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Introduction to the 2012 edition





It is only sixty-odd years in Europe (thirty-odd years in Iberia and Greece, twenty-odd in the former Warsaw Pact countries now in the EU) since the restoration of peace, democracy and legitimacy, with the foundations of economic prosperity put in place. Yet Europe is now a continent of widespread economic misery, of financial collapse, of disappearing faith in ‘mainstream’ political parties and rising support for ‘extremist’ parties, of a loss of sovereignty and thus of legitimacy and democratic control, and of the destruction of law, both domestic and international, by the judicially larcenous European Court of Justice (sic). Perhaps worst of all, the relations of amity and cooperation among European countries which could – much of the time – be observed thirty or forty years ago have been replaced by a return to mutual resentment, distrust, jealousy, contempt, ridicule, anger and even hatred. This is what ‘Europe’ has wrought; and its most destructive instrument, along with the ECJ, has been monetary union.


The dreadful suffering caused by monetary union is now apparent to everyone. Even the noxious European Commission no longer tries – or no longer tries with any semblance of credibility – to claim, as it did so fraudulently in its 1990 propaganda classic, One Market, One Money, that the European Monetary Union is beneficial in terms of economics. Instead, the proponents of the euro now wail that dismantling the system would produce economic and financial chaos. Unfortunately, they could well be right – given that the inmates are in charge of the asylum, the least-bad course of action in responding to a dismantling would probably be the least likely. But failing to dismantle the system would be far worse. Such a failure would destroy the economies of all its victims, including Germany. It would extinguish democracy and political legitimacy. It would replace the Rule of Law with Justinian’s ‘whim of the prince’; it would illegitimately choose the principle of rex facit legem over that of lex facit regem, as the alternative principles were described by the mediaeval English jurist Bracton. Indeed, many of these ills are already upon us.


The crisis of the euro – a wholly predictable and indeed inevitable crisis – has been seized on eagerly by the European nomenklatura to justify the suppression of referendums, the eviction of democratically elected governments in manoeuvres reminiscent of Stalin’s tactics in Eastern Europe after the war, their replacement by technocrats and, above all, the transfer of ever more extensive powers to unelected, unaccountable and explicitly anti-democratic bodies: the Eurogroup; the European Central Bank (ECB); the European Financial Stabilisation Facility (EFSF); the European Stability Mechanism (ESM) – which astonishingly, has complete legal immunity for itself and its officers; the International Monetary Fund (IMF);1 the G20; the various banking and financial supervisory bodies; and the projected ‘economic government’ of the euro area charged with ensuring fiscal ‘discipline’. The outcome of monetary union has thus been, as predicted explicitly in this book in 1995, the destruction not only of prosperity but of political legitimacy, in every country in Europe, and of friendship and cooperation, an outcome that creates an extremely serious threat to peace.


How has this catastrophe come about? Why was it allowed to come about? Answers to both those questions were provided, in advance, in 1995 in this book. At that time propaganda, disinformation and political correctness – the suppression of rational thought – had created worldwide enthusiasm for the monetary union project in Europe. Now even its proponents cannot hide the fact that monetary union has brought anguish. But rather than admit that monetary union should never have happened, they insinuate, or even state openly, that the disaster has been caused by an ‘Anglo-Saxon’ conspiracy. That is very revealing – to those who could not already understand in 1995 what was going on.


When The Rotten Heart of Europe was published Anatole Kaletsky, then the economics editor of The Times, wrote of it, ‘This book could change the course of history.’ It may have helped nudge opinion in Britain towards the pledge of a referendum on British euro entry that kept the country out. Whoever deserves credit for that (and the late Jimmy Goldsmith deserves more than most), Britain has to be seen as peripheral in the historical development of the European Union (which, I would argue, deserves to be known as the New Soviet Union, or NSU, but an NSU with symptoms more sinister than mere painful micturition), though it remains extremely vulnerable to the course of developments in that NSU. And the publication of the book did not change that course (in part because pressure from Helmut Kohl’s Chancellery discouraged the publication of a German edition) – I never thought it would, and pessimism on that score has been justified all too amply. What the book did succeed in doing was to show what disasters would be brought about by the interaction of the economics and politics of monetary union. It did that by analysing the genesis, painful operation and ultimate euthanasia of the forerunner of the single currency, the Exchange-Rate Mechanism (ERM) of the European Monetary System (EMS), out of which, heaven be praised, Britain was forced by the financial markets on White Wednesday in September 1992. The book laid bare the motivations and patterns of behaviour of the principal players in the drive towards monetary union. It exposed a pattern of governmental deceit, double-dealing, betrayals and straightforward economic incompetence mixed with Machiavellian political cunning. Observing and interpreting the machinations of the players, the book came to the conclusion that monetary union would be ‘a threat not only to prosperity but also to stability and ultimately to peace’.


The book has two main themes, drawn from observation of how the EMS and its operational arm, the ERM, were conceived, implemented and operated. And it has one obvious conclusion: that the drive to establish a monetary union was not just misguided but profoundly immoral – to the point of representing, in its effect if not necessarily in its intent, a collective bad.


The first theme of the book is that monetary union was and is economically perverse. It would create chaos, suffering and despair and it would do so in wholly predictable fashion. That it has indeed done so is now undeniable. The second theme, now equally undeniable, is that monetary union was and is politically perverted. Its real purpose was very different from its advertised purpose. The intention of its progenitors was to use it to create an empire defined above all by hostility to a so-called ‘Anglo-Saxon’ model. The propaganda asserted that ‘creating Europe’ was about preventing a ‘Third European Civil War’. The reality was that ‘Europe’ was, even for some in Britain, about reversing the result of the Second World War as that result was perceived, however inaccurately, in Europe: a victory of the supposed (if unfortunately largely mythical) ‘Anglo-Saxon’ model of the relations between the state and the individual.


Of course there was a variety of views about what should replace that mythical ‘Anglo-Saxon’ model once it was defeated. For some, the aim was a Franco-German empire – with the ultimate struggle between those two countries to be masked until the empire was in place. But there were other views. A representative classical Marxist view is quoted in the introduction to the first edition of this book. And neo-Marxists of the Frankfurt School of social philosophy were quick to see ‘Europe’ as representing the most potent weapon for the destruction of society and the imposition of dictatorship. One of the founders of the Frankfurt School in 1923, Willi Munzenberg, reflected on the failure of the ‘urban proletariat’ to mount successful revolutions in economically advanced countries in the way predicted by Marx. To counter that failure it was necessary, he proclaimed, to ‘organise the intellectuals and use them to make Western civilization stink. Only then, after they have corrupted all its values and made life impossible, can we impose the dictatorship of the proletariat.’ Corrupting the values of Western civilization meant undermining and, ultimately, proscribing, all the institutions, traditions, structures and modes of thought (‘tools of oppression’) that underpinned that civilization. Once national sovereignty and political legitimacy were got out of the way, it would be much easier for a central, unaccountable and malign (‘politically correct’) government to proscribe all the other foundations of civilization.


In effect, the NSU has been an alliance between these various strands of thinking. There have been many sources of tension within this damnable coalition. There have been – and are – tensions between the Franco-German imperialists on the one hand and the Marxist and neo-Marxist imperialists on the other. There have been – and are – tensions between France and Germany. There have been – and are – tensions within France and, particularly, Germany. To some extent (and this was important for the book and will be important for this introduction) these tensions have been reflected in the struggle, evident since the foundation of the European structures, over the institutional form of European political union. France (and sometimes also Germany, though less consistently, less openly and somewhat ashamedly or, perhaps better put, in embarrassed fashion – indeed opportunistically) has favoured an ‘intergovernmental’ political union in Europe, inevitably dominated by France and Germany; the Benelux and Italy (and when it suits its aims, Germany), together with the proponents, at times linked with the Frankfurt School, of the notion of ‘constitutional patriotism’, have favoured a federal political union.


Just how would monetary union create an anti-‘Anglo-Saxon’ empire, whatever its characteristics might turn out to be, in Europe? Answering that question leads on to several subsidiary themes of the book. Either monetary union would be economically successful or it would not. If it were successful (and, believe it or not, in 1995 almost all the great and the good claimed to be confident that it would indeed be successful), it would supposedly create a benign momentum towards political union – though exactly how it would do that was never spelt out in any credible way and probably was never thought out: it was a matter of Faith, literally beyond reason, that union would beget more union.2 If monetary union were not successful (the more realistic assumption), its constraints would create such economic disaster in at least some of its member countries that they would be prepared to sign away their sovereignty in return for some supposed economic palliative. That of course is what has happened.


To whose benefit would sovereignty be signed away? Here one has to confront again two of the issues we have just pointed to: the issue of one country versus another; and the issue of democracy and political legitimacy versus the interests of a self-serving transnational nomenklatura made up of interlocking political, bureaucratic, business, financial, academic and media elites – a nomenklatura which would either triumph in its own interests or act as the Leninist ‘useful idiots’ to advance the purposes of the socially destructive neo-Marxists. The future of monetary union, indeed of the NSU itself – with implications for the whole world – will be decided by the outcome of these two struggles, sometimes distinct, sometimes overlapping, which have been so evident since 1995.


On one level, the history of the ERM – the pre-history of monetary union – and what has followed in the succeeding years should perhaps be seen in the context of A. J. P. Taylor’s great work, The Struggle for Mastery in Europe 1848–1918. For much of the period between Waterloo and 1914, that struggle was largely diplomatic rather than military. The outcome even of the Franco-Prussian War, the conflict that changed the face of Europe, was determined as much by the prior diplomatic manoeuvring that meant the two combatants were head-to-head on their own as it was by the battlefield confrontation. From a French perspective, the lesson of the Franco-Prussian War has been that France must not go head-to-head with Germany without allies and must find ways of tying Germany down. From a German point of view, the lesson was that if the Balance of Power, a concept detested by Helmut Kohl, could be disturbed by neutralising France as a competitor, then Germany would inevitably be the dominant power in Europe and could even hope to play a World-Historical role. For forty-odd years after the Second World War the competitor to Germany for that World-Historical role was not France but the Soviet Union. Many of the intra-European rivalries, schemes and plots were subordinated to preventing the further expansion of the Soviet empire in Europe. As for France, the disasters and embarrassments of Dien Bien Phu and Suez led French governments to realize that the country could not play a world role on its own or with Britain; but it also led them to believe that the US was the new Perfidious Albion which was not to be trusted. France needed German muscle, via ‘Europe’. France saw the constraints imposed on Germany by the Cold War and by NATO as providing a window of opportunity: France would use the nascent NSU, and in particular its involvement in the monetary sphere, to ensure that a Franco-German condominium would be one with a French bias. It is hardly coincidence that it was, as described in this book, when Germany, and Genscher in particular, foresaw – perhaps were told by Gorbachev – that economic necessity would force the Soviet empire into retreat that a vigorous German push towards monetary union, intended to be along German lines, began.


