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Abstract

In this chapter, we analyse the impact of the recent crises in the Eurozone — the global
financial crisis with the consequent Great Recession (2007-09) and the sovereign debt
crisis (causing the second recession in 2012-13) — followed by a weak recovery. Thus,
many EU countries are experiencing a long period of stagnation. We provide new
empirical evidence on the fall of aggregate demand and its components, with partic-
ular reference to the collapse of investment. The dramatic impact on unemployment,
especially youth unemployment, is also discussed. This depressed situation has been
aggravated, in our opinion, by the delayed, uncertain or wrong policies adopted by
the EU institutions and by the individual countries, in particular, the austerity mea-
sures undertaken in the area, especially in the peripheral countries, have been too
deep and pervasive, not accompanied by effective growth policies. In addition to the
urgent changes needed in current macroeconomic policies, we also discuss the long-
run radical reforms in the EU institutions and governance, necessary to guarantee a
“genuine” and viable “economic and monetary” union.
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1. Introduction

The Global financial crisis (2007-08), with the consequent Great Recession
(2008-09), and the following sovereign debt crisis (2010-14) not only caused
a “double-dip” recession in many Eurozone countries, but also produced a
long-lasting impact on real economies, especially because of the rising and per-
sistent unemployment. In particular, youth unemployment has risen to unaccept-
able levels. The crises already had social and political consequences, including
the rise of nationalist and populist movements in many European countries.

The European monetary union has proved to be “fragile” after the re-
cent economic shocks and the policies followed in the Eurozone have been
wrong or inadequate. As for fiscal policies, the austerity measures undertaken
to face the sovereign debt crisis, especially in the peripheral countries, have
prolonged the recession. Monetary policy has become progressively more ac-
commodative, but although it has been adequate, so far, to save the euro, it
has not been able to contrast deflation and favour stronger economic growth.
Policymakers should understand that the euro area, especially the peripheral
countries, have suffered a dramatic fall in aggregate demand; thus, structural
reforms are insufficient to reinforce economic growth.

In the longer run, there is a need to complete the monetary union with a
“genuine” economic union, otherwise the euro will not survive. The EU’s
budget should be expanded, with an adequate section specific for the Euro-
zone. Fiscal transfers will be required not only to contrast asymmetric shocks
but also to favour real convergence between the economies, thus giving sub-
stance to “Europe 2020” and similar plans. Although politically unfeasible at
present, the economic union should be completed with a fiscal union, includ-
ing the possibility to issue common debt (such as the Eurobonds).

The structure of the chapter is as follows. In section 2 we discuss the events
following the crises in the Eurozone and we provide new empirical evidence on
the fall of aggregate demand and its components. The dramatic impact on un-
employment, especially youth unemployment, is presented in section 3. Section
4 critically evaluates the macroeconomic policies that have been followed at the
EU and national levels and emphasizes the radical reforms required at the Eu-
ropean level for a viable “economic and monetary union”. Section 5 concludes.

2. The double crises in the Eurozone

The recent financial crisis originated outside Europe, in the United States, but
then reached the worst and lasting consequences in the Eurozone. The credit
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crunch, the negative wealth effects, adverse expectations and systemic uncer-
tainty caused sudden real effects in 2008-09. The so-called “Great Recession”
has been the deepest contraction in economic activity since the Great Depres-
sion of the ‘30s; in 2009, there was a decrease of 3% to 6% in real GDP of
major countries (Table 1).!

The subsequent recovery, in 2009-10, was facilitated by the economic pol-
icy response in many world countries: (i) wide rescue plans of banks; (ii) ac-
commodating monetary policies (interest rates were lowered to almost zero
and were accompanied by “unconventional” operations of liquidity manage-
ment, e.g. the “quantitative easing”); (iii) expansionary fiscal policies (in ad-
dition to the working of automatic stabilizers).

In Europe, however, we had a second crisis, the “sovereign debt crisis”.
The situation precipitated because of some news coming from Greece.? This,
in addition to the real deterioration of the fiscal stance in many Eurozone coun-
tries (deficit/GDP and debt/GDP ratios were increasing since 2009), caused a
drop in confidence in the financial markets. The “spread” in the rate of interest
on public debt, compared to the German bonds, began to increase, initially in
Greece and subsequently in the other peripheral countries, the so-called “Pi-
igs” (Portugal, Ireland, Italy, Greece and Spain). The high spread levels were
due not only to the perception of the risk of default, but also to the possibility
of some countries abandoning the Eurozone or even the very dissolution of
the euro: the so-called “redenomination” risk. For the first time since its birth,
markets were questioning the irreversibility of the euro.

The uncertain, delayed and inadequate economic policy response also
contributed to the contagion in the Eurozone (Marelli and Signorelli, 2016a).
Speculative attacks were also partly determined by the EU Council decision
to make private owners responsible for the losses in case of default or restruc-
turing of the debt.* The “save-State” funds (the European Financial Stability
Facility, EFSF, and the European Stability Mechanism, ESM), that were used

' 1In this and the following tables, data are reported for the four largest EU economies, for
the four countries most affected by the sovereign debt crisis as well as (for comparison) for the
United States and Japan.

