare of their citizens but rather, driven by ithghort-term interest in re-election, will doletou
particularistic concessions to the most powerftérests in exchange for political support. Thid il

the long run create an overload of demands thabasikrupt the economy. The second is that markets
are better at regulating economic activity so teaguld replace political intermediation whenever
possible, also in areas normally entrusted toipalidebate and deliberation. The upshot of thil du
assault on political intermediation was the deratjoih of markets and the displacement of those
diffuse interests that must organize and gain acteeshe political process in order to registelirthe
claims. This drive towards dis-intermediation, thbplausible in the overinflated and apparently out
of-control context of the Seventies, therefore,vemdy hit organized interests and removed many t
regulations designed as social safeguards and topsken case of market failureSomeinterests,
though, still had access to politics through indixal lobbying and through the production of
hegemonic ideas.

4 A Short Version of the Long History of European Integration

4.1 Pathologies of Neo-Liberalism

At the core of liberalism's failure to maintain fetient political support lies another aggregation
problem. While shifting the emphasis from publiteiwvention as a corrective of market outcomes to
competitiveness as the wellspring of prosperityréiduce the demands on and the responsibilities of
the state, it also enthroned a fallacy of compasiis the principle of policy-making. In analogy to
firms, states were now to succeed through a cothygetace with their rivals. But competitivenessiis
relative term. Hence the new liberal orthodoxy actfabandoned one of the main tenets of textbook
liberal trade theories, namely that internationadé is a positive sum game and reinstated a
mercantilist view in which the most competitive wabisucceed while the others would fall by the
wayside. While the attempt to gain prosperity byuang costs below those of the competing nations
introduced a deflationary bias in the world econpthg rigid nominal framework European nations
had given themselves by enthroning inflation-targetcentral banks and the sanctity of the parity
further reinforced the tendency (Bagnai 2016; M&t@016). In contrast, the embedded liberalism of
the post-war period had recognised that adjustroEtie parity in case of fundamental balance of
payments disequilibria was preferable to depressiiegdomestic economy. Nailing countries to a
golden cross in the mid-1920s and to a Eurocrdss 4999 imposed austerity and tight money as the
solution.

But the new monetary orthodoxy also failed to nestgrowth irrespective of balance of payments
constraints. In the political economy, as in otBecial system, the individual actors work under



constraints that are the outcome of the sum ofd#wsion of the individual actors themselves. This
inherent self-referentiality implies that an edwilum solution requires a focal point, a regimet tha
shapes the expectations of the individual actorsc{Beri 1997). Expectations of high growth rates
will suggest to individual entrepreneurs the nesrdhigh investment; the outcome will be one of high
growth rates, which will justify ex-post the higivestment that caused them. While the switch to the
new monetary orthodoxy provoked an immediate ¢risiglso had longer-term effects as central
banks, freed from any concern for growth, providedocal point for low growth expectations.
Accordingly the turn to neo-liberalism has givegerito secular stagnation (Baldi & Harms 2017,
Summers 2016); an economic constellation markedblyinvestment despite historically low real
interest rates, high returns on capital, a longitdeclining growth trend, as well as lower totaitéa
productivity growth despite rapid technological sbas as low investment rates slow the spread of
new technologies, and wage decompression promotesgptoductivity sectors. Instead of restoring
growth, the new dogma thus created a problem thdemnmined political support, namely rapidly
increasing inequality in wealth and income. As Riké2014) has shown, with the return on capital
exceeding the growth rate in both pre-Great Deppssind post-1980s liberal regimes, the
distribution of wealth became dramatically unequédlus undermining the credibility of the
meritocratic principles that undergird democracy.

Moreover, while the restoration of unfettered intgronal financial markets both in the mid-1920 and
since the 1980s was conceived as a discipliningcdesf ‘unsound’ policies, in both instances
international finance itself became a source ofewi Both periods were characterised by massive
macroeconomic imbalances between debtor and creddontries, a hypertrophy of speculative
finance, destabilising financial flows and an eatiah of banking, currency, and debt crises.
Eichengreen & Bordo (2002), e.g., counted 9 bankimges and 37 currency crises in emerging and
industrialised economies for the period 1945-71F Idata (Laeven & Valencia 2013), in turn, record
147 banking crises and 218 currency crises dur@¥d.2011.

4.2 The Rise and decline of the Interwar Gold Standard

The liberal interpretation has it that the interwgamid standard was doomed because of the rise of
political and economic democracy (Morys 2014: 73132; Simmons 1994: 20-29; Rodrik 2007: 202).
The primacy of external balance required the malitdominance of financial interests plus high wage
flexibility. The more inflexible wages, the moretight monetary policy to defend the parity would
have quantity instead of price effects. Economimaeracy, in the form of strengthened trade unions
and the concomitant real wage rigidity, in thisenpretation, implied that the smoothly working pre-
war gold standard now would be become a sourceoofedtic crisis. According to Eichengreen &
Temin (2003: 212), “The inability of economic pglimakers to force down wages was at the core of
the period’s [interwar] economic strains.” The eembhtic example of this new constellation was the
British general strike of 1926, which was calle®ppose a cut in mineworkers’ pay.

Simultaneously, the Gold Standard came under fom fpolitical democracy. The spread of general
(male) suffrage (Table 1), meant that the politmalver of the lower classes would result in demands
for policies prioritising internal balance thus rnrak the balanced budgets and the quasi-automatic
conduct of monetary policies unviable. Obstfeld &ylor (2004), interpret the advent of mass
suffrage as a fundamental turning point in the rgan@nt of macroeconomic policies as it made
fixed exchange rates and free capital markets sithes instead requiring either flexible rates, or
capital controls and fixed exchange rates.

However, that interpretation to a considerable rxie an exercise in deductive history. Even before
1914, the picture of a smoothly operating gold déad at best applied to core countries like the UK,
France, Germany and the USA. Peripheral countrazguéntly left when the costs became too high.
Similar to the interwar gold standard and the Etiie,combination of fixed exchange rates and free
capital markets gave rise to large imbalances, with core countries building up large net asset
positions (Obstfeld & Taylor 2004: 231). While arttoxy has it that due to the greater credibility it
derived from its solid political underpinning (Bar& Kydland 1999), capital flows were stabilising
during the Gold Standard, in reality, peripheralimoies were vulnerable to sudden stops of capital
inflows in reaction to changing conditions in treres countries (Triffin 1964).