Keynes was the first, in his 1919 bestseller, The Economic Consequences of the Peace, to categorise the First World War as a ‘civil war’; one might wonder if, on his logic, every war in Europe since the defeat of the Turks at the gates of Vienna had been a ‘civil war’ – the phrase has, for anyone who bothers to think about it rather than just parrot it, Huntingtonian overtones which, for better or for worse, would now be regarded as politically incorrect.3 But the propaganda of the Europhiles is that European union is essential to prevent a ‘third European Civil War’.4 The reality, however, is that conflict, whether one regards it as ideological conflict or as a clash of civilizations, is, thanks to the NSU, far from dead. Whatever the motives, sometimes congruent, sometimes conflicting, of its various supporters, the NSU has two interlinked underlying ambitions. One is to complete the elimination of sovereignty, law and political legitimacy in Europe, freeing elites – a European nomenklatura – from any residual constraints either of democratic control or of law. The second ambition is, as we have noted, to reverse the perceived (sadly, mis-perceived) result of the Second World War as a victory for a mythical ‘Anglo-Saxon’ model of the relations among the economy, the state and the individual5 – the Introduction to the first paperback edition of this book quotes Philippe Maystadt, then Belgian finance minister and one of the ‘fathers of the euro’, as saying explicitly that the purpose of the single currency was to prevent ‘the encroachment of Anglo-Saxon values in Europe’.6 The conflict being waged by the Europhiles goes far beyond a preference for ‘Rhenish social capitalism’ and corporatist economic structures (and there are many in Britain and the US who also favour such structures) as against some notion, even if a mythical one, of laissez-faire capitalism. The conflict extends to the role of the individual in all his relations with the state, not just his economic ones. In the European conception, the citizen is the servant of the state, not the other way around. (Brecht’s famous squib, after the Berlin uprising in 1953, that ‘the government has lost confidence in the people’ is the leitmotif of the Europhiles.)





But the transnational elites have a problem. The end of the Cold War, rather than ushering in ‘the end of history’, revealed underlying geopolitical torrents in Europe whose surface had been frozen for forty years. The history of the ERM, as analysed in this book, shows how the monetary battles of the 1970s to the 1990s, a period spanning the Cold War and its end, prefigured a resurgence of ideological and political conflict – not just between competing ‘European’ and ‘Anglo-Saxon’ systems but also among the countries of the NSU. We are now faced with multiple sources of conflict in Europe: the clash of ideologies; the clash of civilizations; the clash of competing would-be hegemons and their use of smaller countries in diplomatic ‘proxy wars’; the clash of what one might, to anticipate the discussion in subsequent paragraphs, call the various European ‘tribes’ defined by ethnic, racial, linguistic, cultural or religious affiliations – all these clashes being exacerbated by the NSU and, most notably, by monetary union.


Monetary union has done several things: it has brought several countries to the very brink of economic, financial, social and political breakdown; it has underlined the politically rapacious nature of the NSU; it has highlighted the clash between intergovernmental and federal conceptions of political union and it has shown, as the history of the ERM had already shown, that the smaller countries are pawns on the diplomatic chessboard, pushed around by France and Germany: as de Gaulle put it, ‘Europe is France and Germany: the rest are just the trimmings.’




*





This introduction so far has dealt with the politically perverted nature of monetary union, which, as the first edition of this book made very clear, was manifested in the anti-democratic and enmity-creating manoeuvring that characterised the ERM. Its nature was perverted because it had nothing whatsoever to do with the advertised aims of prosperity, stability and peace and had everything to do with the aims of competing imperial states on one level, of a self-serving transnational nomenklatura on another, and of a deliberately destructive intelligentsia on a third – all of them aided by complaisant and even complicit media. But what has dragged the malignancy of the underlying politics into public view – requiring the NSU propaganda machine to strain itself to the point of bursting in its defence of the indefensible7 – has been the lunacy of the economics. That lunacy has inflicted and will continue to inflict enormous suffering on ordinary people. Depending on which of the monetary union’s victim-countries they live in, they have suffered or will suffer impoverishment, loss of jobs, homes or firms, the expropriation of savings, the terror of financial collapse. The pain, the suffering of ordinary people meant nothing: they were expendable, lambs to be slaughtered on the altar of ‘Europe’. In effect, the ERM and monetary union have been a new barbarism. The descent of Greece, which until a few years ago was in some respects the most civilized country in Europe, into economic, financial and social breakdown – a descent into something very close to a failed state – is a template for several countries of the monetary union. Who is to blame? Greece has no doubt that it is Germany; Germany has no doubt that it is Greece. But the true culprit is monetary union itself.


That monetary union would create economic and social carnage was, or should have been, always obvious, and the signs were there for all to see in the ERM; this book points very clearly to those signs, and also to the economic confusion (if one is generous about motivation) of the ERM’s managers, many of whom went on, or have gone on, to populate the decision-making organs of the European Central Bank (ECB). The book analyses several of the slogans and dogmas of the ERM experience: the supposed impossibility and/or immorality of currency realignments; the condign punishment that would be inflicted on any country which broke the realignment taboo; ‘competitive disinflation’ as an alternative to currency depreciation; ‘the ERM paradox’; and ‘borrowing credibility from the Bundesbank’. It does so in large part through examining the words and actions of Jean-Claude Trichet, who, during much of the action of the book, was head of the French Treasury and chairman of the Monetary Committee, in which the key decisions about the mechanism were taken (he later became Governor of the Banque de France and then President of the ECB). It was Trichet who coined the phrase ‘competitive disinflation’ and followed such a policy in France in order to impress the Germans and persuade them to accept France as a suitable partner in running monetary union (remember that ‘Europe is France and Germany; the rest are just the trimmings’). This book fiercely criticises Trichet’s ideas. But those ideas are precisely the ones that have devastated Ireland (which has betrayed its past by meekly accepting not only the greatest sudden impoverishment to afflict it since the Potato Famine – indeed perhaps the greatest sudden impoverishment, at any time in modern history, to afflict an advanced economy – but also its total political subjugation and humiliation) and have plunged Greece into despair, with Portugal and Spain following a similar path of self-destruction and Italy and even France itself liable to face torment of a similar kind.


Those countries are now, or soon will be, in the mire because of two of Trichet’s catastrophic notions. Trichet helped blow an enormous credit bubble in Europe, one which could yet end by destroying the global financial system and destroying a democratic, capitalist order with it. In a speech at a financial market conference in Frankfurt in 1994 (at which Trichet’s sometimes reluctant patron, Hans Tietmeyer, then President of the Bundesbank, also spoke – the relationship between Trichet and Tietmeyer is one of the key themes of this book), Trichet declared that monetary union would permit the elimination of risk premiums. In the middle of the following decade he appeared to have been right: Greek government bonds, for instance, yielded virtually the same as German government bonds of the same maturity, and for a brief period in 2007 Spanish government bonds actually yielded slightly less than their German equivalents. Why? Because the traditional determinant of cross-country bond yield differentials among developed countries, expectations of currency appreciation or depreciation, no longer applied within the monetary union. Ergo, bond yields should be equalised. The great – and very, very obvious – mistake in this reasoning was that monetary union simply converted currency risk (the risk that a certain government’s bonds might be devalued, in terms of another currency) into credit risk (the risk that a government might simply be unable to pay its creditors). Astonishingly, the credit rating agencies took Trichet at his word: they actually upgraded, on entry to monetary union, countries with lower ratings than Germany’s. Why on earth did they do that? It seems that there were two factors. One was an implicit assumption that if such countries got into trouble, Germany would somehow bail them out. The second (without which the first would have implied that Germany’s credit rating should have been lowered) was that the mechanisms of the Maastricht Treaty – the supposedly independent, Bundesbank-like ECB and the rules prohibiting excessive budget deficits and central bank financing of governments, together with a supposed imbibing of German economic cultural ‘discipline’ – would make everyone financially sound. One can see this as a bet by the agencies that, while France in particular saw monetary union as a way of preventing a German Europe politically, everyone in Europe would become like Germany economically. But this book shows how countries, and particularly France, were trying to ensure that monetary union would mean exactly the opposite – that Germany would have to submerge itself in ‘Europe’. That underlying Franco-German clash of conceptions still determines the future of monetary union.


But even if the implicit assumption that everyone would become Germanic had been true, there would still have been an enormous credit bubble followed by a tremendous crash in Europe. The reason for that was made very explicit by this book in 1995. The propaganda was that monetary union would not only maintain stability at its centre – Germany – and radiate that stability out to the periphery, but would also encourage a ‘catch-up’ of real living standards in the poorer peripheral countries. (Indeed, it was claimed in the notorious 1990 Commission propaganda tract One Market, One Money, a claim derided in this book, that monetary union was necessary for the Single Market to bear its full fruit, notably in terms of ‘catch-up’ in the poorer economies.) Unfortunately, those two propositions were obviously inconsistent. In a capitalist economy, ‘catch-up’ involves an increase in the anticipated rate of return on investment. But if the ex-ante real rate of interest does not go up commensurately (it would need to go up all the way in a hypothetical closed economy, part of the way in real-world partly open economies, not at all in a hypothetical totally open economy), two things happen. First, there is a boom in asset prices. Second (and exacerbated by the first), too much spending is brought forward from the future. Investment increases aggregate demand while it is being done. That should normally increase interest rates. But if this process is happening in a single economy in a monetary union operating a one-size-fits-no-one interest-rate policy, interest rates in the affected country do not go up. That tends to create inflation, which in turn reduces ex-ante real interest rates and gives a further boost to spending.


This mechanism was recognised to be a vicious feature of the ERM by my late friend and (post-Commission) colleague, Sir Alan Walters, whose battle against Nigel Lawson to try to keep sterling out of the ERM is recounted in Chapter 3 of this book. The ‘Walters critique’ of the ERM was the resolution of the ‘ERM paradox’ (one which, again as recounted in this book, caused the High Priests of the ERM such perplexity, since they took no notice of the reasoning of such non-believers as Sir Alan). The ‘paradox’ was that high-inflation countries tended, once the ‘no realignments’ dogma had bewitched markets, to be at the top of their ERM bands and faced consequent pressure within the system to reduce nominal interest rates. Pressure to reduce rates gave another twist to the infernal doomsday machine. The confusion, indeed intellectual – and consequently economic and political – chaos among the High Priests produced by these mechanisms and the outright refusal of those luminaries to accept logic are described and analysed throughout the central part of this book. That section excoriates the High Priests’ post-crisis attempts to whitewash the system – attempts which prefigured the current attempts to whitewash monetary union – by claiming to find no fault with the construction of the system but instead blaming ‘errant’ countries, such as Britain in the case of the ERM and now Greece in the case of monetary union, for not following the rules.