2 On the development of the new crisis, see Reinhart and Rogoff (2011), Coenen et al. (2012),
Blankenburg et al. (2013).

3 In October 2009 the new Greek government (Papandreou) revealed that the true deficit/

GDP ratio was equal to 12%, double than previously announced, then further revised upward
by Eurostat.

4 This “private sector involvement” is reasonable (e.g. to avoid problems of moral hazard),

but, when made at the height of the crisis, it accelerated the contagion effect.
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Table 1. Real GDP growth rates

2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016*
Germany 33 1.1 | -56 4.1 3.6 04 03 1.6 1.7 1.6
France 24 02 |-29 20 2.1 0.2 0.7 0.2 1.2 1.3
United Kingdom 26 |05 |-42 1.5 20 12 22 29 23 1.8
Italy 15 | -1.1 -5.5 1.7 06 |-28 |-1.7 |-03 0.8 1.1
Spain 3.8 1.1 | -36 00 |-10 |-26 |-17 14 32 2.6
Greece 33 |-03 |43 |55 |91 |-73 |-32 | 07 |-02 | -03
Ireland 55 |22 |56 04 2.6 0.2 14 52 7.8 49
Portugal 25 02 |-30 19 |-18 |-40 |-1.1 09 1.5 1.5
Eurozone 3.1 05 | -45 20 16 |-09 |-03 09 1.7 1.6
European Union 3.1 05 | -44 | 21 17 |-05 | 02 14 | 20 1.8
United States 18 |-03 |-28 25 1.6 22 1.5 24 24 23
Japan 22 | -10 |-55 47 |05 1.7 14 0.0 0.5 0.8

Source: Eurostat data (2007-2015) and European Commission (European Economic Forecast, Spring 2016)

to assist Greece, Ireland, Portugal®, would not be sufficient to bail out big coun-
tries such as Italy or Spain. Nevertheless, neither these funds nor the new strict-
er rules® on public accounts — the reformed Stability and Growth Pact (SGP)
and the Fiscal Compact — were sufficient to improve the situation. Only after
the adoption of the Outright Monetary Transactions (OMT) plan by the ECB,
in Autumn 2012, following President Draghi’s declaration “we shall save euro
whatever it takes”, the financial situation partially improved and the systemic
risk (as well as the spreads) reached lower levels in the following years.

However, the strict austerity measures, added to the uncertainty created
by the sovereign debt crisis itself, have resulted in a new recession, that in
most Eurozone countries occurred in 2012-13, but in some of them continued
up to 2014; even the subsequent recovery has been very weak, compared for
instance to the US case.

The severity of the double recession and weak recovery is confirmed by
the fact that at the end of 2015, the Eurozone real GDP level was still below

5 As well as, later, also the banks in Spain and Cyprus.

¢ Even stricter rules were imposed by the “troika” (EU Commission, ECB, IMF) on the as-

sisted countries.
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the pre-crisis (2007) maximum level; in some Eurozone’s countries it was still
significantly lower (Table 2). The most dramatic case is Greece, with a 2016
real GDP still around 30% lower than the 2007 level; dire performances are
also recorded by Italy, Portugal and Spain.

Reinhart and Rogoff (2014) showed that — among 12 advanced economies
hit by the financial crisis in 2007-08 — only two had regained in 2013 the
pre-crisis levels: the United States and Germany. By computing a “severity
index” — which is the sum of the depth of the crisis and its length (number of
years required to return to pre-crisis levels) — they also showed that, out of 100

Table 2. GDP and aggregate demand during recession and recovery (index 2005=100)
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GDP
max. 109,2 106 106,7 | 104,2 110 110,1 | 1146 | 1052 | 107,8 | 108,1
min. 101,6 | 101,8 | 100,2 94 99,8 80 101 95,1 101,7 102
201503 115 108,5 | 1132 | 949 1049 | 80,3 12577 | 984 | 1074 | 109.8
qtr. recess. 4 4 5 27 20 26 8 19 5 5
Export
max. 1279 | 1126 | 1145 | 116,01 | 1158 | 126,5 | 119,2 | 1255 | 1198 | 120,5
min. 1046 | 96,5 | 100,7 | 88,5 97,7 938 | 1138 | 102,7 | 100,8 | 101,9
201503 1534 | 1278 | 1249 | 1179 | 1403 105 172,1 | 151,7 | 140,1 | 1403
Consumption
max. 1029 | 103,8 | 106,8 | 102,8 | 1089 | 1109 | 120,6 | 1057 n.a. n.a.
min. 101,8 | 106,7 | 999 942 934 80,8 | 102,3 | 935 n.a. n.a.
201503 1089 | 116,6 | 111,1 959 98,2 82,1 110,1 99,6 n.a. n.a.
Investment
max. 1158 113 111,8 | 106,1 113 1548 | 117,3 | 1053 | 112,6 | 1139
min. 102 99,5 84,6 72,5 71 425 55,6 64,2 92,2 94,5
201503 119,5 | 102,8 | 1099 | 73,1 79,6 425 | 1034 | 69,1 96,5 | 101,2

Source: elaborations on Eurostat data
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episodes of financial crises occurred in 150 years, the severity of the recent
financial crisis was similar to that of the ‘30s; in Europe, the most affected
countries have been Greece, Ireland” and Italy.

