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The future of the European Union

The choice

A limited version of federalism is a less miserable solution
than the break-up of the euro
May 26th 2012 | from the print edition

WHAT
will
become
of the

European Union? One road leads to the full break-up of the euro, with
all its economic and political repercussions. The other involves an
unprecedented transfer of wealth across Europe’s borders and, in
return, a corresponding surrender of sovereignty. Separate or
superstate: those seem to be the alternatives now.
For two crisis-plagued years Europe’s leaders have run away from this
choice. They say that they want to keep the euro intact—except,
perhaps, for Greece. But northern European creditors, led by Germany,
will not pay out enough to assure the euro’s survival, and southern
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European debtors increasingly resent foreigners telling them how to run
their lives.
This has become a test of over 60 years of European integration. Only if
Europeans share a sense of common purpose will a grand deal to save
the single currency be seen as legitimate. Only if it is legitimate can it
last. Most of all, it is a test of Germany. Chancellor Angela Merkel
maintains that the threat of the euro’s failure is needed to keep
wayward governments on the path of reform. But German brinkmanship
is corroding the belief that the euro has a future, which raises the cost
of a rescue and hastens the very collapse she says she wants to avoid.
Ultimately, Europe’s choice will be made in Berlin.
Last summer this newspaper argued that to break the euro zone’s
downward spiral required banks to be recapitalised, the European
Central Bank (ECB) to stand behind solvent countries with unlimited
support, and the curbing of the Teutonic obsession with austerity.
Unfortunately, successive European rescue plans fell short and, though
the ECB bought temporary relief by supplying banks with cheap, longterm cash in December and February, the crisis has festered and
deepened.
In recent months we have concluded that, whether or not Greece stays
in the euro, a rescue demands more. If it is to banish the spectre of a
full break-up, the euro zone must draw on its joint resources by
collectively standing behind its big banks and by issuing Eurobonds to
share the burden of its debt. We set out the scheme’s nuts and bolts
below. It is unashamedly technocratic and limited, designed not to
create the full superstate that critics (and we) fear. But it is plainly a
move towards federalism—something that troubles many Europeans. It
is a gamble, but time is running short. Rumours of bank runs around
Europe’s periphery have put savers and investors on alert (see article
(http://www.economist.com/node/21555931) ). The euro zone needs a
plan.
Goodbye to all that
Is the euro really worth saving? Even the single currency’s diehard
backers now acknowledge that it was put together badly and run worse.
Greece should never have been let in. France and Germany rode a
coach and horses through the rules designed to prevent government
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borrowing getting out of hand. The high priests of euro-orthodoxy failed
to grasp that, though Ireland and Spain kept to the euro’s fiscal rules,
they were vulnerable to a property bust or that Portugal and Italy were
trapped by slow growth and declining competitiveness.
A break-up, many argue, would allow individual countries to restore
control over monetary policy. A cheaper currency would help match
wages with workers’ productivity, for a while at least. Advocates of a
break-up imagine an amicable split. Each government would decree that
all domestic contracts—deposits and loans, prices and pay—should
switch into a new currency. To prevent runs, banks, especially in weak
economies, would shut over a weekend or limit withdrawals. To stop
capital flight, governments would impose controls.
All good, except that the people who believe that countries would be
better off without the euro gloss over the huge cost of getting there
(see article (http://www.economist.com/node/21555923) ). Even if this
break-up were somehow executed flawlessly, banks and firms across
the continent would topple because their domestic and foreign assets
and liabilities would no longer match. A cascade of defaults and lawsuits
would follow. Governments that run deficits would be forced to cut
spending brutally or print cash.
And that is the optimistic scenario. More
likely, a break-up would take place amid
plunging global share prices, a flight to
quality, runs on banks, and a collapse in
output. Devaluation in weak economies
and currency appreciation in strong ones
would devastate rich-country producers. Explore our interactive guide to
Capital controls are illegal in the EU and Europe's troubled economies
the break-up of the euro is outside the
law, so the whole union would be cast into legal limbo. Some rich