Table 1: Introduction of General Suffrage

General Male Suffrage| General Female Suffrage

Austria 1907 1918
Belgium 1893 1948
Canada 1920 1920
Denmark 1849 1915
Estonia 1917 1918
France 1848 1944
Finland 1906 1906
Germany 1871 1919
Greece 1864 1952
Hungary 1918 1918
Ireland 1918 1923
Italy 1912 1945
Japan 1925 1947
Latvia 1919 1919
Lithuania 1922 1922
Netherlands 1917 1919
Norway 1898 1913
Poland 1918 1918
Portugal 1878 1931
Sweden 1909 1919
Switzerland 1848 1971
United Kingdom 1918 1928
United States 1856 1920

Like the Euro, also the classical gold standarfesedl from a deflationary bias. The rapid expansion
of Gold Standard membership during the 1870s deticdfcramble for reserves leading to higher
interest rates. Not by coincidence did the sprdatieoGold Standard coincide with what at that time
was known as the Great Depression (1873-96). Arsphitielimited suffrage in many countries, the
priority for external balance did not go unchalledgThe Gold Standard ended the heyday of free
trade. Italy e.g. increased tariffs in 1878 and71&8ermany followed in 1879, France in 1880, ared th
US raised tariffs repeatedly during the 1880s. Awdlay & O’Rourke remarked, it seemed that
“liberalism undermined itself”. Opposition to theepwvar gold standard came primarily from the
agricultural sector. As agricultural producers caoniy incurred loans at the beginning of the growing
season to repay them when the harvest was brooighéartket, an intervening drop in prices increased
real debt and might spell default. In the Unitedt&, opposition to the 1873 decision to returgaid
came from agrarian interests in the Populist arek@back Parties (Frieden 1997), while an attempt to
form a farmer labour alliance with the Greenbackdwa party did not meet with success. Likewise, in
pre WW1 Italy the protest that created severalenay crises and contributed to repeated decismns t
suspend convertibility had more to do with peasamest than with the rise of labour. In Germany,
opposition came primarily from Prussian landowr{&srschenkron 1943: 57).

That the strengthened position of organised lalafter 1918 critically undermined the gold standard
is improbable. That stronger labour meant more waydity lacks solid empirical evidence (Galarotti
1995: 35). Obstfeldt (1993) e.g. finds evidencedignificant price rigidities during the 1882- 1913
period in a sample of six countrfesndeed, nominal wages proved too flexible. Durthg 1930s
governments sought to put a floor under wages tobed deflation through such devices as making
wage agreements binding on the entire sector (Natids, 1937), the National Industrial Recovery

6 France, Germany, ltaly, Japan, UK, USA.
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Act (USA, 1933), the Matignon agreements (Fran@6).9and the wage decrees of the NAZI board of
Labour Trustees (1933) (Notermans 2000). The stieingd position of labour after 1918 did not add
significantly to the political opposition to the {@oStandard. Labour parties did not operate with a
Keynesian framework in which capitalism can be masdatable through growth-oriented
macroeconomic policies. Instead, their framework wae of a distributional struggle between capital
and labour emphasising such issues as taxatioheoWealthy, extension of welfare arrangements,
labour standards and socialisation of industrytiteparties were either supportive of or ambiguous
on the Gold Standard. Though France clung to Golteat costs to for five more years after Britain
had abandoned it, the Communist Party remainedaansh defender because it interpreted
abandoning gold as tantamount to inflation and towages. Leon Blum, who became prime minister
of France’s first leftist Popular Front governm@antMay of 1936 had campaigned on defending gold
and did so until massive currency speculation nthdeffort futile in September.

Though organised labour may not have opposed @Euddshift in the political balance of power did
prompt governments to prioritise internal balarioel918, governments faced too deep a legitimacy
crisis to give priority to deflating the price ldvAs Feinstein et al (2008; 49) summarised it ‘ftiots
over the distribution of incomes and the burdetagétion stand out as a principal source of financi
instability in most other European countries”. Toeef the millions of soldiers that had been
conscripted into a gruesome war with unemploymeut economic hardship seemed unwise to even
the staunchest advocates of the Gold Standard. pEheeived threat of a Bolshevik revolution
spreading to Western Europe provided additionalrments. Many of the new states that emerged
from the breakup of three empires initially alsokled legitimacy, while governments on the losing
side had little enthusiasm for imposing austerityvery fragile societies in order to foot what was
considered a grossly unfair reparations bill. Taésuit was that rather than preparing for a retarn t
gold, governments embarked on policies of cheapeynamd increased spending to promote growth
and social inclusion, allowing the currency to dmjaite if necessary.

Thus, it was not a foregone conclusion that thed@whndard would be revived. Labour militancy and
social unrest did not doom the Gold Standard bstead inspired its resurrection. In view of endemic
distributional struggles and a crisis of legitimaafynational elites, a domestically oriented regiime
most countries proved unable to reconcile the dadm domestic product, with inflation and budget
deficits as the most visible manifestation. Thedsstandard option became more attractive the more
the alternative of a domestically oriented regimeeared a recipe for dislocatibhike the 1980s,
how the turn away from internal balance would behestrated depended on the strength of
democratic state institutions. On the one extretoeds Germany where a stabilisation crisis was
considered too risky. Consequently, inflation wdleveed to run its course leading to a total
destruction of the currency in a spiral of hypdatibn. This was followed by the introduction of a
new currency, which was put on gold in November3L88d was to be administered by a central bank
that was under foreign control and assisted byreigo reparations commissioner with far reaching
authority over fiscal policies. In many of the netates that emerged out of the Austro-Hungarian
Empire, and thus like Germany had found themsehluslened with foreign debts, stabilisation
similarly was achieved with foreign assistance priftg through the League of Nations.

In Italy, the solution instead involved the destimt of democracy. While the government did
intervene in the foreign exchange markets after aimistice with the aim of reversing wartime
depreciation, that policy ended with the premigysifiFrancesco Nitti (June 1919-1920). In a country
increasingly polarised between socialist, anarcumst fascists, Nitti embarked on an interventionist
policy of economic reconstruction, which he hopesuld promote political reconciliation. Yet, Nitti
never managed to create the consensus on whichayechgramme could have succeeded. Until
shortly before the fascist takeover, the Sociatistgsed to enter government with the other masy pa
the catholicPartito Popolare For the liberals, Nitti's tax and industrial poés seemed a prelude to
socialisation. Unable to balance the budget witteda while abolishing the bread subsidy - whose
costs exploded after the Lira had started its doavdvglide - was unacceptable to the Socialists and
the Catholics (Forsyth 1993; ch.6). The solutionths democratic aggregation deficit would be
fascism as liberal political forces came to sid¢hwussolini; a solution, by the way, which was
highly welcomed in British and American circles (Aaver 1998: 26).

7 This mechanism to some extent was operative alrdadygg the classical gold standard. Brosz (2002).4-
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While similarly fragmented, liberal democracy wast successfully challenged in France. Instead,
France clad its distributional conflicts in theadjacket of the Gold Standard, though it took lunti
1926 to do so. Marking the gradual unravellinglaf toalition of national unity, the last year oé th
war already saw widespread social unrest that sified after the armistice. Though the politicght
recorded one of its greatest victories in the 18#8tions, social unrest suggested making conaessio
to labour in the form of social protection and #®dour workday. At the same time, wartime
destruction mandated a large reconstruction buddet.government had no intention of balancing the
books — also because it hoped to extract significaparations from Germany — nor to defend the
currency. Accordingly, no steps towards austerigyemaken when allied support for the Franc ceased
on March 14 1919. Alongside the fear of becomingeshelent on foreign creditors, inflation did lead
to a first attempt at austerity in 1920, not in thast because of middle class protests. Howelver, t
policy was short-lived. When it emerged that Germmaparations would be much smaller than
expected, the Franc continued its downward slidelevthe Left was victorious in the 1924 elections.
Consequently, by 1926, France had become unattlertow on international markets while inflation
escalated further. It was left to Raymond PoincagBvernment to stabilise the Franc in 1926 and
prepare for the return to gold. Though both the0182d 1926 austerity measures created recessions,
overall France only delayed stabilisation: the metio gold, at a vastly depreciated rate, mearititha
real terms the country performed better than mthstrdEuropean countries.