Considering again Table 2, it shows the real GDP’s fall from the maximum
level in 2007 or 2008 (according to the country) to the following (absolute)
minimum and the subsequent increase from the minimum to the end of 2015.#
So, it is clear that Eurozone’s performance has been slightly worse (despite
the exception of Germany and other countries) than that of the EU. Italy’s
performance has been better only of the Greek one; in fact, the overall fall
of GDP in the full period (-9%) has been worse than those in Portugal and
Spain (-7% and -5% respectively).” Furthermore, Italy exhibited the longest
recession period (from the pre-crisis maximum to the absolute minimum):
27 quarters.

Table 2 presents similar figures for the main aggregate demand compo-
nents: exports, (household) consumption and total investment (i.e. gross fixed
capital formation). Concerning exports, they quickly recovered after the huge
decline in 2009 and returned in 2015 to pre-crisis levels in all countries, in-
cluding the “Piigs” (except for Greece). In fact, the latter countries, also thanks
to internal devaluations, were partly able to reduce the competitiveness gap;
nevertheless, in order to completely eliminate the mentioned gap with Germa-
ny, at least one decade of pain would be required, unless unit labour costs are
mainly reduced through productivity increases, which requires strong innova-
tions and investments. Moreover, net exports improved to a greater extent due
to the fall in imports (related to the GDP decreases), rather than a significant
improvement in export capacity. A first important conclusion is that it was the
internal demand’s dynamics that exclusively explains the fall of GDP since
2008 (apart from 2009). As regards households’ consumption'®, only in the
three big economies (Germany, France, the UK) were the 2015 consumption
levels partly higher than the pre-crisis levels; in all the Piigs, they were lower
in real terms (by about 30% in Greece and 10% in the other Piigs).

The greatest collapse in aggregate demand refers to gross fixed capital for-
mation, i.e. investment expenditure: a collapse that has been equal to % in real
terms in Greece, around or above 30% in Italy, Spain and Portugal (it was

7 However, the strong recovery in this country since 2014 allowed Ireland’s GDP to overtake

the pre-crisis levels.

8 Data on the third quarter of 2015 were the latest available when elaborations were made.

®  On the other hand, since 2014 Ireland has returned to its high pre-crisis GDP growth rates.

10 Similar trends can be observed for public expenditure (not shown in the table), which —
apart from the three big EU countries — has not been able to play an effective counter-cyclical
role, because of the austerity approach.
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even larger in Ireland until 2011, but later a good recovery followed). The
cumulated loss in the 2008-15 period in the Eurozone was -15%; thus, total
investment in 2015 was still lower than the pre-crisis levels in both France
and the UK, while in Germany it was a little higher. Particular sectors, such as
construction, exhibited even greater declines.!!

Also public investment has been slashed during the crisis period.'> Most of
economic theories suggest the importance of public investment (e.g., on ma-
terial and immaterial infrastructure) in sustaining recoveries and reinforcing
economic growth, with a significant demand side impact in the short run and
positive supply side effects in the long run. The empirical evidence shows that
this public expenditure is paradoxically pro-cyclical; the key reason is that
during recessions it is politically less costly to postpone public investment
than to reduce current expenditures. However, a collapse as great as the one
recorded in the recent years was never recorded.

3. The impact on unemployment

In normal recessions, unemployment reaches the top value 18 months after the
start of the recession; however, the lag is even longer in case of financial crises
(see IMF, 2010). Also after the Great Recession, the labour market impact has
been delayed in many countries, but with huge differentiation across coun-
tries (Table 3). In 2009 and the following years, unemployment rate rapidly
increased in the most flexible countries, e.g. in the US, UK, Ireland, the Baltic
states and Spain (in the latter case because of the high incidence of temporary
contracts). In countries characterised by less flexible labour markets or by
“internal” flexibilities (such as working hour adjustments or other instances of
labour hoarding), such as Germany, the increase has been narrow or null. In
Italy, the increase has been smoothly distributed over time and has been am-
plified by the second recession following the sovereign debt crisis, similarly
to what happened in many other Eurozone’s countries. Greece and Spain are

11

For example, by 90% in Greece, 70% in Ireland, 50% in Spain: see Deutsche Bundesbank
(2016). This report observes that some recovery in investment took place since 2014 in the
Eurozone, but it was extremely feeble, also because of the high levels of private debt (financial
resources have been used to reduce the debt of firms and families rather than to start new invest-
ment projects).