To repeat, when investment is being done, it adds to the pressure of demand on resources in the economy. But when it is completed and comes on stream, investment demand falls – just when additional supply of output has become available. And there is no ‘pent-up’ consumer demand to absorb output, because consumer demand, with interest rates kept low, has been satisfied in advance (at least, consumer demand which can be paid for without a credit bubble has been satisfied in advance). The swing in the supply–demand balance switches the economy from overheating and inflation to unemployment and potential deflation. Worse, because such a situation was not anticipated, it is likely to involve severe financial strain on firms which had borrowed to invest, on households which had spent in anticipation of future higher income and – crucially – on the banks which had provided the financing to firms and households. This analysis, which I first developed in 1988,8 provided a very accurate forecast of what in fact happened in Britain in the late-1980s period of ‘ERM-shadowing’ followed by actual ERM entry in 1990, in Spain in the ERM and, very significantly, in Sweden at the end of the 1980s and the beginning of the 1990s.


Sweden – not then an NSU-slave-state – had not joined the ERM but, as described in this book, foolishly pegged its currency to the ECU.9  Sweden had undertaken a period of rapid financial liberalisation and credit expansion. When the country was hit by the perverse mechanism just related, its banking system foundered. Indeed, it was the incipient collapse of the banking system that forced the country’s central bank to abandon its ‘shock-and-awe’ attempts (including raising overnight interest rates to 500%) to avoid being forced off the ECU peg. The decision to abandon the ECU peg saved Sweden’s financial system and its economy and arguably also saved its political system. It was only because Sweden could allow its currency to depreciate very sharply (much to the annoyance, and worse, of France in particular, as related in this book) that growth could resume, making it feasible for the government to recapitalise the banking system without bankrupting itself.10 At all events, Sweden has since never looked back (an attempt by the political class to do so and to join monetary union was resoundingly defeated by the Swedish people in the 2003 referendum).


While Sweden was perhaps the most extreme example of how attempting to fix the exchange rate could cause economic and financial chaos when there had been a period of business and household optimism and high anticipated rates of return combined with financial liberalisation, it was not the only one. Experience in Britain and in Spain in the second half of the 1980s and the beginning of the 1990s was in many respects very similar to that of Sweden. In terms of the underlying economics, the major difference in British versus Spanish experience was that Britain had undergone a genuine supply-side revolution under Thatcher; in the Spanish case, it was more a question of euphoria about ‘integration’, ‘convergence’ and ‘the Single Market’ – that delusion, Europhoria – rather than real structural improvement. But in terms of consequences it does not matter if the initial optimism is grounded in reality or is merely fantastical: the end result, once exchange rates are fixed, is disaster. The great difference between Britain and Spain on the one hand and Sweden on the other, of course, was that Britain and Spain, having locked themselves into the ERM, could not extricate themselves without the quite shocking political bad blood, manoeuvring, deception, betrayal and multi-country horse-trading and score-settling detailed in this book; in the Spanish case, the dreadful religion of ‘Europe’ and a desire to perform self-immolation through entry into monetary union meant that the country never actually left the ERM and instead, as described in the book, had to undertake repeated devaluations within the system.


There can be no doubt that the financial liberalisation undertaken in Sweden in the late 1980s represented a major improvement on the previous bureaucratic, inefficient and stultifying system there; the same was true – in a different institutional context – of ‘Big Bang’ in Britain in 1986. The problem in both cases (Chapter 3 of this book examines the British case in some detail) was that the relevant authorities in neither country (nor in Spain) understood the demand-side consequences of anticipated (real or imaginary) supply-side improvement. In particular, they failed to realize that fixing the exchange rate – and thereby bringing an inevitable distortion of the intertemporal price signals represented by interest rates – meant that the violent swing in the supply/demand balance described in the text was inevitable. That is, they failed to realize that fixing the exchange rate would inevitably create what economists (this economist, at any rate) call intertemporal disequilibrium. Financial crises are an inevitable result.


That I have used the word ‘inevitable’ so often here does not indicate that I have no access to a thesaurus – the repetition is quite deliberate. It is not the case that ‘bad luck’ or ‘the evil eye’ or supposedly malign forces of speculation or the undoubted bad behaviour of some bankers or even the supposed failure of some governments to ‘follow the rules’ produced the economic and financial crises of the ERM or the economic, financial, social and political crises now afflicting the countries enslaved in monetary union. Those crises were and have been … well, inevitable. That is the central economic message of this book. Politicians and central bankers found themselves in a state of bemusement and denial after the ERM crises – a state manifested by their farcical attempts, ridiculed in the section ‘Horses and rhinoceroses’ of Chapter 11 of this book (one of my favourite sections), to whitewash the system. Thus, as I have already suggested in this introduction, another key message of the book is sent by those attempts: the ‘competent authorities’, as they are known in Euro-cratese, simply did not know as far as economics was concerned what they were doing in the ERM and they do not know what they are doing now in monetary union. In part that is because, as I shall outline in a moment, knowing and admitting what they would have to do to keep the system – the ERM in the past, monetary union in the benighted present – going would explode it in terms of politics.


What would be required to make monetary union ‘work’? Is it politically feasible? Would the outcome, if the necessary steps were feasible (I shall argue that they are not), modify the judgement, stated very clearly earlier in this introduction, that monetary union is a collective bad?


To answer these questions one needs to compare what has actually happened in monetary union in those countries which at the outset were thought to have high prospective rates of return, as analysed above, with what should have happened if countries had been independent. In brief, had real ex-ante rates of interest gone up sufficiently at the beginning, some of the less exciting investment projects would have been postponed and consumption would have been held back. In a partly open economy, interest rates would not have needed to go up by the full amount by which the economy-wide-average anticipated rate of return had gone up, and part of the initial excess of demand (as investment incipiently surged and consumers became more optimistic about future real incomes) relative to existing supply (before the new capital came on stream) would have been met by a switch of domestic demand to foreign sources of supply. The rise in domestic interest rates would appropriately have appreciated the exchange rate to above its long-run equilibrium (thereby appropriately creating an expectation of future depreciation). The initial rise in the exchange rate and the expectation of future depreciation would, as far as imported capital goods were concerned, have offset the impact on investment of higher domestic interest rates. A temporary current-account deficit would appropriately have emerged: that is the whole point of capital liberalisation (a point missed by the Bundesbank, as the book recounts). But except in the mythical totally open small economy so damagingly beloved of economic theorists a generation ago (and in reality countries such as Spain, Greece and Portugal were quite closed; Ireland was a somewhat different case), some holding back of elements of domestic demand while high-return investment projects were going ahead would have been necessary. Then, when the first waves of investment projects were completed (and the economy-wide-average anticipated rate of return subsided) and the balance between supply and demand in the domestic economy swung around, real interest rates could fall back, allowing previously postponed less-exciting investment projects to be implemented and pent-up consumer demand to be satisfied. And the exchange rate would depreciate, stimulating net exports. The economy would have adjusted smoothly to the incipient swing in the supply–demand balance. Moreover, all expectations would have been justified and the banking system would not have faced waves of bad loans and mountains of ‘toxic assets’. This conclusion applies at the macro level. There will of course always be individuals, whether borrowers or lenders, whose behaviour is foolish or even fraudulent. But if the correct intertemporal price signals – interest rates and the exchange rate – are provided, such individual errors or fraud can be coped with by the banks’ standard risk-management and loss-provisioning techniques.


However, as I sketched above, this benign process for ‘catch-up’, aided by capital liberalisation, in the poorer countries of the NSU (initially poorer, briefly seemingly richer, and now poorer again) was made impossible by the drive to monetary union. The ERM was the first obstacle, as detailed in this book. But when the constraints of the ERM were effectively lifted after the crisis of July–August 1993, in circumstances assessed in the book, there was a brief period, notably in Ireland (from the devaluation of the Irish pound in January 1993 to the effective re-surrender of monetary autonomy in the autumn of 1997) of genuinely benign ‘catch-up’. For sure, all the countries which were in deep economic trouble – and, actually or incipiently, financial trouble – as a result of ERM membership or ECU-pegging (Britain, Ireland, Spain, Portugal, Ireland, Sweden, Norway, Finland – even Italy) got out of that trouble and were able to re-establish economic, budgetary and financial stability through leaving the ERM, abandoning ECU pegs or devaluing within the ERM. Such actions were absolutely necessary. That is one of the key lessons taught by this book; those responsible for ‘managing’ monetary union would be well advised to read it, though sadly they are likely to regard it still as treasonable, heretical and blasphemous.


All the countries just listed underwent very substantial currency depreciation – much more substantial than the rather modest depreciation, from an initial position of appropriate temporary over-valuation implied in the counterfactual benign process, which would have been possible with independent monetary policies. Why was that? In a benign process, raised interest rates would have provided appropriate restraint on domestic demand during the phase of construction of high-rate-of-return projects. But no such restraint was exercised (or, in some cases in the ERM period, was insufficient or inappropriately timed). Worse, strong growth and low interest rates (lower than they should have been, at any rate) produced asset-price bubbles in equities and especially in housing. Apparently increased ‘wealth’ stimulated domestic demand still further and provided the collateral against which banks would lend. Borrowing and lending booms fuelled the process. Current-account deficits ballooned. But the signals which these developments would normally have sent to the currency markets were cut off by the ‘no-ERM realignments’ dogma.


This book describes the complex of economic and political events which finally made financial markets realize that the ‘no-realignments’ dogma was nonsense. When that happened, countries which had experienced domestic demand booms suddenly found themselves facing higher interest rates just when it was becoming clear to firms and households that they had over-extended themselves and would need to pull back (and when, notably in Italy, the attempt to make markets believe that the Maastricht convergence criteria could be fulfilled led to budgetary ‘austerity’ – called ‘consolidation’ in those days). Domestic demand crashed. Output and employment fell in response, and deflation became a possibility. In such circumstances bad loans mushroomed and the ‘toxicity’ of many bank assets became apparent. Full-blown economic and financial crises emerged. Previous confidence evaporated and was replaced with deep pessimism, exacerbating the downturn in domestic demand. The recession worsened budgetary out-turns, requiring additional ‘austerity’ to try to meet the Maastricht criteria. The net effect was that domestic demand, having been far too high in the ‘boom’, crashed far more in the ‘bust’ than would have been necessary in the counterfactual benign process. To restore any growth in the affected economies, very large currency depreciations became necessary. That is, the ERM led to much greater exchange-rate instability – and much more disruptive instability, because it had not been correctly anticipated by all agents – than if countries had operated independent interest-rate and exchange-rate policies.


It will be very apparent to readers that this description of the mess created by the ERM applies very closely to the disasters now evident in monetary union. But the recent disasters are clearly worse even than anything produced by the ERM. Why? And why did policy-makers, rather than taking heed of what should have been the rather obvious lessons of the collapse of the ERM, go ahead and construct something even worse (and, by the way, blackguard and seek to ‘punish’ me – see the preface to the paperback edition – for pointing out that the emperor not only had no clothes but was grotesquely ugly and sickeningly malodorous)?