That the restoration of the Gold Standard was egifmme conclusion has been most forcefully argued
for Britain. With Sterling standing at the centré tbe pre-1914 world and international finance
contributing significantly to its current accourgfurning to gold seemed crucial to economic regpve
and restoring British might. The seven years betmibe armistice and the return to gold then appear
as a transition period without any particular digance. In fact, British politics displayed a siami
dynamics to most of Western Europe. Social tensants a radicalised labour movement mandated
policies of expansion and social inclusion. Accoglly, returning to parity was postponed into an
unspecified future. The Cunliffe Report of AugustL8, which strongly recommended a return to gold,
was simply ignored. Instead, the Gold Standard walandoned in March of 1919 and further
restrictions on capital account transactions wenposed while the budget turned expansionary.
Eventually, it was the inflationary dynamic provdkby a growth-oriented policy not backed by a
coherent social contract that prompted a policyngeain the early 1920s. The Treasury’s John
Bradbury’'s argument that the Gold Standard would“lk®ave proof”, i.e. immune to political
tinkering, convinced Churchill (Catterall 2017: 38). The British case was peculiar only in that it
was the only one of the victorious European powleas risked a deflationary policy strong enough to
return to the pre-war parity.

All the other nations that returned to gold at fpiie-war parity had not been belligerents (Denmark,
Netherlands, Norway, Sweden, Switzerland). Thoungly imay have suffered lesser hardships during
the war, that did not made them immune to pronodingecial tensions. Similar to Britain, the
Netherlands, Norway and Sweden had decided inipleto return to the gold parity at some time
after the war, but the policies of the first postrwears did nothing in preparation for this. laste
central banks were reluctant to raise interestsrated the currency was allowed to depreciate to
prevent compromising the priority of internal balenThe turn to restrictive policies and recession,
came in the early 1920s when this policy orientatias seen to provoke high inflation and, as in the
case of the Scandinavian countries, financial biktga

In sum, the Gold Standard was not resurrectedutifitarian device to facilitate trade or gain cpea
access to credit, nor did it reflect nostalgiatdas, it served as the anchor to the system ofeigite
intermediation, as the institution that would gieeherence to societies and guarantee their
governability. That explained the tenacity with ahnistates clung to this “barbaric relic” in the &re
Depression, preferring austerity to loosening gganoorings. Similar to the post 1980s regime, th
stabilisation crises in the early 1920s gave waelative stability. Yet, much of this feeble presity
was built on growing indebtedness and capital flalwat gave rise to serious macroeconomic
imbalances. The system started to unravel in 1928nwhe Federal Reserve’s policies to reign in the
stock market boom exposed Germany to a sudden steapkring ferocious policies of internal
devaluation, followed by the collapse of bankingteyn in the former Austro-Hungarian Empire that
quickly spread abroad. Notwithstanding the ceryradf the gold standard in structuring interwar
politics, its institutional structure did not makeirrevocable. Unwilling to be seen to voluntarily
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abandon Gold, governments such a Britain, Belgiirance, and the Netherlands let markets force
their hand as increasing doubt about its viabpitgyvoked capital flows that drained the centralkdsan
of reserves. Only Germany, with its memories ofdryflation, did not dare take this step but indtea
de facto suspended the Gold Standard by tradeéctests and draconian exchange controls.

4.3 Neoliberalism and the Second European Rescue of the Nation State

The political foundations of the post-war growtlgiree started to unravel in the late 1960s. Though
the process was uneven, it was marked by incregaaléetal participation and polarisation alongside
rising labour militancy. In some sense, the reglmeame the victim of its own success. In 1943,
Michal Kalecki argued, that prolonged full-employmevould serve to radicalise labour. The earliest
and strongest manifestations of labour militancguoed in Italy and France where the post-war
social contract had excluded the communist leftt #e proliferating distributional struggles were
fought out just as much in the political arenardéased public spending became a common device to
appease various actors while governments souglttste political intermediation by strengthening
tripartite corporatist negotiations with businegsl dabour. Alongside labour market pressures, a
variety of development conspired to make the hdidpalitical elites more tenuous. While the
traditional mass parties had been governed in toieical fashion, the disintegration of traditional
social milieus, the decreasing salience of socm eeligious cleavages and increasing levels of
education combined to create an electorate mushwiébng to defer political leadership. Alongside
decreasing party membership and the decline of/fpated media outlets, political elites were now
confronted with a more volatile electorate. Theatfiand second oil price shocks further destabilised
the system.

Radicalisation translated into a stronger left v ¢ontinent. The German Sozialdemokratische Partei
Deutschlands (SPD) first participated in governmentl966 and three years later Willy Brandt
became its first chancellor. France elected it Spocialist president after Vincent Auriol (1947)%n
1981. In 1972, the Dutch social democrats manageonquer the prime minister seat after 14 years,
but the Den Uyl's cabinet was unique for its siggtef open confrontation with its rivals. In 1970,
Bruno Kreisky became the first social democratiaradellor of post-war Austria. But with its politica
preconditions rapidly unravelling the rise of sbdamocracy heralded the end of a social democratic
regime that had been built on the continent largglhristian Democrats,

Though the road through which it was arrived afedi#fd from case to case, in the end European
countries arrived at a broadly similar neo-libesalution. First, to break the escalating wage-price
wage spiral, lower growth and higher unemploymemrenrequired. As Alan Budd, advisor to
Margaret Thatcher would put it later: “What was ieegred in Marxist terms was a crisis of
capitalism which recreated a reserve army of labaod has allowed the capitalists to make high
profits ever since.{Quoted in Stone 2014: 18Fecondly, to contain competing claims on GDP the
macro-economy had to be provided with a bindinggeticconstraint. Finally, expectations on what
state intervention in the economy could actuallyieged needed to be toned down radically.

The principal device in bringing about such a regichange in all case was a crisis induced by dentra
banks that had been freed of any concern for graamth employment. In the late seventies, the
independent GermaBundesbanlkexecuted this regime change on its own, while &tyndependent
central banks, like e.g. tHdederlandsche Ban&nd Sveriges Riksbankemvere given the political
leeway to implement this change. In Italy, the pgscwas more gradual. While in the 1950s and
1960s theBanca d’'ltaliawould buy all unsold treasury bonds in order tegk¢heir price stable and
contain public debt, in 1973 Guido Carli introducedme limits to bank lending and currency
exchange restrictions in view of an inflation raéntinuously above 10%. in 1975, Paolo Baffi furthe
tightened those controls. After having had to ¢x@& Snake in 1976 and the EMS three years later,
Baffi was replaced by Azeglio Ciampi, who, togethdth the Treasury minister Andreatta, carried out
the “divorce” in 1981, which separated the Bankally from the Treasury.