12 The fall (not shown in the table) was about one fifth in the Eurozone, concentrated in the

years 2010-14; as a consequence, the share of public investment over GDP decreased from
3.6% in 2009 to 2.7% in 2014 (then this share remained unchanged until 2016). It should be
added that the share has been slightly declining in Germany, in the 2008-15 period, but remain-
ing significantly below Eurozone’s and EU averages (about 2.2% of GDP).
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Table 3. Unemployment rates

2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016*
Germany 85| 74| 76| 70| 58| 54| 52| 50| 46 4.6
France 80| 74| 91| 93| 92| 98 103|103 | 104 | 102
United Kingdom 53 56| 76| 78| 81| 79| 76 | 6.1 | 53 50
Italy 6.1 | 67| 78 | 84 | 84107 |12.1 [ 127 | 119 | 114
Spain 82 | 113 | 179 | 199 | 214 | 248 |26.1 | 245|221 | 200
Greece 84 | 78| 9.6 | 127 | 179 | 245 |275 |265 |249 | 247
Ireland 47 | 64 120 | 139 | 147 | 147 | 13.1 | 113 | 94 8.2
Portugal 9.1 | 88 107 | 120 | 129 | 158 | 164 | 14.1 | 126 | 11.6
Eurozone 75| 76| 96 102 102 | 114 | 120 | 116 | 109 | 103
European Union 721 70| 90| 96| 97 105 109 | 102 | 94 8.9
United States 46| 58| 93] 96| 89| 81 | 74| 62| 53 4.8
Japan 39| 40| 51| 51| 46| 43| 40| 36| 34 34
*  The 2014- 2016 data are forecasts

Source: European Commission (European Economic Forecast, Spring 2016)

the most dramatic cases, with unemployment rates persistently above 20% in
the recent years, but several other countries still have two-digit rates, mainly
due to the hysteresis effects, i.e. a significant part of cyclical unemployment
has become structural.

In the Eurozone as a whole, the current unemployment rate is still approx-
imately 50 per cent higher than the pre-crisis levels. This deterioration can
be observed for most countries, with partial exceptions in Germany and the
UK. Huge changes are detected, as already mentioned, in Greece and Spain,
but also in Italy the current figure is almost double that of 2007. As a conse-
quence, social pain has been soaring, and citizens, especially in the Piigs, feel
that sacrifices do not deliver the promised results (Wyplosz, 2012). From this
point of view, we can say that the long crisis will be concluded only when
unemployment levels have returned to pre-crisis levels: it will take much lon-
ger for this to happen (with respect to the time taken by real GDP to return
to pre-crisis levels). In fact, we should consider both the positive labour pro-
ductivity dynamics and the likely behaviour of participation rates, which for
example in many countries of Southern Europe are extremely low and in the
future should return to a satisfactory growth path.
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Of course, also employment rates have been affected by the crises and are
significantly below both the pre-crisis levels and the “Europe 2020 targets
(the target for the EU as a whole is 75%, defined on the population aged 20-
64 years). The Eurozone’s value is still (in 2015) below the 2008 pre-crisis
level: 69% vs. 70.2%. Greece and Spain are to a large extent (more than 10
percentage points) below their 2020 national targets, but also Italy, Portugal
and France are significantly below them (around 6 percentage points).

The double crisis had more profound effects concerning: (i) long-term
unemployment, i.e. that of unemployed persons seeking jobs for more than
one year (this indicator more than doubled in the Eurozone)'® and (ii) youth
unemployment. As for the youth unemployment rate, Table 4 highlights both
the worsening after the crises and the great differences across countries. Re-
garding the latter point, we should consider, in particular, the structural deter-
minants of youth unemployment; among them, a specific role is played by all
types of policies and institutions (see Marelli and Signorelli, 2016b).

On the other hand, the literature examines the various reasons why youth
unemployment rates are more sensitive to the business cycle than adult un-
employment rates.'* One reason relates to the greater frequency of temporary
contracts among the young, thus the young workers are generally among the
first to lose their jobs; moreover, during economic crises, labour-hoarding
practices can further reduce the labour demand for young people. School-leav-
ers compete with more jobseekers for fewer vacancies. The risk of youth un-
employment becoming structural, thus leading to a “lost generation”, is high
(Scarpetta et al., 2010).

After the recent crises, the youth unemployment rate increased from 15%
in 2007 to a top figure of 24.2% in 2013; then it partly declined to 22.4% in
2015 (Table 4). In the final year, particularly high figures are found in Greece,
Spain and Italy (more than 40%), but also in Portugal (higher than 30%),
France and Ireland (more than 20%)."

Also considering a different indicator, increasingly used in empirical in-
vestigations, i.e. the NEET (not in employment, education or training), Table
5 shows that it increased in the Eurozone from 10.8% in 2007 to a maximum
of 13.1% in 2013 (then it partly declined to 12.3% in 2015). In the last year,
dramatically high values are found in Italy and Greece.