There are several aspects of an answer to the first question. Most obviously, it is harder to get out of monetary union than it was to leave the ERM or devalue within it. One cannot imagine that Ireland, or Portugal or Spain or Greece would, however strong the interests of the nomenklatura, have for so long endured the torments now being inflicted on them if they had been ‘merely’ in the ERM. Indeed, Ireland, Portugal and Spain all devalued in the ERM (several times, in the cases of Spain and Portugal) and Italy left the system (in the economic and political circumstances analysed in this book) while Greece was never a member of the old, constraining ERM. It is often said that it is impossible, ‘legally’, to leave the euro. That is nonsense. If a country declares that a new national currency is henceforth its legal tender and if that country’s central bank withdraws from the Eurosystem (which comprises the ECB and the participating national central banks), that country will be in infringement of the treaty. So what? The Commission issues hundreds of infringement proceedings every year and some of them, years later, find their way to the so-called ECJ. Why should a country suffering the purgatory of monetary union (the official German view of monetary union as it affects others) accept it as an eternal hell for fear of ECJ censure any more than it worries about infringement procedures because it has not complied with NSU rules on, say, the size of print on packets of breakfast cereal?


The real barriers are political and financial. For a government to put its suffering country first and leave monetary union would be seen as an act of ‘class betrayal’ by the transnational nomenklatura, on membership of which many politicians/officials seem to be totally psychologically, at least, dependent. That is the political barrier, however much it is dressed up in pious, hypocritical language about noble duties to preserve ‘Europe’ against the supposed barbarians who would see it (whatever ‘Europe’ is) fail.


The second aspect is financial. Step forward Jean-Claude ‘monetary union will permit the elimination of risk premiums’ Trichet. That fateful aspiration, acted on for so long by politicians, central banks, regulators, ratings agencies, firms, households, banks and financial-market investors, has been truly catastrophic in its impact. One might very plausibly argue that it was like a hugely magnified analogue of the Darien Scheme, a speculation which bankrupted much of the Scottish nobility, led the Scottish parliament to petition the king (unsuccessfully) for England to take over Scotland’s debt and soon thereafter forced Scotland into a political union with England. There are close parallels between the Darien Scheme and the canal-building follies of many US states in the 1830s, which ended in state defaults, a wave of bank bankruptcies and severe political tensions – within what was an existing political union – about the refusal of Washington to take over the debts of individual states, tensions which may have contributed to the political conditions which gave rise to the American Civil War.


At all events, there is no denying that monetary union converted currency risk into credit risk and it is simply mind-blowing, even in retrospect, that this was not seen, or was successfully hidden (not least from ratings agencies which, staggeringly, upgraded ‘non-core’ countries on entry into monetary union). That enormous failure of insight and observation produced an equally enormous credit bubble. To make things worse, the much-vaunted ‘financial integration’ in the monetary union facilitated massive flows of savings from countries such as Germany and the Netherlands into the poorer countries of the monetary union. In less lunatic conditions, such flows would – qualitatively if not quantitatively – have been a desirable result of capital liberalisation. But less lunatic conditions would have meant flexible exchange rates. Investors would have known that they faced currency risk in lending to ‘catch-up’ countries with higher rates whose currencies had undergone an initial appreciation. Of course some investors would have got things wrong. But there would not have been the lure of a perpetual free lunch apparently available as long as yields in ‘catch-up’ countries were higher than in ‘core’ countries.11 Monetary union had precisely the effect of generating expectations of such a perpetual free lunch via a ‘search for yield’, forcing peripheral-country yields down (and spurring investment in housing when any hope of genuinely high-return business investment had disappeared12) just as the riskiness of lending to those countries was, on any rational measure, increasing. Amazingly, as late as 2010, when the euro crisis was already evident, the ineffable Trichet was claiming in ECB press conferences that the euro had given ‘ex-ante assistance’ to countries such as Greece, Spain, Portugal and Ireland by ‘facilitating easy external financing conditions’. In 2009–10 investors finally woke up to the fact that those countries (with the possible exception of Ireland and – just about conceivably – also Italy) were insolvent within monetary union. But by then the scale of the money lent to such countries, not least through loans to their banking systems from ‘core’ (and other) banks – and, potentially even worse, the many trillions of financial derivatives based on peripheral country debt – was already vast. The prospect of defaults led to fears of a global financial crisis worse than that which followed the collapse of Lehman Brothers. 


The sudden cutting-off, from 2009 or 2010 onwards, of financing (except from the ECB) for peripheral-country banking systems of course aggravated the economic slump in the affected countries, led to sharp increases in banks’ bad loans, exacerbated fears of government and bank defaults, produced even worse economic conditions, and so on. In Ireland, nominal GNP (GNP is the best measure of income in the Irish case) fell by 27 per cent between the 2007 peak and the first quarter of 2012; it is no surprise that in such conditions a frighteningly high proportion of all residential mortgages in Ireland were in arrears by mid-2012. In Greece, which had already defaulted on much of its government debt by the end of 2011, the collapse of demand and output was so dreadful that the whole productive structure of the country was being eroded; social breakdown was evident, and the risk of political breakdown – the risk that Greece might become a failed state – was growing rapidly. Spain and Portugal are on paths very similar to that of Greece. In such circumstances it is natural for markets to suspect that, however great the political barriers to exit, one or more of these countries might leave the monetary union: credit risk is being partly re-converted to currency risk.


In sum, there has probably never in history been an economic and financial disaster on the scale of the monetary union in Europe. What can be done?


The most perspicuous way of looking at the problem is to see it as a problem of current-account adjustment in the peripheral countries. If their massive full-employment current-account deficits (the deficits that would be recorded if those economies were still at full employment) do not adjust, then the external debt ratios of those countries will rise without limit. Correspondingly, the probability that those countries’ creditors recover any of their investments goes towards zero. That was exactly the situation in the monetary-union credit bubble implied by Trichet’s proud prediction in 1994. It might be possible to re-create such a bubble for a time (although the chances of doing it are fortunately slim), but no such bubble could continue indefinitely without eventually devastating the global economy.


Given that, there will have to be adjustment of the relevant current-account positions. Actual current-account positions have, at least to an extent, been adjusted simply by crushing domestic demand. This is what has been happening in Ireland, Spain, Portugal and Greece. But unless there is huge improvement in competitiveness such that net exports increase dramatically, that process produces depression/unemployment – that has already happened – and eventually deflation (that has already happened to some extent in Ireland, more flexible than the others, is happening in Greece, and will happen in the other countries). The combination of depression, protracted mass unemployment and deflation must inevitably – that word again – produce widespread default in firms and households, wreck the government finances, and render the banking system insolvent. Thus while the realization of the first of Trichet’s catastrophic notions – that of a risk-premium-free monetary union – produced an almighty crisis, trying to put into practice a second – ‘competitive disinflation’ – devastates everyone and everything. Official lending by other countries (whether to governments or to banks) combined with the attempted enforcement of budgetary ‘austerity’ only makes things worse. Such paths are socially and politically unsustainable – they lead to complete breakdown in all respects, not just financial.


What other options are available within monetary union? One of them is suggested by the incessant political battles, analysed in this book, about how the ERM should be ‘managed’ and how monetary union should be arranged. In particular, those battles centred on who controlled monetary policy in the ERM and who would control it in monetary union. Was it the Bundesbank? Would it be a Bundesbank clone? Or would monetary policy be controlled by politicians, notably French and Italian politicians? The book recounts those battles in some detail but the battles continue, most obviously that in the summer of 2012 between the President of the Bundesbank, Jens Weidmann, and the politicians in France, Italy and Spain, tacitly supported by Angela Merkel, about the principle and size of ECB purchases of Spanish and Italian government bonds.


In the period of the ERM and the run-up to monetary union, France and Italy wanted interest rates as low as possible and exchange rates as weak as possible. The problem now is that because of the monetary-union credit bubble the current-account deficits of Spain, Greece and Portugal became so massively swollen that adjusting them without depression and default would require quite unthinkably large euro depreciations – all the more so as around 60 per cent of the trade of Spain, for instance, is within the euro area, so that euro depreciation has a direct effect on only a relatively small part of Spain’s trade. Standard models suggest that, starting from the full-employment position of 2007/8, offsetting the output effect of the domestic demand fall needed to correct Spain’s current-account deficit would require a euro depreciation so huge that it would raise the German price level by perhaps 70 per cent over five years, devastating German savers. If that happened there would be a revolution – quite literally – in Germany; it is simply unthinkable to anyone except the nomenklatura.


But if current-account adjustment has to come, could be achieved through depression, deflation and default only on a scale so massive and so protracted that it would bring total social and political breakdown in the peripheral countries, and cannot come through spectacular euro depreciation without stirring a revolution in Germany, what else? There could be a ‘transfer union’ in which Germany simply gave the current-account deficit countries of the monetary union an amount equal to their full-employment trade deficits, so as to avoid a need for trade adjustment and its concomitants, depression, deflation, default and social and political breakdown. But, by construction, if there were no trade adjustment, avoiding a boundless rise in external debt ratios would mean that the transfers – unrequited gifts – would have to continue every year in perpetuity. And one can be absolutely sure that if Germany committed itself to such transfers to any one country, it would have to make similar commitments to others, not least France, whose structural economic position is deteriorating rapidly. Worse, the workings of moral hazard would then undoubtedly ensure that just about every country in the monetary union developed or increased a trade deficit so as to benefit from German largesse. Even if one ignored this last point13 and confined oneself to the present pattern of full-employment current accounts, the cost to Germany of such a transfer union could reach the enormous amount of almost 10 per cent of German GDP every year for ever – a stream with a present value, at any plausible real discount rate, bigger than that of the intended stream of war reparations imposed on Germany at Versailles over a period supposed to extend to 1988 (nothing like that intended stream was or possibly could be paid, of course, and we all know what happened instead, as Keynes predicted in his Economic Consequences of the Peace). After Merkel was politically blackmailed by Hollande, Monti and the Spanish prime minister, Rajoy, at the summit in June 2012, sections of the French press crowed that it had proved possible to inflict a ‘new Versailles’ on Germany ‘without having to go to war’. That analysis may or may not have been correct. I do not imagine for a moment that the French press had worked through the economic analysis I have just sketched. Nor do I imagine that Germany will accept such a transfer union, however much Merkel might like to be able to. At least, one should hope that a German government never accepts it – for its result would financially cripple the German economy (perhaps an attractive prospect, in a short-sighted way, for France); and a new ‘stab-in-the-back’ myth would undoubtedly take hold in a justifiably resentful, embittered and angry German people, ending in revolution or goodness knows what other horrors. At the very least the crowing makes it startlingly clear that the nomenklatura’s propaganda about monetary union, and indeed the NSU, as a ‘noble duty’ and as guarantor of peace and amity in Europe, is simply disgusting, obscene in its hypocrisy.