To some extent, escalating inflation and budgetiigfin themselves undermined the political suppor
for the old regime. Nevertheless, a politicallytndd crisis might have incalculable consequencaes fo
legitimacy so that only few governments chose te tdirect responsibility for it. Depending on

13



national peculiarities and the strength with whifferent party systems allowed the new policy
regime to be challenged, governments to varyingedegrelied on legitimating devices that helped to
deflect responsibility. For the Left, for whom itaw ideologically difficult to locate the decline thie
post-war growth model in its internal contradicBpglobalisation became the preferred device. Later
Europeanisation, either in combination with a glidation that was argued to require a European
solution or as a self-standing justification, wasaked as a constraint on policy making beyond
control of the national government. Overall, one detinguish three different paths to the endhef t
post-war model in Europe, two of which needed agmoEuropean rescue in order to be feasible.

The British Labour government imposed cash limitspoiblic spending since 1975 in an attempt to
lower inflation while trying to import an externabnstraint via the IMF in 1976. Margaret Thatcher
needed neither the IMF nor Europe or globalisatibdeflect the blame. Assisted by a generous dose
of political courage and the virtual absence ofovgtints in the British political system, Thatcher
chose the highly conflictual road of ending thetpmar regime by confronting the trade unions head-
on. Ironically, though, implementing the monetargour that caused unemployment to shoot up
initially required tighter political control over Bank of England. Though being swept into power in
the wake of the infamous ‘winter of discontent’l®78, in which radicalised trade unions operating i
a highly fragmented and increasingly conflictuatiustrial relations system virtually brought the
country to a standstill, Thatcher's strategy of deflecting the blame nevertheless turned out to be
politically risky. Without the Falklands War, sheogt likely would have failed to be re-elected in
1983.

Like Britain, by the early 1980s Denmark was plabbg highly fragmented and aggressive unions
that made promoting full employment impossible with escalating inflation and budget deficits.
Committed to internal balance, the social democigivernments of the 1970s reacted to the oil price
crisis with fiscal expansion and devaluation, @telr to counter an escalating current accountitlefi
Though the prime ministers seat from 1975 to 198% wninterruptedly held by a social democratic
trade unionist, Anker Jgrgensen, radicalised uniemie adamantly opposed to incomes policies and
instead focussed their demands on what they cditatlustrial democracy”. In an international
environment where more and more countries werertiegoto recession to combat inflation,
devaluation was the only viable strategy to mainthie focus on internal balance, but without any
agreement on incomes policies, the result wouldusn higher inflation and twin deficits. The cycle
was broken by Paul Schluter's government in 1982nrbark’s first post-war conservative prime
minister, who was brought into power for reasonilsirmto those that handed Margaret Thatcher her
fist victory. Like Thatcher, also the Danish govaant could not hope to derive any legitimacy from a
recourse to the constraints of European integratibrike Thatcher, Schliter employed an external
constraint by declaring a fixed exchange rate tavggile simultaneously ending the practice of
negotiating crucial policy measures, such as tldisiiment of wage indexation, with the trade unions
The obvious failure of the Social Democratic swats, together with a party system that imposed
more moderation on Schliter in terms of welfarebaoks and budget austerity, kept the Social
Democrats out of power until 1990, and when they réturn, very much similar to New Labour, it
was a party very much concerned to demonstrateitttetd become economically responsible and
would not fundamentally challenge the regime insteby the Conservatives.

Though suffering from a more thorough disintegmaiid the post-war consensus than Britain — partly
because of the exclusion of the Left from the pest-contract — the British road was not available t
France or Italy. Though also the French governrhadi signed the Werner plan in October 1971, the
economic dislocations that soon emerged seemedrrath call for the full use of micro and
macroeconomic policy tools. The plans for a singlerency were collecting dust on the shelves of
some ministry, but defending a growth orientatiagthowut the ability to impose wage moderation soon
proved self-defeating. With little or no Europeamstraints on their use, fiscal and monetary pesici
could indeed be used to stimulate growth while erge rate flexibility was needed to protect the
external flank of such policies, as the Swedishig@d@emocratic government successfully practised.
Yet, with any devaluation of the currency leadingitmediate demands for wage compensation,
exchange rate flexibility became a tool for mor#aiion, while fiscal policy concessions served to
inflate the budget deficit without being able tdigtrthe cooperation of the unions. Problems caore t
head with the socialist Mitterrand government ie #arly 1980s. At a time when Germany had
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already embarked on a tight anti-inflationary ceuiditterrand promised domestic reflation by means
of deficit spending, shorter working hours wageéases and nationalisation of industries.
Mitterrand's solution to the dilemma inaugurated #econd European rescue of the nation state.
Mitterrand chose an external scapegoat to deftecembarrassment of his U-turn of 1983. The reason
for the spectacular failure of his policies, so #stery went, was the German Bundesbank, and
globalisation in general, which had made domesaticy instruments unworkable. Accordingly,
European integration would be required to restoodicp autonomy. However, the European
integration which French governments would sign topwas designed not to empower some
Keynesian state but to cement the neo-liberal ispiub the disintegration of the post-war model. As
Andrew Moravcsik (1994: 49) succinctly put it: “Nitrand's appeal to European ideology appears to
have been entirely tactical — an ideological cdeetthe abandonment of the Socialist experiment and
the adoption of conservative policies...” The prioe dgreeing to a form of European integration that
did much the opposite of what its official justdicon claimed was the “French disease”, a political
disease that would gradually spread as more ané member states adopted similar solutions. The
French solution created bitter disappointment imopean integration and the political class. Indeed
French politics since the mid-1980s can be faidtgusately described as an oscillation between
promises of more expansion — from Chirac’s pledig8 million new jobs in 1995, via Jospin’s EU-
wide jobs creation pact of 1997, to president Hulkds election pledge in 2012 to renegotiate the
Fiscal Compact — just to make a U-turn justifiedthg constraints of European integration. Indeed a
direct line runs from the fundamental decisions engdthe early 1980s to the rise of anti-politite
Front National and the near endemic contempt f@ipthlitical class in French society.

The ltalian post-war social contract was concludeétthout the Left. As of May 1947, the Italian
Communist party (PCI) (the largest one in the West$ excluded from government until 2006 when
the “refounded” and much less significant, commupigrty joined the second Prodi government.
Nevertheless, on the microeconomic side, polidiesything, were more interventionist than in much
of Western Europe. The post-war state continuedotiiey inaugurated by Mussolini of industrial
modernisation by means of a large sector of statédxl or state-owned companies benefiting from
directed credit by a largely state-owned bankingtae On the macroeconomic side, instead, Italy,
like Germany and the Netherlands, pursued an exgdrgrowth strategy, characterised by current
account surpluses and a hard but undervalued @ytren

This constellation ended in an explosion of soai@est with the “hot autumn” of 1969. This might
have furnished the occasion for a more inclusiv@as@ontract along the lines concluded elsewhere i
the late 1940s. Two and a half decades after the tiwa sense of national unity and purpose that
marked the late 1940s had evaporated. Not only ltatian business deeply suspicious of the Left,
fearing their subversive potential, the fragmentaibns with tenuous links between the leadership
and the shop-floor lacked the will and the orgaivsal capacity to be tied into corporatist
concertation. The organisational weakness of th@akgartners found its counterpart in weak
coalition governments. Thus, ltaly became nearlgowernable and drifted close to civil war,
particularly in the first half of the seventies whearious extreme-left and right wing groups clainae
large number of victims, among them politiciansiges, trade unionists, and labour economists.
Budget deficits exploded as governments tried totexdt the numerous demands, while Benca
d’ltalia accommodated inflation and absorbed public deat tdould not be placed in the market.
Similar to the position of th&eichsbankn the German hyperinflatiorBanca d’ltalia Governor
Guido Carli (1960-75) argued in 1976 that it wobh&/e been ‘subversive’ to do otherwise.