3 From 2.9% in 2008 to 6.0% in 2014, with a slight reduction to 5.5% in 2015.

14 See, for example, Marelli et al. (2013). More specifically, for an econometric investigation

of the higher sensitivity of youth unemployment to financial crises, see Choudhry et al. (2012).

15

Only Germany showed a decline for the entire period (until 7.2% in 2015).
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Table 4. Youth unemployment rates (15-24)

2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Germany 119 | 106 | 112 9.8 8.5 8.0 7.8 7.7 72
France 188 | 183 | 229 | 225 | 219 | 23.6 | 240 | 242 | 247
United Kingdom 143 | 150 | 19.1 | 199 | 213 | 21.2 | 20.7 | 169 | 146
Italy 204 | 212 | 253 | 279 | 292 | 353 | 400 | 42.7 | 403
Spain 18.1 | 245 | 37.7 | 415 | 462 | 529 | 555 | 532 | 483
Greece 2277 | 219 | 2577 | 330 | 447 | 553 | 583 | 524 | 498
Ireland 9.1 | 133 | 240 | 276 | 29.1 | 304 | 268 | 239 | 209
Portugal 167 | 16.7 | 203 | 228 | 303 | 379 | 38.1 | 348 | 320
Eurozone 150 | 155 | 200 | 209 | 21.2 | 234 | 242 | 238 | 224
European Union 155 | 156 | 199 | 210 | 21.7 | 232 | 236 | 222 | 204
United States 4.6 5.8 9.3 9.6 8.9 8.1 74 6.2 53
Japan 39 40 5.1 5.1 4.6 43 40 3.6 34
NOTE: calculated on 15-24 labour force (employment plus unemployment)

Source: Eurostat database
Table 5. NEET indicator (15-24)

2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015
Germany 8.9 84 8.8 8.3 7.5 7.1 6.3 6.4 6.2
France 107 | 105 | 127 | 127 | 123 | 125 | 112 | 114 | 119
United Kingdom 119 | 121 | 132 | 13,6 | 142 | 139 | 132 | 119 | 11.1
Italy 161 | 16,6 | 176 | 190 | 19.7 | 210 | 222 | 221 | 214
Spain 120 | 143 | 18.1 | 17.8 | 182 | 186 | 186 | 17.1 | 156
Greece 113 | 114 | 124 | 148 | 174 | 202 | 204 | 191 | 172
Ireland 108 | 150 | 186 | 192 | 188 | 18.7 | 16.1 | 152 | 143
Portugal 112 | 102 | 112 | 114 | 126 | 139 | 14.1 | 123 | 113
Eurozone (17) 108 | 11.0 | 125 | 127 | 127 | 13.1 | 129 | 126 | 123
European Union 110 | 109 | 124 | 128 | 129 | 132 | 130 | 125 | 120

NOTE: calculated on 15-24 population

Source: Eurostat database
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We observe that, while Table 5 refers to the most commonly used 15-24
age cohort, the NEET rate would be significantly higher in the age class 25-29
years (not shown in the table). In fact, it is less likely that young people in the
latter group are in education or training, so youngsters not working are more
likely in the NEET group; furthermore, in this particular segment the female
rate is much higher.'® The corresponding waste of human resources has be-
come a big social problem, especially after the recent crises.

Moreover, the relative position of young people in the labour market de-
pends not only on the probability to find a job and on the length of the unem-
ployment condition, but also on the type of work and its remuneration. Even
excluding the more extreme situations (there is a growing literature on the
“working poor”), the evidence shows that young people exhibit a dispropor-
tionately larger incidence of “temporary” jobs, especially in countries that
have adopted a “flexibility strategy” oriented to remove restrictions to the
entry into the labour market. In Europe, the highest incidences of temporary
employment'” are found in Slovenia, Poland, Spain, and Portugal.

4. The need for new economic policies in the EU

The recent EU policies can be criticized on different grounds. First of all, the
management of the “sovereign debt” crisis has been delayed and inadequate:
the well-known, “too little too late” approach. In some cases, macroeconomic
policies have been clearly wrong: for instance, the miraculous virtues of the
so-called “expansionary austerity”” have not been found. Policymakers over-
looked that high public deficits and debts were not the cause of the financial
crisis, but rather its consequence.

Austerity has been self-defeating also because of wrong assumptions about
the size of the relevant parameters such as the fiscal multipliers. While the
supporters of tough austerity measures argued that fiscal multipliers are rath-
er low and consequently restrictive fiscal policies do not cause large falls in
income and production, the size of the fiscal multipliers has been found large
in the recent situation of the Eurozone. In fact some specific elements must
be considered: (i) the short-run impact of fiscal consolidation is mostly nega-

16 See Marelli and Signorelli (2016b). In the age class 25-29 years, the NEET rates reach
top figures as high as 39.5% in Greece, 33.8% in Italy, 29.6% in Bulgaria, 27.1% in Slovakia,
26.7% in Spain, 26.2% in Croatia, with the female rates even higher

7" On the contrary, it is well known that part-time employment is more diffused in Northern
European countries (such as the Netherlands, Denmark, Sweden, and Ireland). On these com-
parisons, see again Marelli and Signorelli (2016b).
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tive; (ii) multipliers are higher in recession periods rather than recoveries; (iii)
multipliers can be very large when the “zero lower bound” of interest rates
is reached; (iv) their size increases when many trade partners consolidate at
the same time.'® Notice that even the financial markets now seem to penalize
countries for the feeble growth prospects rather than for temporary deviations
from positions of a balanced budget (Shambaugh, 2012).