If there are no feasible solutions for the euro crisis without withdrawals, possibly even complete breakup, what does that imply? One can have little doubt that serial withdrawals and, a fortiori, a breakup of the euro area will have horrible consequences, quite possibly including a new and bigger global financial crisis. But some such crisis is – that word yet again – inevitable. The biggest credit bubble in history will bring the biggest credit losses in history, come what may. The longer the charade of attempting to ‘resolve’ the crisis goes on, the bigger the losses and the more devastating the inevitable crisis will be. Because many of the losses, including losses on derivatives portfolios, will be borne by banks, the risk is that there is an overwhelming financial panic and a total breakdown of the whole financial and economic system in Europe14 and perhaps in the wider world. Preventing that might well call for drastic ‘Nordic-style’ measures (so taxpayers were not asked to shoulder the whole burden of banks’ credit losses, for if neither banks’ creditors nor taxpayers are allowed to be hit by credit losses, savers assuredly will be hit via a different route, as governments are forced to generate rapid inflation), potentially involving the nationalisation of whole financial sectors in many countries. If one is optimistic, one can see that as a chance to start banking systems again from scratch, with banking licences sold by governments to new, ‘good banks’ with no toxic assets in their balance sheets. If one is optimistic …


In summary, the implications of the ERM experience for what is now happening in monetary union are very clear. But, given the nomenklatura’s quasi-religious devotion, fuelled by the variety of motivations I have described in this introduction, to monetary union and to Europe, they are also terrifying.


When this book was published, there was little attempt by the proponents of monetary union to discredit its economic analysis – fortunately for the reputations of those who might have been tempted to try. But those proponents showed no willingness to accept the book’s propositions. On the economic substance, there was silence. But the volume of personal abuse directed at me, not least by British members of the NSU nomenklatura, was tremendous. I was branded as eccentric at best; many much harsher epithets were employed. As William Rees-Mogg put it in The Times in 1995, ‘What is eccentric about Connolly in 1995 is what was eccentric about Keynes in 1919; he sees that the emperor has no clothes.’ That no-one dared attack the book’s economic analysis but that the book’s author was subjected to a concerted campaign of vilification says much about the nature and purpose of monetary union. Why did the elites who so favoured it press ever more ruthlessly on when they could mount no defence of it in terms of economics? Most of the readers of this book will find no difficulty in answering that question for themselves. Indeed, the present-day British Prime Minister and Chancellor of the Exchequer have answered it for them: the ‘remorseless logic’, they say, of monetary union requires the construction of an economic and political union among its members: since the emperor’s nakedness is now apparent not just to ‘eccentric’ long-time critics of the project but to just about everyone, including, importantly, financial markets, new clothes have to be fashioned for him, and in a hurry. Yet, as this book made clear in 1995, an economic and political union imposed by blackmail – a kind of mutual blackmail, as my discussion of the dreadful economic catastrophe of monetary union has just argued – can only be a union in which one part or another of the populations of Europe is in effect enslaved and kept in a state of subjugation, and not by any loyalty or sense of community but instead by coercion – financial coercion and ultimately military coercion.


As J. S. Mill put it a century and half ago in On Representative Government, ‘An army composed of various nationalities has no other allegiance than the flag. Such armies have been the executioners of liberty through the whole duration of modern history. The sole bond that holds them together is their officers and the government which they serve; and their only idea, if they have one, of public duty is obedience to orders.’ Or, as the Israeli philosopher Yoram Hazony put it recently, ‘For quite a few centuries, it seems as though it’s been the British nation-state15 (together with its admirers in France, America, Austria) that has been teaching the world what it means for peoples to live in freedom and decency, while the idea of “Europe” has spawned a succession of tyrannies.’16


The idea of monetary union, and, lurking behind it, political union in Europe is quite literally inhuman. Human beings need to feel a sense of common belonging. National states have, when those states have been prosperous, economically stable, democratic and legitimate, always been the most benign form of political organisation. Hazony contrasts an order of nation states with two extremes: anarchic states and imperial states.17 An anarchic state is one within which loyalty is felt towards, and power is exercised by, a narrowly defined group: a gang, a tribe, a religious denomination, a self-propagating elite of one kind or another – a nomenklatura, in effect. An imperial state is one which strives to impose its law outside its own borders and if necessary to extend those borders so as to allow such overlordship.


The NSU is the very model of an anarcho-imperial state, with its transnational nomenklatura – a ‘gang’, in Hazony’s categories, owing loyalty, if it has any loyalty at all, only to itself – determined to exert imperial power over NSU member countries and to extend its influence to the whole world by making the NSU a powerful ‘actor on the world stage’, to use the Commission’s language. If a state, or an order of states, falls into a condition which is either anarchic or imperial (Nazi Germany and Soviet Russia, for instance, were anarchic – in Hazony’s sense – and imperial), if a political sense of national identity is extinguished, the ineluctable human tendency to want to ‘belong’ manifests itself in the creation of identities based on ethnic, linguistic, religious or class characteristics.


In a very important recent book, Law Without Nations? Why Constitutional Government Requires Sovereign States (Princeton University Press, 2005), Jeremy Rabkin, professor of government at Cornell, takes up these themes. It is not sovereignty itself that may lead to problems, he notes, but sovereignty in the hands of those who profess sinister ideologies that threaten the world with disaster. Rabkin recalls that Nazism and Soviet Communism aimed, as the EU now aims, to abolish existing sovereignties and to replace them with a new, imperial supra-national form of sovereignty.18 He argues that the appropriate role of government is very far from that espoused by ‘Europe’, which has the totalitarian aim of imposing and enforcing a ‘consensus’ in all areas of private as well as public life.


As the terrible scourge that is monetary union is showing, nothing is more likely to incite destructive ‘nationalism’ than the destruction of an order of national states and the erection in its place of an anarcho-imperial European state. The First World War was a war not of peoples but of competing empires, whatever jingoism the empires managed to whip up in their populations; the Second World War was, or at least began as, a war of civilization (of nation states) against an anarchic anti-civilization. Niall Ferguson, in his splendid book The War of the World, argues that political violence and ultimately war are most likely to happen when imperial powers are in decline and there is economic instability and what he calls ‘ethnic confluence’ – three phenomena which the NSU, via monetary union, is destined to create, as I have just shown. What the NSU has already done is to undermine the pillars which have supported peace in Europe since 1945 (with the former Yugoslavia being the most important exception – an exception which this book pointed to as a dreadful warning about the dangers of imposing a multinational empire). Those pillars were economic prosperity and stability, political legitimacy, and the principle of non-interference by one state in the internal affairs of another (this last being, in effect, the principle enshrined in 1648 by the Treaty of Westphalia). Monetary union has, as I have just discussed, demolished all three. And the NSU is intent on destroying the elements that provided the foundations for those three pillars: capitalism; and the Western alliance embodied in NATO.


Is this too pessimistic an assessment? Could one not argue, as so many ‘intellectual’ Europhiles have argued, that even though the European Union has, as stated by Germany’s Federal Constitutional Court, no demos, ‘Europe’ has a right to arise because of its supposedly superior ethos and supposedly necessary telos? But what the history of the ERM and, even more clearly, of monetary union has shown is that the absence of a European demos implies, given the strains produced by the efforts to create and maintain monetary union, a ruthless, deceitful, malignant anarcho-imperial ethos reflecting a telos devoted to destroying law, democracy, accountability, legitimacy and to emerging victorious in a ‘clash of civilizations’. No-one who has observed the way in which the malignant lunacy of the ERM and monetary union has destroyed jobs, destroyed companies, destroyed savings, destroyed financial systems, destroyed lives, destroyed societies and destroyed democracy, all in the name of ‘the right of Europe to arise’, can doubt for one moment that the endeavour has been, in its effect if not always in intent, not simply misguided but evil.




 





The Rotten Heart of Europe was first published in 1995. The account of events which it gives is a matter of historical record and the statements made and opinions expressed in it reflect the information available at the time.




1 Georgy Arbatov, adviser to five general secretaries of the Communist Party of the Soviet Union, labelled the IMF as an organization of ‘neo-Bolsheviks who love expropriating other people’s money, imposing undemocratic and alien rules of economic and political conduct and stifling economic freedom’.


2 In 1995 the introduction to this book saw ‘Europe’ as a secular religion and decried the Commission’s attempt – successfully resisted by the IOC – to turn the 1992 Barcelona Olympics (which, ironically took place immediately before the ERM crises erupted) into an orchestrated marching, flag-waving pseudo-religious ‘consecration’ of ‘European unity’ in imitation, conscious or not, of the Nuremberg rallies. Michael Burleigh has explored the history and nature of secular religions in two magnificent books, Earthly Powers and Sacred Causes (both published by HarperCollins).


3 Samuel Huntington’s famous 1993 article ‘The Clash of Civilizations’, in Foreign Affairs, was both massively praised and virulently reviled. The article and a subsequent book of the same name posited that post-Cold War conflict would occur most frequently and violently because of cultural rather than ideological differences. This raises the question of whether the conflicts engendered, or apt to be engendered, by the neo-Marxists of the Frankfurt School and their academic and media fellow-travellers with their emphasis on ‘cultural revolution’ are cultural or ideological. One answer is suggested by Huntington’s article. He wrote that, ‘Civilizations are differentiated from each other by history, language, culture, tradition and, most important, religion. The people of different civilizations have different views on relations between God and man, the individual and the group, the citizen and the state, parents and children, husband and wife, as well as differing views of the importance of rights and responsibilities, liberty and authority, equality and hierarchy.’ Seen in this way, the ‘civilization’ (or, rather, anti-civilization) of the neo-Marxist, or Left-liberal, Frankfurt School and its disciples in almost every Western country is particularly inimical to the civilization which used to be represented by the Judaeo-Christian values of ‘the West’; in every one of the oppositions listed by Huntington, the Left-liberals are on the other side from ‘the West’: they favour authority over liberty, hierarchy over equality; rights over responsibilities, the group (one might say, ‘the gang’; I consider this later in this introduction when discussing the notions of demos, ethos and telos in the NSU in the light of Yoram Hazony’s thinking) over the individual, the state over the citizen and, of course man over God (false opposition though that is) and children over parents, while their views on husbands and wives are a totalitarian attempt to redefine notions and destroy institutions of civilization that far predate government. They attempt to abolish any distinction between the public and the private – the best definition of totalitarianism (and thus one can see the European Court of Human Rights, originally conceived as a bulwark against totalitarianism, as having become a tool of totalitarianism: if only that Court had seen itself as the protector of freedom; instead, the tyranny of ‘rights’ has become the scourge of freedom). Huntington may have been right, and it is possible that a victory of the Frankfurt School and its adherents may at some point obliterate the ‘ideological’ distinctions between the ‘Anglo-Saxon’ model and the Continental model. But Huntington also wrote that, ‘[E]conomic regionalism may succeed only when it is rooted in a common civilization. The European Community rests on the shared foundation of European culture and Western Christianity.’ One facet of the NSU is that it is a tool of the ‘cultural revolution’. As such it will destroy its own basis as a ‘community’ of shared values, implying that the only basis for its continued existence will be as an anarcho-imperial state, a concept I discuss further below. However, as I argue in this introduction, there is a perceived ideological conflict within ‘the West’ between the (mythical) ‘Anglo-Saxon’ model and the Continental model.