countries might take advantage of that to protect their producers by
suspending the single market; they might try to deter economic
migrants by restricting freedom of movement. Practically speaking,
without the movement of goods, people or capital, little of the EU would
remain.
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The heirs of Schuman and Monnet would struggle to restore the Europe
of 27 when it had been the cause of such mayhem—even if a euro-rump
of strong countries emerged. Collapse would be a gift to anti-EU, antiglobalisation populists, like France’s Marine Le Pen. There would be so
many people to blame: Eurocrats, financiers, intransigent Germans,
feckless Mediterraneans, foreigners of all kinds. As national politics
turned ugly, European co-operation would break down. That is why this
newspaper thinks willingly abandoning the euro is reckless. A rescue is
preferable to a break-up.
A problem shared
But not just any rescue. Too much of the debate over how to save the
euro puts the emphasis merely on a plan for growth. That would help,
because growth makes debt more manageable and banks healthier. Mrs
Merkel should have been more accommodating on this. But any realistic
stimulus would be too modest to stem the crisis. The ECB could and
should cut rates and begin quantitative easing, but official funds for
investment are limited. More ambitious ways of boosting growth, such
as the completion of a single European market for services, are sadly
not even on the table.
In any case, the euro zone’s troubles run too deep. Banks and their
governments are propping each other up like Friday-night drunks. The
ECB’s support for the banks cannot prevent the weak economies of
Spain, Portugal, Italy and Ireland from enfeebling their banks and
governments. For as long as bond yields are high and growth is poor,
sovereigns will face doubt about their capacity to service their debt and
banks will see loans go bad. Yet that same uncertainty pushes up
sovereign yields and stops bank lending, further inhibiting growth. Fear
that the state might have to deal with a banking collapse makes
government bonds riskier. Fear that the state could not cope makes a
banking collapse more likely.
That is why we have reluctantly concluded that the nations in the euro
zone must share their burdens. The logic is straightforward. The euro
zone’s problem is not the debt’s size, but its fragmented structure.
Taken as a whole, the stock of euro-zone public debt is 87% of GDP,
compared with over 100% in America. Similarly, the banks are not too
big for the continent as a whole, just for individual governments. To
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survive, Europe has to become more federal: the debate is how much
more.
What’s German for demoi?
A lot, according to some gung-ho federalists. For people like Germany’s
finance minister, Wolfgang Schäuble, the single currency was always a
leg on the journey towards a fully integrated Europe. In exchange for
paying up, they want to harmonise taxes and centralise political power
with, say, an elected European Commission and new powers for the
European Parliament. Voters will be scared into grudging acquiescence
precisely because a euro collapse is so terrifying. In time, the new
institutions will gain legitimacy because they will work and Europeans
will begin to feel prosperous again (see article
(http://www.economist.com/node/21555927) ).
Yet to see the euro crisis as a chance to federalise the EU would be to
misread people’s appetite for integration. The wartime generation that
saw the EU as a bulwark against strife is fading. For most Europeans,
the outcome of the EU’s most ambitious project, the euro, feels like
misery. And there is no evidence that voters feel close to the EU. The
Lisbon treaty and its precursor, the EU’s aborted constitution, were
together rejected in three out of six referendums; ten governments
reneged on promises to put constitutional reform to the vote. The
parliament is hopelessly remote.
Another version of the superstate is to accept that politics remains
stubbornly national—and to increase the power of governments to
police their neighbours. But that, too, has problems. As the euro crisis
has shown, governments struggle to take collective decisions. The small
countries of the euro zone fear that the big ones would hold too much
sway. If Berlin pays the bills and tells the rest of Europe how to behave,
it risks fostering destructive nationalist resentment against Germany.
And like the other version of the superstate, it would strengthen the
camp in Britain arguing for an exit—a problem not just for Britons but
for all economically liberal Europeans.
The €50,300 ($64,000) question
That is why our rescue seeks to limit both the burden-sharing and the
concession of sovereignty. Rather than building a federal system, it fills
in two holes in the single currency’s original design. The first is