Thus, GDP is still below the pre-crisis levels in many Eurozone countries
(see the previous section); the long and repeated recessions have led to a de-
crease of potential output too. The paradox is that this is causing further auster-
ity, since the SGP requires the consideration of deficit/GDP ratios in terms of
potential output (at least regarding the medium-term objective), reducing again
GDP and potential output. Furthermore, the EU Commission estimates of the
output gaps have been criticized because very low, with a corresponding high
value of “natural unemployment” (Cottarelli et al., 2014) and greater impor-
tance attached to structural reforms compared to support of aggregate demand.

The monetary policy of the ECB has finally become accommodative. Inter-
est rates reached in 2016 the zero level (and the rate on overnight deposits the
negative value of -0.40%). Many unconventional measures were introduced in
the recent years. We have already mentioned the crucial OMT plan. The new
measures adopted in 2015 and 2016 — in particular the Quantitative easing
and the “Targeted long term refinancing operations” — have been introduced
to support the real economy and to contrast deflation (zero inflation or an in-
flation much below the 2% ECB’s target has persisted since the end of 2014).
However, also the new measures are not probably sufficient to stimulate in a
decisive way the real economy and to raise the inflation rate. The liquidity cre-
ated by the ECB does not properly flow to families and firms, also because of
the situation of the banking system (penalized in some countries by the exces-
sive weight of non-performing loans) and the incompleteness of the banking
union. Not only is the ECB’s direct supervision limited to the biggest banks,
but we are still waiting for the “European Deposit Insurance Scheme”, the
third pillar of the banking union. In any case, for economic growth monetary
policy is not sufficient by itself."

18 We also notice that although a coordination between member states was required by the

Maastricht Treaty, it has not been realized at all and we have assisted to a wrong structure of
macroeconomic adjustment: tight austerity imposed on the debtor (Southern) countries while
the creditor (Northern) countries continued to follow balanced-budget policies (De Grauwe,
2013; Blanchard et al. 2015). Furthermore, internal devaluations in debtor countries, without
rising inflation in the creditor ones, i.e. an asymmetric adjustment, is unsustainable on econom-
ic and political grounds (O’Rourke and Taylor, 2013).

19 Already in the Jackson Hole speech (ECB, 2014), President Draghi admitted that monetary
policy is not sufficient to reinforce the feeble economic recovery in the Eurozone. He even
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Regarding fiscal policies, notice that even the IMF, already in 2012 (IMF,
2012), advocated a smoothing of the fiscal adjustments. Many critics advocate
that fiscal discipline should be assessed in a medium-term horizon, differently
from the current SGP and Fiscal Compact rules, also because structural re-
forms can have a positive impact on growth and on debt sustainability only
in the long run. Moreover, the reduction of the debt/GDP ratio is practically
impossible in presence of zero (or almost zero) growth and deflation. For the
future, the request to exclude public investment from the deficit definition,
within the SGP rules (the so-called “golden rule”), should be properly consid-
ered. Which critical suggestions have been accepted so far? Until now, only
some “flexibilities” have been introduced by the EU Commission in 2015,
concerning the assessment of convergence toward the “medium-term objec-
tive” of the SGP.

On the contrary, as discussed in the previous sections, it is fundamental to
adopt expansionary macroeconomic policies to support aggregate demand. In
particular, investments — public and private — should fill the enormous gap pro-
cured in the crisis’ period. Notice that an increase of public investment expen-
diture would allow an immediate relief for the economy (demand side effect);
in addition, investment in infrastructure, transport, communications (Digital
Agenda), higher education and research would sustain long-run growth (sup-
ply side effect). Unfortunately, the so-called “Juncker Plan” (worth 310 bil-
lion euro of public and private investments in three years) is too limited and
has proved slow in its implementation. Thus, it should be extended® — in both
time and size — and possibly financed by new credit lines from the ECB to the
European Investment Bank (waiting for the future “Project Eurobonds™).

Rather than big projects, for instance on massive public works (character-
ised by long delays in their approval and subsequent construction, and some-
times by corruption episodes), many “micro” investment projects should be
preferred.?! Afterwards, a big effort to relaunch public investment is more
feasible than adopting too innovative measures, such as the different versions
of “helicopter money” recently discussed in the literature. On the other hand,
private investment should benefit by a change in expectations and more ef-

accepted that structural reforms are fundamental for economic growth, but should be accompa-
nied by policies to sustain aggregate demand.