      Huntington’s article was a riposte to the supremely fatuous, Hegelian ‘End of History’ thesis put forward by Francis Fukuyama after the fall of Soviet Communism and the apparent disappearance of ideological conflict. Fukuyama’s thesis is something we shall consider later in this introduction. Fukuyama himself wrote in 2007 (in the Guardian – where else?), in a quite astonishing failure of insight and even of observation, that, ‘I believe that the European Union more accurately reflects what the world will look like at the end of history than the contemporary United States. The EU’s attempt to transcend sovereignty and power politics by establishing a transnational rule of law is much more in line with a “post-historical” world than the Americans’ continuing belief in God, national sovereignty and their military.’


4 Whatever one thinks of the nature of the First World War – something I shall discuss later – it is insulting to Europe to label the Second World War a civil war: it was genuinely a ‘Huntingtonian’ war between civilization, allied opportunistically with one anti-civilization, against another anti-civilization, even if the forces of civilization were themselves guilty of barbarous behaviour (though morally distinct from the actions of the two anti-civilizations).


5 Such a model has never in fact been instantiated in its idealised (or, where European elite opinion is concerned, anathematised) form. Were it to be instantiated, it, rather than the European Union, might well constitute the ‘end of history’. Idealistic anti-‘Anglo-Saxon’ political philosophers are detached from experience and observation: their theories are literally inhuman – a failing that led so many in the 1930s to see Stalinist Russia as the ideal society, the true ‘end of history’. The parallels between Stalinist Russia and the European Union are such, despite the absence, as yet, of gulags, mass show-trials and an all-powerful secret police, that one can legitimately label the EU the New Soviet Union.


6 Ironically, Maystadt, a Catholic and a big Francophone name in Belgian Christian Democracy, has himself fallen prey to propaganda and misperception: the supposedly ‘Anglo-Saxon’ value of ‘political correctness’ (in fact a re-importing into Europe of the principles of the Frankfurt School) has been embraced wholeheartedly by the oppressive European institutions, doing massive harm to the values of Maystadt’s Catholicism. Maystadt’s comment perhaps pointed to another strand of support, however deluded, for ‘Europe’, that which saw ‘Europe’ as restoring ‘Christendom’ in the face of an assault by effectively pagan ‘Anglo-Saxons’. One hopes that part of what Maystadt may have had in mind in his characterisation of an ‘Anglo-Saxon’ model was the preposterous, vicious, inhuman, socially and morally destructive philosophy of Ayn Rand (it was with relief that one read that Paul Ryan had rejected Randism). To be economically conservative and socially ‘liberal’ is to adopt Rand’s pseudo-philosophy; the reason why Rand hated Hayek so bitterly was that there was a valued place for altruism in Hayek’s philosophy – total anathema to Rand’s ‘ethical self-interest’. But ‘Europe’ has itself become the biggest institutional missionary for a totalitarian ‘anti-religion’, something which the Catholic Church has been mystifyingly slow to realize but will have to come to realize – perhaps too late. As Salazar, an unpleasant dictator but someone opposed to the totalitarian political religions of Nazism and Communism and someone who gave refuge to Jews fleeing totalitarian oppression, asked in the 1930s, when attacking the National Syndicalists in Portugal and their advocacy of a totalitarian state, ‘Might it not bring about an absolutism worse than that which preceded the liberal regimes? Such a state would be essentially pagan, incompatible with the nature of our Christian civilization and leading sooner or later to revolution’ (quoted in Sacred Values, by Michael Burleigh). He was empirically wrong about revolutions in Nazi Germany and Soviet Russia (though arguably right about Fascist Italy). But the danger from the NSU and its totalitarian political correctness, and especially the politically correct doctrine that an order of nation states must be eliminated, is more insidious. Its totalitarianism is not embodied in a would-be caesaro-papist figure such as Henry VIII or in a God-substitute such as Hitler or Stalin. Instead, it seeks to destroy the foundations of civilization by stealth, not least by subverting and abusing the Catholic principle of subsidiarity. At all events, one suspects that the ‘re-import’ Maystadt opposed was originally from Austria, not Germany: it is Hayek’s rejection of the statist, corporatist, bureaucratic nature of the road to serfdom, a road along which European Christian Democracy, its honourable roots in resistance to Nazism, in anti-Communism and in seeking to avoid the less attractive aspects of American consumerism long submerged, has travelled far. But, ironically, it was in Austria – the Austria of Dollfuss and Schuschnigg – that Catholic corporatism found its most concrete, and rather ugly, expression.


7 The introduction to the first edition of this book reflects on the NSU’s conception and use of propaganda, comparing it to Stalin’s.


8 The brief analysis in the text of this introduction is a very simplified account of a process which looks quite ‘Austrian’, at least where the ‘boom’ is concerned, though my thinking about the ‘bust’ has tended to diverge from Austrian theory. I set my thinking out in a more rigorous way in an unpublished 1988 paper, ‘Some Whys and Wherefores of the Thatcher Boom’, which allowed me to see that British membership of the ERM would be a disaster and that monetary union would be an even bigger disaster. I subsequently set out much of the reasoning in two notes published in the early 1990s (‘Economic Convergence in the Integrating Community Economy and the Role of Economic Policies’, in Recherches économiques de Louvain, vol. 59, nos. 1–2, 1993, pp. 37–63, co-written with Jürgen Kröger, and ‘The Coordination of Economic and Monetary Policies in the Transition’, paper delivered at the ‘XXI Jornadas de Mercado Monetario’, Inter Money Valores sv, Barcelona, 5–6 May 1994). The publication of those two notes was approved by the relevant Commission authorities. Perhaps they did not have the understanding to realize the implication of the notes. Perhaps they assumed that no economic reasoning could possibly counter the political Will (the Hegelian portentousness of the concept in the NSU context demands an initial capital), supported by incessant propaganda, to ‘create Europe’ via monetary union. If that was indeed their assumption, it proved correct (as I always believed it would). The Will was malign, the propaganda of the grossest kind. At the political level it included the repeated claims that the choice was between monetary union and war – claims that were and are both obscene slanders against the peoples of Europe and implicit, and perhaps merited, condemnation of their leaders, including those who issued the claims. At the economic level, a particularly egregious example of comic-book propaganda is quoted in the footnote 12 on page 58 of this book. At all events, in the 2000s I extended the analysis to the case of the US economy – clearly a Ponzi game in that period – in a series of notes, hundreds in total, and in published articles. Among the published articles, one short and accessible example, entitled ‘The End of the Global Boom?’, is in the Spring 2007 Magazine of the Chicago Mercantile Exchange. Those notes (which latterly were freely available to everyone) and articles led the Governor of the Bank of Canada, Mark Carney, to identify me, in a speech in December 2008, as one of a very small number of economists to have accurately predicted and analysed the financial crisis in advance. As I said, the analysis looks quite ‘Austrian’ in some, though not all, respects. But when I was writing in 1988, 1993 and 1994 and even when I was writing this book in 1995 I had no idea what ‘Austrian’ analysis was. I was of course aware of Hayek, in particular, as a political philosopher and I greatly admired him. But his economic analysis in the late 1920s and the early 1930s was literally a closed book to me and to just about every product of a post-war university education in economics. This shameful neglect of Hayek by the academic establishment has been partly remedied in the past decade or so (although ‘Austrian’ analysis is still anathema to the model-jockeys of central banks, entranced by their worse-than-useless DSGE – dynamic stochastic general equilibrium – models which completely failed to predict or understand the global credit bubble, the financial crisis of 2007–8 or its aftermath). There have always been passionate devotees of ‘Austrian economics’ on the ‘fringes’, but perhaps the most influential rehabilitation of such economics in the ‘mainstream’ was a 2003 Bank for International Settlements working paper, ‘The Price Level, Relative Prices and Economic Stability: Aspects of the Interwar Debate’, by David Laidler, who, entirely coincidentally, was one of my professors in graduate school.


9 The ECU, the European Currency Unit, was a basket of the currencies of the NSU member states, used as the unit of account of the NSU, before being replaced by the euro.


10 The workout of the banking crisis in Sweden was very different from that in the US after the subprime debacle or the efforts so far deployed to ‘resolve’ banking crises in monetary union. Importantly, shareholders in some banks were wiped out, their managements were replaced and in some cases bank bondholders were hit.


11 The so-called forward premium puzzle in foreign exchange appears to be a version of the well-known ‘peso problem’ produced by insufficiently large data samples.


12 The rate of return on investment is a function not just of the capital rental – closely related to the marginal product of capital – but also of expected appreciation or depreciation of the capital asset. Expected house-price appreciation in Ireland and Spain (less so in Greece and Portugal), resulting from the inappropriately low interest rates and risk premiums produced by monetary union before the crisis, led to a frenzy of residential construction, of borrowing and of the financing of such borrowing by the banking system, domestic and foreign.


13 A swelling of other countries’ trade deficits as a result of moral hazard could notionally be prevented by binding, enforceable rules not just on countries’ budget deficits (as envisaged by Merkel and by her finance minister, the determinedly ‘Europhile’ Wolf gang Schäuble) but also on private-sector saving/investment behaviour. In other words, there would have to be a command economy, dictated from the centre, in every member country of the monetary union.


14 In this respect ‘Europe’ unfortunately involves Britain, even though it is not in the euro area. So much for John Major’s claim of ‘game, set and match’ to Britain after the Maastricht summit! Given Britain’s international banking sector, the country’s national interest demanded not only that Britain should stay out of the euro (although staying out was of course a necessary condition for protecting the country’s interest) but also that Britain should do everything in its power to prevent the euro becoming reality. Major failed signally in that; and Kenneth Clarke, as recounted in Chapter 12 of this book, appears to have done his damndest to keep the ERM in being, no doubt in order to keep the idea of monetary union alive.


15 I discuss the eighteenth-century creation of the British nation-state, and the American emulation of it, in the final chapter of this book.


16 Jerusalem Letters, 14 November 2010.


17 ‘On the National State, Part 1: Empire and Anarchy’, Azure, no. 12, Winter 5762/2002.


18 A very clear example of the dangers of replacing a national state with an anarcho-imperial state is provided by the Norman conquest of Anglo-Saxon England. England after 1066 suffered four centuries of wars about, in and against France – reflecting the imperial nature of the Norman–Angevin–Plantagenet state – and of civil wars, culminating in the Wars of the Roses – reflecting the anarchical nature of the post-Anglo-Saxon, pre-Tudor state.




