As Carli also clearly recognised, in this constadla the rescue of the Italian nation-state had to
proceed through the European Union. As he pointednol993, “the European Union represented an
alternative path for the solution of problems whigh were not managing to handle through the
normal channels of government and parliament” (@i Heartfield 2007: 141). The Lira entered the
EMS in 1978 with a band of 6%, but two years ldber regular 2.25% band was adopted, while the
EMS evolved from an adjustable to a fixed rate megafter 1987. To support EMS membership, in
1981, the ‘divorce’ was consummated which freed Baak from its obligation to buy public debt.
Eleven years later, the EMS constraint served aglinching argument to gain union agreement on
the abolition of wage indexation.

According to neoclassical theory, importing crelitipithrough fixed exchange rates, may make
disinflation costless, but such cases have beefineohto the textbook. Nevertheless, the link to
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Europe helped muster the necessary political stippisst, ECSC and EEC membership was closely
associated with economic modernisation. SecondlyjnaFrance, Europe could be presented as
protecting the country from the pressures of glish#ibn, though Italian governments were less
outspoken and confident about their reform plan€iorope. Finally, membership in the EMS and the
common currency became a matter of national pedegognition that Italy played in the first league
This became particularity evident after 13 Septeni#92 when the Lira was forced to devalue.
Ironically, it were the financial markets to questiwhether the cost of disinflation were politigall
viable by unleashing a wave of speculation. Simitathe Gold Standard, the fixed exchange rate had
become the anchor of a project to fundamentallgrnefitaly. Even though devaluation provided a
much-needed economic boost, qualifying for the Fwentually became the overriding priority of the
Italian government to such an extent that evenaratjst concertation became a viable proposition in
order to combine welfare cuts with more flexiblbdar markets and fiscal rigour. Yet, not even Euro
membership freed Italy from its anaemic growth wiplacing insistent demands for austerity, more
flexibility and less welfare onto the lower stratiasociety. Similar to France the concept of Eurape
the rescuer of the nation now came to sound haditoavsubstantial part of the electorate.

Initially, those countries that could rely on corgiist interest intermediation seemed to have an
effective antidote to the unravelling of intereggeegation. In Scandinavia, corporatist policymgkin
had become a staple since the Social Democratsddrom a class-based to a nation-based approach
in the 1930s. Dutch labour had been tied into gpoexed growth strategy of low wages since the lat
1940s. In Austria, Soviet occupation of its Easteant until 1955, together with the memory of the
civil war of 1934 helped cement a corporatist polin Germany corporatist patterns emerged
somewhat later with Ludwig Erhardfermierte Gesellschaftf the early 1960s, followed by the first
SPD governments’ emphasis on “concerted action”.

Yet, participation in corporatist governance fraglye undermined the ability of functional interest
associations to internally aggregate interestseé&afly for trade unions adhering to government-
induced wage moderation in tight labour markets, gtoblem might become acute. Since the 1970s,
e.g. the Austrian OGB held that monetary policyutianot be part of policy concertation since a
fixed exchange rate functioned as an anchor thatageed its internal coherence. In Sweden, the
central bank de facto was a partner in tripart@ecertation, most spectacularly so in 1982 when the
government reacted to the regime change in margr @tbuntries with a massive devaluation backed
by an wage moderation agreement with the unionsaBthe 1980s progressed also here the growing
inability of labour and business to internally aggate interest promoted a regime change, by taking
monetary policy out of the bargain and makingRilesbankformally independent in 1996.

German corporatism might appear to have been haupby the institutional anomaly of an
independent central bank. Yet the Bundesbank'sgedlly single-minded focus on inflation is
somewhat of a myth. Since the 1960s, the Brettond¥@ystem obstructed the fight against inflation.
Yet, the Bundesbank was opposed to revaluatioriefar of the consequences for German exports,
instead preferring to resolve the dilemma by tiglt@pital controls. The brief float of the D-Mark
during the end of Bretton Woods was implementetesponse to international pressures and against
the opposition of the Bank. Where German post-wdicies did differ, with the exception of the
Netherlands, was that the growth orientation ofrdgime was built on an export-led model. Except
for the first post-war years, both countries ramsiggent current account surpluses. When leftist
governments during the 1970s did attempt to intcedgeynesian elements, the higher inflation faster
nominal wage growth and threat to the current actawrplus this implied provoked a counter-
reaction in which Christian democratic and consrgaparties managed to exclude the social
democrats from government in order to impose a tighstraint on corporatist bargaining through an
independent monetary policy and tight budget caings.

After their breakdown between the late seventie$ late eighties, corporatist patterns of interest
intermediation were frequently revived, but now mtamy and fiscal policy were removed from the
negotiating table and bargaining proceeded underthireat of unilateral state intervention. Where
corporatism survived, it turned into competitiverpmmratism. Sweden, Denmark and Austria now
joined the German-Dutch club of countries with sab8al current account surpluses. Ironically, it
was primarily the German mercantilist orientatibattopened the way for a second rescue of the south
European nation states through a European exteortraint. A simultaneous insistence on tight
money, low inflation, wage moderation, fiscal redaie — Stabilitatskulturin short — and current
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account surpluses is an inconsistent set of pmedereinder flexible exchange rates, as it should put
upward pressure on the currency forcing a choitevdmn defending the current account surplus or
their restrictive macroeconomic policy orientatidhat was required to make this set of preferences
consistent was the cooperation of the Europearhhbeigs, getting them to agree to fix their exchange
rates while adopting a similarly restrictive momgtand fiscal regime. Indeed the quest for an
asymmetric fixed exchange rate regime that woutdtID-Mark revaluation while not diluting its
monetary and fiscal policy orientation has beemmr@stant of Germany's European policies since late
1969 when Chancellor Willy Brandt first proposeft@opean monetary union at the Hague Summit,
shortly after the D-Mark and Dutch Guilder had bésuoed to float upwards.

In short, the disintegration of the post-war madetessitated a second European rescue of the nation
state, though its nature was fundamentally diffefesm the first one. Whereas the first rescue was
instrumental in cementing the growth policies teapported post-war social contract, the second
rescue sought to restore cohesion to policy-maikirige face of the disintegration of social consesns
Accordingly, the second rescue from the start poinbwards depoliticisation and technocracy.

5 Rethinking Europe

In contrast to expectations of the political Léfiapermas 1973), the economic crisis, the permanentl
lower growth, and the higher unemployment that aqmanied the liberal governance mode did not
immediately lead to a legitimacy crisis. The ecoiwmdislocations of the preceding years in
combination with the uneven distribution of the tsosf those crises and the various blame avoidance
strategies that singled out globalisation as theritwere able to muster sufficient political swppor
resigned acceptance (Hooghe & Marks 2009). Unemméoy could frequently be concentrated in the
lower segment of increasingly dualistic labour nedsk The possible political fallout on middle class
support could be contained by budget deficits theghioned the impact of lower growth and tax
revenues on the welfare state and by a dereguiiateacial system that boosted private indebtedness
and home ownership (Mau 2015). Indeed, having dedlisince the end of the war, public debt to
GDP ratios now embarked on a continuous increakie Wwousehold indebtedness ballooned almost
everywhere since the 1990s (Table 2).