2 In September 2016 President Juncker talked of a possible increase of the plan in size (a dou-

ble amount is mentioned) and time (up to 2022); but the dreadful economic situation requires
more prompt and radical decisions.

2 For example, in local transport, school building/renovation and social housing, energy effi-
ciency, environmental protection, health, tourism, sports infrastructure, museums and cultural
resources, social welfare (see Marelli, 2015).
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fective transmission of monetary policy. Both public and private investment,
including many projects concerning the regions and the urban areas, should
also be supported by new industrial policies, putting R&D and innovation
processes at the core (Mazzucato, 2013).

A further point is that the cost of the adjustment after the recent shocks
fell mainly on labour (Pasimeni, 2014); in fact, the economic crises abruptly
ended the gradual decline in global unemployment rates recorded before 2007
(ILO, 2014). Social pain has spread in the continent and poverty indices have
reached unprecedented levels (Darvas and Tschekassin, 2015). Thus, an ur-
gent action should be taken to fight the huge unemployment, in particular the
unacceptable (in some countries) level of youth unemployment.

The key solution would be to adopt more expansionary macroeconomic
policies. However, since the long period of stagnation and feeble recovery has
caused the cyclical unemployment to become structural and persistent in some
countries, there is also a need for new active labour market policies. In fact,
along with more effective “passive” labour policies?, active labour policies
are fundamental. Already in 2012, ILO advocated different types of policies:
(i) expansionary macroeconomic and growth policies; (ii) active labour mar-
ket measures, including development of public employment services, wage
and training subsidies or tax cuts on labour; (iii) programmes to offset the
mismatch of technical skills among youth. The latter include, for example,
vocational training programmes, re-training of unemployed or discouraged
youth, workplace training schemes, the creation or improvement of appren-
ticeship systems, entrepreneurship training programmes, soft and life skills
training programmes for disadvantaged youth.

In the EU, the “Youth Guarantee” Recommendation, launched in 2013,
requires that Member States should put in place measures to ensure that young
people receive a good quality offer of employment, continued education, an
apprenticeship or a traineeship within four months of leaving school or be-
coming unemployed. However, the experiences so far made are heterogeneous
between countries and also within countries. Considering that the “youth ex-
perience gap” harms the employability of young people, despite their gener-
ally high level of human capital, structural policies should include reforms of
the school-to-work transition processes and also of the education systems, if
necessary (Pastore, 2015). New school-to-work transition institutions, should
include innovative educational, placement and training schemes.

Moving now to longer run issues, it is necessary to overcome the weak-
nesses of EMU’s construction and governance. In particular, the international

22 On this point, there are some interesting proposals for a euro-wide system of unemploy-

ment insurance, to be adopted at least in the medium run.
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financial crisis abruptly revealed the complete absence of an “economic axis”
(Delors, 2013; De Grauwe, 2016). It is urgent to surmount the complete asym-
metry between the two key macroeconomic policies. While monetary policy
has been centralized, fiscal policy is still assigned to national governments
(Obstfeld, 2013; Mody, 2015). While the EU’s budget is a tiny 1% of aggre-
gate GDP, the Eurozone needs a proper budget of an adequate size, both for
countercyclical purposes — as maintained by OCA’s theories — and for sus-
taining long-run real convergence across European countries and regions. As
a matter of fact, in the past the emphasis placed on monetary and financial sta-
bility has triggered a neglect of effective mechanisms favouring long-run con-
vergence among the economies. A common currency cannot be maintained in
a group of countries characterized by huge differences in competitiveness and
current account balances (Micossi, 2016). The “Europe 2020 plan is not a
bad plan, but it could effectively work only with adequate resources.”

The long-run endurance of EMU will also require some shock absorption
mechanisms and innovative crisis management instruments, more effective
than the “save-States” funds (EFSF and ESM): for instance, the Eurobonds.?*
Risk reduction should be accompanied by risk sharing and an authentic soli-
darity, among the Eurozone countries, should go hand in hand with stronger
supra-national controls on all members (to face the “moral hazard” dilem-
ma).”> A more effective power allocated to the EU Commission might be a
solution, including a Eurozone Finance Minister, a European Fiscal Institute
or similar proposals (Baldwin and Giavazzi, 2016; Resilience Authors, 2016).
The key point is that the Eurozone should soon dispose of a fiscal capacity,
at least to stabilize aggregate demand or to grant emergency lending; a fiscal
union is a pre-requisite to realize a complete economic union. The recent “five
Presidents” Report (presented in 2015 and similar to the previous “four Pres-
idents” document presented in 2012: see EC, 2015) has been disappointing.
For instance, for the long term, this document does not exclude a “stabilisation
function” for the euro area, but it is more clear on what such a “function” must
not do than on its characteristics and funding.