Preface to paperback edition





The opportunity to write this preface to the paperback edition was granted to me by the forbearance of Faber and Faber and the lack of forbearance shown by my former employer, the European Commission. The role of my publisher is straightforward enough; but the role of the Commission perhaps needs some explaining. Even before the hardback edition was officially released, the Commission had made clear its decision to get rid of me. My crime, apparently, was serious indeed: I harboured fears that the European Monetary Union project was not quite the Heavenly City that relentless propaganda had made it out to be. ‘If I had fears like that’, said Jacques Santer’s spokesman, ‘I would resign this afternoon.’


At any rate, the Commission, after suspending me from my job as head of the Commission Unit responsible for the EMS and monetary policies, countenancing a smear campaign against me, denying me access to Commission buildings, posting photos of me at entrances to buildings and garages as if I were a dangerous terrorist bearing semtex and armalites, ‘inviting’ me not to leave Brussels, communicating with me through night-time visits from its little-known Security Service, and engaging in a disciplinary procedure that disregarded all the rules of natural justice, inflicted the penalty it had in effect decided five months earlier. At the end of January 1996, I was sacked.


The Commission made it plain in the formal sacking decision that it would not have granted permission for the publication of the book had I sought it. The book was, so the Commission said, a synthesis of the economic analysis I had been doing for several years as the senior official responsible for analysing – and to anyone with the Community interest at heart that must inevitably mean criticizing – the dreaded ERM and its advertised transmogrification into monetary union. In saying this, the Commission not only disregarded the duty placed on it to allow the publication of any book that did not damage the interests of the Community (how could analysis possibly do damage?) but unwittingly posed the question of what on earth it thought I was supposed to have been doing in my job. Perhaps my sacking took on the nature of an exorcism, a ritual chasing-away of the evil forces of inquiry and discussion. At any rate, it freed me to have this preface published – something that would not otherwise have been possible, given the Commission’s self-proclaimed ban on analysis. It also freed me to respond to a huge number of invitations, coming from practically every Community country and from many outside, to speak and write on the subjects the Commission most wants people to keep quiet about.


Normal people in the Community countries are clearly thirsting for knowledge about what their leaders are doing and why they are doing it; they fear they are having the wool pulled over their eyes; they suspect that hidden agendas are being implemented; they are fed up with the establishment sloganizing that has replaced analysis; they are coming to understand that the myths propagated by the supporters of EMU have no foundation; above all, they now realize that monetary union is a political project – an attempt to create a European superstate.


There are reasons for believing that the publication of this book in September 1995 played a part in opening people’s eyes to the realities of European monetary politics. And it is certainly the case that events since last September have validated the book’s theses and predictions. For one, the idea of monetary union as a barrier against the ‘Anglo-Saxon’ world has been made more explicit than ever before: in March 1996, for example, the Belgian Finance Minister said baldly that monetary union was about ‘preventing the encroachment of Anglo-Saxon values’ in Europe. And when it became clear even to the wilfully blind that the economic policies followed in the pursuit of monetary union were destroying jobs, not creating them, ravaging the public finances, not restoring them, devastating confidence, not fostering it, a whole slew of European politicians changed tack and proclaimed the essentially political, not economic, ambition underlying the single currency idea.


Moreover, the divisiveness of the monetary union project can no longer be hidden. There will be a European political and economic ‘hard core’. Its members will be those existing countries, present and future members of the Community, that together made up the empire of Charlemagne. The southern, western and northern ‘peripheries’ of the Community will be tributaries of the hard core. In economic terms, they will be expected to join a new ERM, one in which they will face only burdens and responsibilities, expected to manage their policies (under surveillance) not in their own interests, nor even in the interests of the Community, but in the interests of the hard core – to all intents and purposes in the interests of France and Germany. If they jib at this, they will be reminded that they must do as they are told. President Chirac expressed it clearly in March 1996: the union (that is, the hard core) must give itself means of ‘punishing’ those countries outside the hard core that ‘do not respect the common discipline’.


Even within the so-called hard core (whose underlying economic performance is now, as was predicted in this book, clearly deteriorating relative to other Community countries and the world as a whole) the atmosphere of mutual distrust and suspicion has become palpable. French politicians make it clear that they fear German dominance; certain German politicians, and most of all Helmut Kohl himself, warn of a return to Balance of Power politics and war in Europe if their ideas on monetary and political union are not accepted lock, stock and barrel. Yet European union can only enshrine German dominance, whether voluntary or – much more likely as far as the German people are concerned – involuntary. That is something the French élite currently seem prepared to accept, in the name of giving ‘Europe’ greater muscle against the Anglo-Saxon, Asian and Latin-American worlds. But once economic and geopolitical developments make it clearer even to French technocrats that ‘the European model’ will bring nothing more than continued economic decline and a further deterioration in the quality of political and democratic life, the new empire of Charlemagne will split asunder – and much more rapidly than its eighth-century forerunner and model.


In sum, the mask of European ‘solidarity’ has been slipping. This book shows how the reality behind the mask was always one of political and bureaucratic infighting, of national and sectional powerplays and of a ‘devil take the hindmost’ attitude far removed from the Euromyths.


During the forty years of the Pax Americana in Europe, the western half of the continent enjoyed unparalleled prosperity, stability and democratic legitimacy. In these conditions, our countries felt more at ease with one another than ever before in history. But in the ten years in which the drive to recreate the empire of Charlemagne has gathered pace, the foundations of European amity have been eroded. Europe – continental Europe, at least – is in economic disarray; political legitimacy, based on feelings of cohesion – of nationhood – within states and on the principle of ‘live and let live’ among states, is in clear and present danger; the trust between people and rulers that must underly democracy, and the trust among countries that must underly peace and stability, are both disappearing. None of this can be repaired if discussion and reasoned argument about European problems are treated as disloyalty and lunacy. Both those accusations have been levelled against me, usually by people who have not read the book. I leave it to readers to judge whether those charges are justified.

















Preface to the first edition





The idea for this book was born in December 1991, in Maastricht, just a few days after the name of that very agreeable, and agreeably cosmopolitan, town was besmirched by the meeting of the European Council that unwittingly spelled the end of the European Communities. I was attending a conference, at the European Institute of Public Affairs, on Europe after Maastricht. In one of the sessions, a Euroenthusiast academic gave a conventional interpretation of the history of the ERM, presenting the mechanism as a ‘glidepath’ to monetary union. My critical comments on this thesis apparently impressed Professor Klaus Gretschmann, the Director of the EIPA. He suggested that I should write a chapter on the ERM for a book based on the conference discussions. I agreed, and submitted a draft to the Commission authorities for clearance (I was head of the EMS, National and Community Monetary Policies Unit in the Commission). I was told that permission would not be forthcoming: evidently, any analysis that challenged the ERM orthodoxy was to be suppressed.


There the matter might have lain, but for the influence of Keith Middlemas, professor of Contemporary History at Sussex University. He was leading a multinational team researching a major work on the informal politics of the Community. Someone in the Commission hierarchy had suggested that he should consult me on the workings of the ERM. During the course of our long and enjoyable discussions, it occurred to both of us that it would be worthwhile for me to work up my draft chapter for the EIPA into a book in its own right.


This book is the final outcome of the promptings and encouragement of Klaus Gretschmann and Keith Middlemas, even if they may have expected it to be rather more academic and less political in tone. The book does have an analytical economic core. My way of thinking about economics and my confidence in the face of criticism owe a great deal to Rudi Dornbusch and Olivier Blanchard, both of MIT, the first of them German in origin, the second French. I worked very closely with them in 1983–5, when I was secretary of the Commission’s Macroeconomic Advisory Group, of which Rudi was the first Chairman and Olivier an outstandingly creative member. At that time, the Commission was more open to analysis and intellectual debate than it became once Jacques Delors had got his feet firmly under the table. Rudi and Olivier stimulated a taste for analytical rigour and intellectual adventure that I have retained even through the stifling years that began with Delors. I am sure they will enjoy the attempt in this book to make economic analysis accessible and even pleasurable to the general reader.


My interest in the political economy of ‘Europe’ was first sparked in the mid-1980s by Herbert Giersch, an immensely wise economist who was then President of the Kiel Institute for World Economics and also a member (subsequently Chairman) of the Macroeconomic Advisory Group. He was also very influential in helping me begin to get a feeling for the distinctively German way of approaching monetary questions.


Analysis need not crowd out passion: they can go very happily together, even if this combination is too often seen as ‘not the done thing’. I want to thank two more distinguished economists, Alan Walters and Patrick Minford, for the determination they have shown, not without personal cost, in insisting that the endeavours of economists, even official ones, are better directed to getting things right than to doing the right thing.


So much for the origins and principles of the book. I have a great many people to thank for helping me put flesh on the bones. Not all of them can be named individually, or would want to be. I should mention, among central bankers and officials, my friends and colleagues from the Economic Unit and the Monetary Policy and Foreign Exchange Policy Sub-Committees of the Committee of Central Bank Governors of the European Communities, from the OECD’s Ad Hoc Group of High Level Monetary Experts, and from the EC-EFTA Economic Council. Years of discussion, debate and argument with them, much of it over glasses of beer, have sharpened and solidified my understanding of the issues involved in what I have called the dirty war for Europe’s money. In this book there are many severe criticisms of ‘bureaucrats’ and ‘central bankers’ as a caste. I want to record that many of them, as individuals, are both exceptionally able and exceptionally likeable. That judgement certainly applies to the twenty or so dear friends, whether full-time Commission officials or people on secondment from central banks or national administrations, who have worked with me in my time as head of the EMS unit in the Commission. Without their unstinting and unselfish support, the sometimes difficult personal circumstances of my job in an environment hostile to thought might have become impossible. While I am not necessarily sure that any of this score of people would share all the very personal political views expressed in this book, I know that practically without exception they agree with its essential economic analysis. I hope that my saying so here will not cause them harm.


Officials and politicians – again viewed as a caste – would no doubt like to have had the battlefield to themselves in their dirty war. Financial markets have had a habit of taking their ball away. My own insights into financial markets began to be developed during the time I spent with J.P. Morgan in New York. They have since been sharpened, I hope, by discussions with financial market economists and analysts too numerous to name exhaustively. But there is a certain number of them with whom I have had a particularly close relationship over a number of years. They have made me constantly challenge, re-examine and refine my own thinking. None of them is responsible for my opinions, and if I have still made mistakes – and no doubt I have – it is my fault, not theirs. I am thinking particularly of Derek Scott of BZW, David Bowers and John Lomax of Smith New Court, Dominique Georges of J.P. Morgan, Paris, Ignacio Ruperez of Banco Santander, Mark Brett of Capital International, Larry Kantor of Liberty Capital, Giles Keating and Sean Shepley of CS First Boston and – perhaps above all – Jonathan Wilmot, also of CS First Boston.