The solution to the overload crisis gave rise taatmmany scholars saw as a crisis of democracy
marked by decreasing participation (Mair 2013). M/khe trend toward falling party membership and
political dealignment had set in earlier (Daltonaétl984), the new regime saw a distinct decline in
political participation. In Europe, voter turnout parliamentary elections reached a peak in 13@0s,
steadily decline afterwards (Table 3). As was th&eovith unemployment, non-voting frequently was
concentrated amongst lower income and lower ecarcafioups. The trend was only reversed when
populist parties after 2008 succeeded in mobilisiagny non-voters.

The long-term effect of the second European resmfuthe nation state was to condemn social
democracy to irrelevance. Though more drawn otinie, the process is similar to the destruction of
East European social democracy after transitiolyd@ala-Busse 2007; Innes 2014). In a zero-sum
world where allegedly the only road to growth isstay ahead of the competition by reducing wages,
shrinking welfare states, shrinking taxes on bussnand reducing forms of social protection that
might give rise to market rigidities, a meaning@idfinition of the term social-democratic becomes
impossible. Hence, at a time when the North Attafitiancial crisis has shaken the trust in markets,
income inequality escalates, unemployment is wikdsp and the middle class is gripped by the fear
of relegation to the precarious conditions thatrabi@rise the lower segments of European labour
markets, it is not European social democracy bptfist anti-politics that prospers.
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Table 2: Total Household Debt as % of Net
disposable income

1995 2005 2015

Austria 65,8 87,5 93,5
Belgium 63,6 79,5 114,3
Czech Republic 28,7 39,4 68,7
Estonia 7,3 70,3 81,9
Denmark 192,1 281,7 292,0
Finland 71,0 99,2 129,7
France 66,4 88,4 108,3
Germany 97,2 108,1 92,9
Greece 17,0 67,6 118,5
Hungary 14,8 47,1 47,2
Ireland NA 200,2 177,9
Italy 38,5 71,3 89,2
Latvia NA 54,7 52,0
Netherlands 147,6 251,6 277,1
Poland NA 25,1 64,2
Portugal 51,7 1359 136,44
Slovak Republic 13,1 29,7 68,0
Slovenia NA 40,3 56,7
Spain 79,7 128,2 121,9
Sweden 90,2 146,9 177,7
United Kingdom 102,2 156,9 149,5

1: Figures for Spain refer to 1999. Source: OECD.

The populist revolt is not only directed at the Huf just as much at a national political clasg tha
allegedly has lost touch with “the people”. It istnprimarily driven by a revival of atavistic
traditionalist-communitarian values that objectthe dilution of national identities, nor by a post-
functionalist politicisation in which the lack of &uropean identity engenders opposition to
redistribution (Hooghe & Marks 2009), but by thaligation that the neo-liberal philosopher king
wears no clothes. Populism is thriving on tradiéilbsocial democratic themes after the depoliticsat
andla pensée uniquthat affected all the mainstream parties, abardioine losers of neo-liberalism
(Mastropaolo 2008; Mudde & Rovira Kaltwasser 201@1). Though the origins of parties like the
Front National (FN) and theAlternative fiir Deutschlan@AfD) may lay in an appeal to nationalist-
communitarian values coupled with economic libsralithey are undergoing a rapid transformation.
Substantial electoral success only emerged whemdtienalist appeals were married to policies of
reclaiming more national autonomy in order to protéhe nation” from the economic ravages of
Europeanisation / globalisation so as to embraa#tional leftist concerns for better social protat,
more jobs and less inequality. TR, after all, was founded already in 1972, but reradimarginal.

A 2015 Pew survey did not detect any rise in artiamty sentiment. Also in a longer-term
perspective, anti-immigrant / anti-foreigner semints cannot account for the rise of populism. In
Germany and the Netherlands such sentiments ctanetzl with the economic cycle, reaching a high
point in the early 1980s to decline until 2004-2088er which an upturn to roughly the level of the
1980s can be recorded. In Spain anti-immigrantisent peaked in 2004-2009 to decline slightly
afterwards, while Sweden recorded a slight dedliom a very low level since 2004-2009 despite the
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electoral success of ti8erige DemokraterifdWhat Europeans do consistently worry about sihee t

onset of the crisis is unemployment and the ecoogituation in general (table 4). And for these
issues an increasing share of the population seeBW as a problem instead of the solution. Though
included in the Eurobarometer surveys since 1983 guestion whether one’s country had benefited
from EU membership was removed in 2011 when thegmage of respondents answering “No”

edged closed to 40%. More recent surveys (Pew Res&enter 2016) indicate that a majority in

Greece, ltaly, France, Sweden and the UK disappodwbe way the EU handles economic issues
while only in Germany and Poland more people apptban disapprove. In sum, in terms of the two
dimensional space that structures political coatast, what Grande & Kriesi (2012) diagnosed as a
little occupied “structural hole” of interventiomigationalist positions, is rapidly being filled.

Table3: Voter Turnout, Parliamentary Elections (%)

1945-49 1950-59 1960-69 1970-79 1980-89 1990-99 2000-09 2010-17
Austria 95,5 95,3 93,8 92,3 91,5 83,8 80,5 74,9
Belgium 92,4 93,1 91,3 93,0 93,8 91,5 91,4 89,3
Bulgaria n.a. n.a. n.a. n.a. n.a. 72,7 61,0 51,8
Croatia n.a. n.a. n.a. n.a. n.a. 76,3 65,9 55,9
Cyprus n.a. n.a. n.a. 80,6 95,2 92,2 90,4 72,7
Czech Republic n.a. n.a. n.a. n.a. n.a. 82,8 61,2 106
Denmark 86,0 82,1 87,3 87,8 87,2 85,1 86,1 86,8
Estonia n.a. n.a. n.a. n.a. n.a. 68,1 60,1 63,9
Finland 76,6 76,5 85,0 78,2 73,9 67,4 65,9 67,1
France 80,8 80,0 76,6 76,5 71,8 68,4 60,2 55,4
Germany 78,5 86,9 87,1 90,9 87,3 79,6 75,8 71,5
Greece n.a. 75,8 82,2 80,3 83,3 79,6 74,2 65,7
Hungary n.a. n.a. n.a. n.a. n.a. 63,7 69,0 63,1
Ireland 74,3 74,3 74,2 76,5 72,7 67,2 64,8 67,5
Italy 90,7 93,8 92,8 92,3 88,9 85,5 81,9 75,2
Latvia n.a. n.a. n.a. n.a. n.a. 78,7 66,1 61,0
Lithuania n.a. n.a. n.a. n.a. n.a. 66,6 50,9 52,9
Luxembourg 91,9 91,9 89,6 89,5 88,1 87,4 91,3 91,2
Malta 75,4 78,0 90,2 94,0 95,4 96,2 94,5 93,0
Netherlands 93,4 95,4 95,0 83,5 83,5 76,0 79,8 76,9
Poland n.a. 94,6 96,4 98,1 79,9 47,7 46,9 49,9
Portugal n.a. n.a. n.a. 87,5 78,0 65,2 62,3 56,9
Romania n.a. n.a. n.a. n.a. n.a. 77,3 54,3 41,8
Slovakia n.a. n.a. n.a. n.a. n.a. 85,2 62,4 59,3
Slovenia n.a. n.a. n.a. n.a. n.a. 79,79 64,70 58,67
Spain n.a. n.a. n.a. 72,5 73,4 77,6 73,2 70,7
Sweden 82,7 78,8 86,4 90,4 89,1 85,0 81,1 85,2
United Kingdom 72,6 80,2 76,6 73,7 74,1 74,6 60,4 5,96
Average 83,9 85,1 87,0 85,4 83,7 77,2 70,6 67,3

Note: Voting is compulsory in Belgium and Luxembgur

Source: Own Calculations, ParlGov database.