http://www.economist.com/node/21555916/print

5/30/2012

The future of the European Union: The choice | The Economist

Page 6 of 7

financial: the euro zone needs a region-wide system of bank
supervision, recapitalisation, deposit insurance and regulation. The
second is fiscal: euro-zone governments will be able to manage—and
reduce—their fiscal burdens only with a limited mutualisation of debt.
But in both cases the answer is not to transfer everything to the EU
level.
Begin with the banks. Since the euro’s creation, European integration
has moved farthest in finance. Banks sprawl across national borders.
German banks fuelled Spain’s property boom, while their French peers
funded Greece’s borrowing.
The answer is to move the supervision and support of banks (or at least
big ones) away from national regulators to European ones. At a
minimum there must be a euro-zone-wide system of deposit insurance
and oversight, with collective resources for the recapitalisation of
endangered institutions and regional rules for the resolution of truly
failed banks. A first step would be to use Europe’s rescue funds to
recapitalise weak banks, particularly in Spain. But a common system of
deposit insurance needs to be rapidly set up.
These are big changes. Politicians will no longer be able to force their
banks to support national firms or buy their government bonds. Banks
will no longer be Spanish or German, but increasingly European. Make
no mistake: this is integration. But it is limited to finance, a part of the
economy where monetary union has already swept away national
boundaries.
The fiscal integration can also be limited. Brussels need not take charge
of tax and spending, nor need Eurobonds cover all government debts.
All that is required is for overindebted countries to have access to
money and for banks to have a “safe” euro-wide class of assets that is
not tied to the fortunes of one country. The solution is a narrower
Eurobond that mutualises a limited amount of debt for a limited amount
of time. The best option is to build on an idea put forward by Germany’s
Council of Economic Experts, to mutualise the current debts of all eurozone economies above 60% of their GDP. Rather than issuing new
national government bonds, everybody, from Germany (debt: 81% of
GDP) to Italy (120%) would issue only these joint bonds until their
national debts fell to the 60% threshold. The new mutualised-bond
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market, worth some €2.3 trillion, would be paid off over the next 25
years. Each country would pledge a specified tax (such as a VAT
surcharge) to provide the cash.
So far Mrs Merkel has opposed all forms of mutualisation (and did so
again this week—see Charlemagne
(http://www.economist.com/node/21555917) ). Under our scheme,
Germany would pay more on a slug of its debt, subsidising riskier
borrowers. But it is not a move to wholesale fiscal federalism. These
joint bonds would not require intrusive federal fiscal oversight. Limited
in scope and time, they do not fall foul of Germany’s constitutional
constraints. Indeed, they can be built from last autumn’s beefed-up “six
pack”, which curbs excessive borrowing and deficits; and January’s
fiscal compact, which enshrines budget discipline in law and is now
being ratified across the euro zone.
Even this more limited version of federalism is tricky. The single
banking regulator might require a treaty change, which would be
difficult when ten EU countries, including Britain, are not members of
the euro. The treaty setting up Europe’s bail-out fund would also have
to be changed to allow money to be supplied directly to banks.
Countries would have to find convincing ways to commit future
governments to pay their share of the interest on the Eurobonds.
Greece’s debts so outweigh its economy that it would need a further
rescue before entering any mutualisation scheme—though the sum
involved is small on a continental scale.
So it is a long agenda; but it is more manageable than trying to
redesign Brussels from the top down, and it is less costly than a breakup. Saving the euro is desirable and it is doable. One question remains:
will Germans, Austrians and the Dutch feel enough solidarity with
Italians, Spaniards, Portuguese and Irish to pay up? We believe that to
do so is in their own interests. The time has come for Europe’s leaders,
and Mrs Merkel in particular, to make that case.
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