It is also important that the transfer of budget and economic policy power
from national countries to the Eurozone level should be accompanied by ade-

2 The resources of structural and cohesion funds (now about 0.4% of EU’s GDP) should be
significantly increased, in order to support investment, infrastructure, R&D, human capital, etc.
Of course, with mandatory controls on the timing and efficiency of the financed works.

2+ For areview of the different proposals, including various partial mutualisation schemes, see
Marelli and Signorelli (2016a).

% Ttis chiefly a lack of trust that renders Germany and “Northern” countries resistant, at pres-
ent, to more integration in the Eurozone.
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quate innovations in the democratic and institutional setting. An improvement
in the “quality of institutions”, also at the national level (especially in some
peripheral countries), is important for favouring the general acceptance and
rapid accomplishment of closer integration in the Eurozone.

Besides the need for institutional reforms and greater support of economic
growth, there is a problem of a more equitable income distribution, not only
between countries but also within them. In some European countries and re-
gions, well-being has deteriorated in absolute terms (because of the crises) but
even more in relative ones, compared with the richest areas and segments of
the population in each country; this is naturally also the effect of more gen-
eral trends in globalization processes and technical progress. Not only have
poverty indices risen to unprecedented levels and exhibit high persistence,
but in many cases even the “median voters” have been affected.?® Because
of the public budgets’ constraints, the benefits of the Welfare State have been
progressively limited and the “equality of opportunities”, characterizing the
“European social model”, has somewhat vanished.

5. Conclusions

We have provided, in this chapter, new evidence regarding the profound im-
pact of the “double crises” suffered by the Eurozone, especially the peripher-
al countries. Output and income are in some cases well below the pre-crisis
(2008) levels. Unemployment rates are still much higher, affecting in partic-
ular the most vulnerable segments, that — as previously discussed — deserve
specific attention and policies; targeted labour market policies are therefore
valuable. Nevertheless, the key aim of current European policies should be to
strengthen economic growth.

Regarding supply-side measures, typically advocated to reinforce growth,
it should be noted that “structural reforms” (liberalisations, reduction of the
fiscal pressure, pro-market legislation, etc.), although suitable in some in-
stances, are not enough, since their effects can be grasped only in the long
run. Moreover, even from this perspective, they should be accompanied by
innovative industrial policies, putting R&D and innovation processes at the
core of the reforms.

In any case, we repeat that the key problem of the European economy is
currently the lack of aggregate demand. So, there is an urgent need to adopt

% The spread of populist and anti-Europe movements is particularly pervasive in the areas

most hurt by the crises, where social discontent has been mounting (the result of the Brexit
referendum in the UK is an example of trends that are clear in other countries as well).
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expansionary macroeconomic policies. The monetary policy conducted by the
ECB has become sufficiently accommodative, including different “unconven-
tional” measures, but we have illustrated their limited success in strengthening
economic recovery and contrasting deflation. Monetary policy should be inte-
grated by a coordinated and expansionary fiscal policy. The real issue is not to
contest the austerity approach per se or to encourage the spendthrift behaviour
of governments (before the EU Commission the markets themselves would
punish the opportunistic behaviour of national governments), but how to re-
duce the debt/GDP ratio. The most sensible way is to support GDP growth
(and inflation).

In the medium and long run, there is also a need for indispensable reforms in
EU’s governance and the working of the monetary union, that should be com-
pleted with a genuine “economic union”. For the survival of the euro, or even
the EU as a whole, “more” integration is not a choice. This process might be
followed in a flexible way, in which the further deepening may involve a sub-
group of countries®’; a “feral union” should be the final outcome, even if realized
with a strategy of “small steps”?*. Otherwise, in a globalized world, where the
economic and political power is shifting to other world regions (in America,
Asia and other continents), a fragmented Europe would be certainly fading.

To sum up, in order to boost the feeble recovery, a real “aggregate demand
shock” is urgently needed. A big investment plan, financed either through
Project Eurobonds or by the European Investment Bank, would be a proper
solution. At the end, following a factual improvement in the labour markets
— as well as in the general economic and social conditions — a virtuous circle
could initiate: the progress in the well-being of the European citizens could
make them more sympathetic toward further integration steps, thus allowing
to take on the full benefits of a “complete and genuine” EMU.” Anyhow,
within the Eurozone, key reforms are needed to ensure the long run survival of
the euro and guarantee the continuation of the European economic and social
progress; or, to be more precise, the return to an acceptable growth path after
the violent impact of the recent crises.

# A European institutional framework with “concentric circles” of more or less integrated

members cannot be excluded.

2 As suggested by De Grauwe and Ji (2016) for moving in the direction of a “political union”.
Closer integration would be appropriate also regarding non-economic issues; for example, by
adopting a common position on policies for defense (also in response to the terrorist attacks in
2015-16) and migration flows.

% The “Brexit” (June 2016 referendum in the UK), may be a first step towards the EU’s dra-
matic disintegration; or conversely it could be an opportunity to redesign the functioning and
policies of the EU’s institutions. The second outcome requires, of course, wise and far-sighted
policymakers.
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