8 Based on question V37 of the World Values Surt@y this list are various groups of people. Could ydease mention
any that you would not like to have as neighbould@htion of “immigrants / foreign workers” was inpeeted as expressing

xenophobic sentiments.
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Table 4: European Citizen's Main Concerns: The Three Most Frequently Mentioned issues

“What do you think are the two most important isstacing your country at the moment?”

Date Issue %  Issue % Issue %
09.05.2005 Unemployment 0,50 Economic Situation 70,Zrime 0,23
06.09.2006 Unemployment 0,42 Economic Situation 40,Zrime 0,23
10.04.2007 Unemployment 0,36 Crime 0,23 Econontigcafibn 0,20
22.09.2007 Unemployment 0,29 Rising prices inflaost of living 0,27 Crime 0,23
25.03.2008 Rising prices inflation cost of living , 786 Unemployment 0,51 Economic Situation 0,40
01.10.2008 Rising prices inflation cost of living ,30 Economic Situation 0,37 Unemployment 0,26
01.06.2009 Unemployment 0,49 Economic Situation 20,4&Rising prices inflation cost of living 0,21
05.05.2010 Unemployment 0,95 Economic Situation 00,&ising prices inflation cost of living 0,40
12.05.2012 Unemployment 0,90 Economic Situation 00,Rising prices inflation cost of living 0,47
03.11.2012 Unemployment 0,95 Economic Situation 30,Rising prices inflation cost of living 0,46
10.05.2013 Unemployment 0,51 Economic Situation 30,Rising prices inflation cost of living 0,20
02.11.2013 Unemployment 0,49 Economic Situation 30,Rising prices inflation cost of living 0,20
15.03.2014 Unemployment 0,49 Economic Situation 90,Rising prices inflation cost of living 0,20
31.05.2014 Unemployment 0,48 Economic Situation 90,Rising prices inflation cost of living 0,16
08.11.2014 Unemployment 0,45 Economic Situation 40,2mmigration 0,18
28.02.2015 Unemployment 0,42 Economic Situation 20,2mmigration 0,18
16.05.2015 Unemployment 0,42 Immigration 0,23 EcoiedSituation 0,21
07.11.2015 Immigration 0,36 Unemployment 0,36 EcniedSituation 0,19
21.05.2016 Unemployment 0,33 Immigration 0,28 EcniedSituation 0,19

Source: Eurobarometer.
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As a result, in terms of the role of the statehia €conomy, the left and right edges of the palitic
spectrum again start to touch, similar to what leayepl during the Great Depression. For example, the
FN’s emphasis on the nationalisation of banks, imnppotas, a national industrial policy, more
welfare entitlements and higher wages for low ineaarners is not only reminiscent of the views of
the Parti Social Francais— France’s largest right-wing party in the 19308ut also bears many
resemblances to the Policies of Leon Blum’'s Pop#lant (1936-37) and Frangois Mitterrand’s
original programme of the early 1980s. In the Ne#ms, the socio-economic points of Geert
Wilders’ Partij voor de Vrijheid (PVV)are largely identical to those of the left-wiBgcialistische
Partij. Even the euro-critical British Conservative Pagems to be undertaking a move to the left in
terms of its socio-economic policies. For Brexitnisier David Davis, cutting the ties with Europe
may seem an opportunity to replace the dirigismBroksels with a liberal agenda. For Conservative
PM Theresa Mayand for the rapidly growing anti-integrationistrfggs on the continent, popular
discontent with Europe points in a rather differéinection.

However, though more moderate than the right afiddeg extremism of the interwar period, and
while not sharing the fascist glorification of woice, also the current populism in essence is anti-
democratic. With their claim to represent the “tpgmple”, their emphasis on a direct link betwden t
leader and the people and their disdain for plsmalpopulism inevitably is on a collision coursehwit

a democratic pluralist constitution (Muller 2018his suggests that in order to defuse the populist
threat and separate those whose concern is falsociusion from the hard-core xenophobes, a more
social democratic Europe provides the most promistrategy. Social democratic, here does not refer
to a Europe governed by Social Democratic parties tb a resurrection of the philosophy of
‘embedded liberalism’, osoziale Marktwirtschaftas the social contract that undergirds European
democracies and recognises a political resportgiltdi temper economic liberalism by ensuring that
the fruits of economic growth are shared fairlycanviction that used to be part and parcel of the
ideological luggage of the post-war centre rigHeast as much as of the centre 1eft.

For the globalisation school, which holds that #teering capacity of the nation state has been
emasculated, the only possibility for pursuing fiudicies of a reconstitutesoziale Marktwirtschaft
lies in recreating this steering capacity at thel&l (Bofinger et al 2012; Fratscher 2016; Haksgm
2016). However, to function democratically, poktiacinion would presuppose the common European
identity that is currently lacking. In that sens@tionalist-communitarian movements themselves
would thus prevent the solution to the problemg thraderlie their ascendancy, confronting the EU
with an acute dilemma between effectiveness amubresivenes$t If instead one recognises that the
member states have conspired to emasculate thesaséivough the EU and that the current
legitimacy crisis largely is provoked by an EU tiat at least three decades has pursued integration
with the argument of its social and economic supiyi, the road is open to rethink effective and
legitimate democratic practices. What policy corepees are best left to or returned to the member
states? What European competences are requireghfeffectivesoziale Marktwirtscha®t Do the
policies of theTrente Glorieusesold lessons for today? What role can the EU ptagnsuring the
political viability of a policy of embedded libersin?

Much of the debate about the potential incompattbidetween “deep globalisation”, integration and
democracy is informed by the microeconomic arguneéra race to the bottom. The liberalisation of
trade and capital flows, differential cost levetsulting from lower wages, taxes, social security
contributions and a lighter regulatory burden ipented to cause trade to flow from, and capit&héo
countries with the lowest levels. Accordingly, tleom for democratic determination of core socio-
economic policies shrinks in line with the deepgnof integration; the upshot being that in the
absence of a common identity, much of the deepewiirthe single market that took place with the
SEA constitutes an undue restriction of democrédso this argument is not new to Europe. When

9 See her speech of October 2, 2016 to the ConsesvRtirty. http://www.ibtimes.co.uk/read-thersea-safai-brexit-
speech-conservative-conference-birmingham-1584423

10 With the exception of Scandinavia, Europe dutirgjTrente Glorieusesvas generally governed by Christian Democratic
and Conservative Parties. In fact, in some cadestiHe SPD, post-war social democracy initiallyswaore attached to ideas
of a planned economy such that Christian Democpatities arrived at what Berman (2006) has callecstivéal democratic
solution to making capitalism and democracy conppatbefore the social democrats themselves did.

11 Others are more willing to concede that, inititerest of democracy, economic integration carresacrosanct
(O’Rourke 2011: 24; Rodrik 2011).
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negotiating the ECSC and the Rome Treaties, Frapiced concerns that its more generous welfare
system, shorter working hours and higher wages avaegult in a competitive disadvantage that could
only be neutralised by harmonising wages and saaalrity on the French level. However, such
microeconomic issues are but a relatively minobfgm. France never obtained the harmonisation it
sought and thrived nevertheless. Despite its gépdmver wages and tax levels and minimalist
welfare states, the EU’s Eastern periphery is acinfy a deluge of FDI and a surge of exports. &tte
the area is stuck in a middle-income trap, whictuim promotes westward labour migration and brain
drain. If anything, the reluctance to harmoniseiadaguolicies in the EU is driven by member states
with more extensive welfare arrangements. Appayentle Nordic members see the lack of an
appropriate policy capacity at the EU level moreaafuarantee than a threat to their welfare regimes
Accordingly, the EU leaves its member states meelwhy to address issues of income inequality and
deteriorating social protection. Indeed, under guies from populist parties that manage to attract a
significant following from traditional leftist vote, some social democratic parties, like e.g. thB® S
under Martin Schulz, have started to debate the t®eestructure the tax and welfare system with a
view of providing more fairness, thus partly abamidg the competitiveness obsession of the “Third
Way” of the turn of the millennium.

Instead, as we have suggested, Europe’s problemasrhainly macroeconomic and political roots. To
some extent, the tenacity with which European aiemstuck to the Gold Standard in the midst of the
Great Depression for fear or a resurgence of thlgitions of the early 1920s is mirrored in the
tenacity with which Europe clings to a model thasvdesigned to address the problems of the 1970s.
In contrast to the interwar period, the EU, ingtgest to create a knave-proof solution, has eqdippe
itself with institutional safeguards of constituted strength, first and foremost a common currency
and a central bank totally devoid of a politicalnterweight. Also in contrast to the Gold Standard,
the EU’s supranational solution has created its psssure groups for more integration.

This suggests that rather than using “the rear-wigstor as a compass” (Jonung 1999), the EU should
abandon its dogma that more integration is alwhagsstiperior choice in favour of a “partial retreft
the Union into a sensitively co-ordinating rolensdnaging economic diversity” (Everson 2005: 105).
A partial retreat would seem necessary to endnisititionalisation of a deflationary regime that
engenders economic divergence rather than conveggé&hree, elements would seem crucial.

First, the SMFS has turned out to be an enginestébility while the envisaged next step of a pit
market union seems apt to exacerbate the problemavbid a re-emergence of the destabilising
capital flows of the interwar period, most courgriestricted capital account convertibility afté&¢5s.
Indeed, in several EU countries they remained ateluntil 1994 when the transition period of EU
Directive 361/1988 expired. Though already pradtisethe Cyprus crisis, Directive 361/88 needs to
be equipped with an explicit safeguard clause #liatvs for exceptions to the free movement of
capital for reasons of strengthening the tools ahestic economic management. External financial
repression in the post-war period was complemebtedlomestic financial repression. Promoting
growth meant obstructing speculative finance, asd aesult, West European governments equipped
themselves with tools that allowed them greateitrobmot only over the price but also the quantity
and direction of credit by means of interest ra#irgs, selective credit allocation and creditiogs.

De facto, much of Western Europe's banking systeas wartelised with market shares and
competition frozen thus removing an incentive foe tspeculative finance that was to destabilise
Europe after Maastricht. Given that the SMFS hakfired, a return to the compartmentalisation of
financial markets along functional and regionaksrthat characterised the post-war period in return
with a national capacity to engage in policies wfaficial repression — an idea that has been
rediscovered in the EU under the name of macromtialeregulation but has largely remained
toothless — would seem advisable.

Secondly, the uncontested political priority foogth after 1945 (Mazower 1998) may itself provide
the main explanation for the spectacular growth twurred as it anchored the expectations that
undergirded the high investment rates. Safeguarthiag political priority for growth, in particular
from balance of payments constraints, requiredtafseew policies and institutions. The Marshall

12 Another possible solution would be to impose arfirial transaction tax or a pan-European corpogatewith which to
finance pan-European investment, which would atseelthe advantage of taxing the additional revegyanerated by the
common market.
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Plan, the European Payments Union (EPU) and thaniretibility of currencies until December 28,
1958 served that purpose during the reconstrug@iod. Once the recovery had taken hold, current
account inconvertibility became superfluous, thperong the way for further trade liberalisation
under the EEC, while allowing the Bretton Woodsaysto come into operation. But also this system
had been designed to make exchange rate managemubs¢rvient to economic growth. IMF
assistance was available to address balance ofgmgnproblems without compromising growth,
while in case of a “fundamental disequilibrium” tpharity had to be changed. Given its deflationary
bias and the high costs of the EU adjustment progas, this suggests that the Euro would also need
a temporary escape clause, similar to the Brettamod¥' systen’t together with a set of criteria that
places more emphasis on real instead of nominalergance.

Finally, the concern for structural economic weases does not distinguish neo-liberal Europe from
its predecessor. Indeed, after 1945 most West [Earogovernments diagnosed their economies to
suffer from acute structural weaknesses. Espedallyrance and lItaly, the Second World War had
created an awareness of economic backwardness.aBat, countries like the Netherlands were
preoccupied with the productivity lag with the WdtStates. In contrast to the EMU era, the remedy
was not flexibility but industrial policy. Francerfmany years provided the model of how to operate
such a vertical type of policy. Based on an ovdragindicative plan — the implementation of which
required the European rescue of the ECSC in 198lhest of selective measure were employed
including credit allocation, preferential access hard currency, complementing infrastructural
investment, a host of non-tariff barriers — petfet#gal under the then EEC — and outright stade ai
The results soon far surpassed expectations. TinentltEU’s single market and competition policy
framework rules out the type of selective vertizalustrial policy that, as witnessed by Western
Europe's own post-war history as well as by mangt Bssian countries, is the most effective
instrument for bringing about income convergence.

This does not imply the need for a unilateral mgtfeom the Union. As argued above, the demise of
the Trente Glorieusesccurred in response to the disintegration opdtfitical underpinnings. Though
the political constellation of the 1970s is no lengvith us, it is by no means clear that all member
states have the political capacities to engageiéh policies. It is noteworthy that even in thedweest

hit Eurozone members at no time was there a pallitind popular majority for leaving the Eurozone.
The soaring disapproval ratings of the EU commamtye only matched by similar levels of distrust
in the abilities of the national political systerA. European Union that understand its role as
coordinating the management of economic diversitys tprimarily should focus on strengthening the
political preconditions for the successful pursiipolicies of internal balance in those membetesta
that face difficulties doing so on their own. Iraptice, this may involve a focus on strengtheniates
capacity in the framework of a cohesion policy thpérates with strict real performance criterialevhi
allowing for a large degree of flexibility in thee@ns employed to that end.
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