My agent, Bill Hamilton of A. M. Heath, my copy-editor Steve Cox and Julian Loose, commissioning editor at Faber and Faber, have, through their wise advice and friendly criticism, made this book better than it would otherwise have been. 

















Introduction





This book tells the true story of the Exchange-Rate Mechanism, the ERM. It is about why the mechanism is a bad thing – economically perverse and politically perverted – and why so many politicians, bureaucrats and commentators have fought so hard to hide this reality. The story of the ERM tells us a great deal about the motivation of the proponents of European monetary and political union – the European superstate. It tells us much they would prefer to keep quiet, for almost every one of the many misconceptions about Europe is embedded in the monetary mechanism that has done so much harm to us all. Even after the ERM ceased, after the market triumph of July 1993, to be a functioning economic mechanism, ‘the authorities’ did not want its true story to be told, for the myths, misconceptions and taboos that sustained the ERM are exactly those that underpin the relentless drive towards monetary union and a federal superstate in Europe.


I was once prey to some of those misconceptions. I became an official of the EC Commission in August 1978, at almost exactly the time that Helmut Schmidt and Valéry Giscard d’Estaing were finalizing the Franco-German deal that brought the ERM into being. I did not join the Commission out of any desire to ‘build Europe’, but I did believe that the Community was a useful forum for cooperation, helping to buttress friendly relations among European countries. In particular, I believed that economic coordination would bring real material benefits.


Like most mainstream economists at that time, I was sceptical about the new ERM and did not expect it to survive for long. When it did, I paid little attention, for I was not at first working on specifically monetary affairs. When I did switch to the monetary side of the Commission, in late 1986, I was responsible among other things for analysing and making recommendations about the British monetary scene. It was then, as I studied the slowly unfolding tragedy of Nigel Lawson’s obsession with the ERM, an obsession that led directly to the fall of Mrs Thatcher, that I began to understand just how damaging the ERM was to the economies in its clutches. And I came to realize that the mechanism was part of a programme to subvert the independence – political as well as economic – of Europe’s countries. Anyone who stood in the way of the European superstate had to be cut down. Mrs Thatcher was a prime target of the Eurofederalists; this book knits together strands of evidence that she was the victim of a Continental conspiracy abetted by some of her own earlier comrades-in-arms in the battle against British economic decline.


The struggle to unseat Mrs Thatcher coincided with the rebirth of plans for European Monetary Union (EMU). That period thus inevitably saw an intensification of the monetary warfare, presented as cooperation, between France and Germany that has been a persistent feature of the ERM since its inception. By the time, in late 1989, that I became head of the Commission division dealing with the ERM and monetary policy affairs, I was convinced that the mechanism, together with the EMU it was intended to produce, was a massive lie.


In one way this is an ‘inside’ book. I have lived the ERM for many years. In dozens of academic conferences, hundreds of meetings and thousands of hours of discussion involving central bankers and Treasury officials I have heard every conventional argument about the ERM and EMU made and contested a dozen times. I think I can say I know what makes the ERM actors think and act as they do, both as individuals with a wide variety of faces and as faceless bureaucrats. But there is no individual ‘fact’ in the book that is not available to anyone with the patience to read the newspapers of this and other countries, to fillet the content of speeches and articles, to plough through official reports and publications, to gaze at the financial market screens and endure the rubber-chicken-and-warm-champagne circuit in a town like Brussels, where journalists, diplomats and officials mix and talk so freely. Indeed, it is one of the astonishing things about the ERM and EMU that what needs to be revealed is not ‘the facts’ but their manipulation and distortion. The more blatantly obvious the falsehood, the more insistently its perpetrators repeat it. My own decision to write this book in the way I have done was born first of incredulity at the hundreds of ‘black is white’ statements made about the ERM, and then of anger at the treatment given to anyone who tried to point out the lies.


The proponents of the ERM and EMU have understood perfectly well what propaganda is. To quote the political scientist and philosopher Leonard Schapiro, writing of Stalin, ‘the true object of propaganda is neither to convince nor even to persuade, but to produce a uniform pattern of public utterance in which the first trace of unorthodox thought reveals itself as a jarring dissonance.’ The fanaticism of some such proponents, expressed in language akin to that of the Bolshevik cells of immediately pre-revolutionary Russia, is captured in the thoughts of John Pinder in his contribution to a conference marking the fiftieth anniversary of the Movimento Federalista Europeo:




The European federation will be created in the 1990s. It is necessary. It is possible. It is our task to ensure that it is done. Thanks to the efforts of the federalists, Europe is already in a preconstituent situation: structurally, the conditions exist for establishing the federal constitution when the political conjuncture enables the process to begin… Above all, we must be grateful for the historic contribution of the score of federalist pioneers who met fifty years ago in the house of the Rolliers in via Poerio 37, in order to start our struggle.





It is surely not irrelevant that for many left-wing, middle-class Britons, ‘Europe’ exercises a grip on the imagination similar to that of the Soviet Union on the Philby generation at Cambridge in the 1930s. Nor is it illegitimate to seek a parallel between the apologias for the Soviet Union issued by the British intelligentsia in the 1920s and 1930s, and today’s wilful closing of intellectual eyes to the realities of ‘Europe’. The left-wing fellow travellers of the 1930s constantly made unfavourable comparisons between Britain and the supposed paradise to the east. Today, the same is true of the British Euroenthusiasts. The head of the Commission’s representative office in Britain, for instance, seems to view ceaseless denigration of his own country as the most effective way of selling ‘Europe’ to his fellow Britons.


Nor is it only Britain’s intelligentsia that is fascinated by the secular religion of ‘Europe’. Gabriel Robin, a retired French ambassador formerly close to Giscard d’Estaing and the inner circle of ‘committed’ French Euroenthusiasts, has recently dared to make the point in France. He writes:




The two ideologies, of Communism and of Europe, have much more in common than they [Euroenthusiasts] like to admit … One had its apparatchiks, the other its Eurocrats … Their respective credos come together [in many respects including their belief in] the inevitable withering-away of the nation-state … Initiates in the secrets of History, the two schools are equally convinced that they know where History is leading – towards the Promised Land. For the first, its name is the classless society, for the second, it is Europe without borders.





The techniques and modes of thought of twentieth-century secular religions have marked the attitudes of the European Establishment to the ERM ‘common good’ and to the ‘historic inevitability’ of monetary and political union. Only the International Olympic Committee’s ban on political demonstrations prevented the European Commission from spending taxpayers’ money to turn the Barcelona and Albertville Olympics into flag-waving propaganda rallies. ‘Europe’ has been promoted, again most notably by Delors, almost as synonymous with Christendom, a counter to the supposedly pagan Anglo-Saxon worship of markets and a bulwark against decadent Anglo-Saxon culture.


A senior official of the Bank for International Settlements once accused the Commission’s Directorate-General for Economic and Financial Affairs of publishing propaganda in the guise of analysis. Apparently, this is what is now expected of Commission staff – they are missionaries, soldiers in the crusade for a European superstate. Every Commission official has received a blue, ‘European Commission’ diary (even the name is a piece of propaganda: all staff are ordered to use it even though legally the institution is still ‘The Commission of the European Communities’). With the diary comes a message in three languages. It is so sacred that it is printed on a plastic insert, that it may not become crumpled or dog-eared. The plastic carries the words of João de Deus Pinheiro, member of the last Delors Commission responsible for ‘information’ and personnel. Combining his two areas of responsibility, Pinheiro reminds his fifteen thousand knights that: ‘It is clear that staff will be more effective and enthusiastic communicators if they feel a strong sense of commitment to the goals of the Community.’ Professional conscience? Remember the auto da fé.


Senior Commission officials have complained that ‘intellectual terrorism’ employed by Delors and his associates stifled any attempt at serious, open-minded discussion of European monetary issues. Even the Secretary-General of the Commission, David Williamson, in theory the most senior of all Commission officials, complained of ‘the KGB [members of Delors’s cabinet, or private office] looking over his shoulder’ during the Maastricht negotiations and preventing him from doing his job professionally.


In Stalinist Russia, dissent was regarded as evidence of lunacy. In the present-day European Community, dissent does not yet warrant incarceration in brutal mental hospitals, but unorthodox thought is still a dissonance. In Britain, Enoch Powell very quickly saw the subversion of democracy implied by the ERM, yet his perspicacity was treated by enlightened opinion as further evidence of what John Major might call ‘barmy’ thinking. Equally early, Alan Walters saw and proclaimed the economic contradictions of the mechanism. This was an offence so heinous that even the patronage of Mrs Thatcher could not save him from the revenge of the outraged media Establishment, led by Sam Brittan (created Chevalier de la Légion d’Honneur by a French government grateful for his enthusiastically pro-ERM stance) in the Financial Times and the unnamed editorialists of The Economist who infamously attempted to ridicule him by referring to him as ‘one of the world’s top three hundred transport economists’.


As we shall see, in France the long arm of the authoritarian state has pressurized dissident economists and bankers, deployed financial information programmes on international TV channels, threatened securities houses with loss of business if they questioned the official economic line, and shamelessly used state-owned and even private-sector banks, in complete contradiction with their shareholders’ interests and Community law, to support official policy. French officials have bemoaned the need for elections as creating problems for the ERM. In Italy, securities houses have been ‘punished’ by the state for publishing accurate economic analysis that made life difficult for the lira within the system. In Denmark the central bank acted illegitimately to ‘punish’ banks who might conceivably have defied the Prime Minister’s warnings not to finance sales of the Danish currency. In Britain the minister supposedly responsible for open government ruled that exchange-rate parities were a subject about which the government could legitimately lie to Parliament. In Germany it seems that implicit exchange controls were covertly introduced to hide the truth of the ERM’s impact. In Ireland, Church leaders denounced market attacks on Ireland’s ERM parity as ‘unbelievably immoral’. The economics profession in Europe organized literally hundreds of conferences, seminars and colloquia to which only conformist speakers were invited; and the Commission’s ‘research’ programmes financed large numbers of economic studies to provide the right results from known ‘believers’.


In the face of this relentless and overbearing propaganda and worse, this book will attempt to expose the double myth of the ERM: that it was economically rational and beneficial, and that it was politically a symbol of friendship and cooperation. I will argue instead that the mechanism was a major reason for economic failure, for impaired political legitimacy, and for the unhappy state of affairs recently described by a German newspaper as ‘the pitch-black distrust with which European Union members today regard each other’. The newspaper continues: ‘This distrust is greater than when the European Community was founded 37 years ago – that is no basis for an enlarged union.’


This book treats the ERM as the field on which three battles have been waged simultaneously. The first of those battles is between politics and economics, the expression of a bureaucratic way of thinking, an attempt to stem the tide of market forces that threatened to engulf corporatist Europe in the 1980s and 1990s. The second is between the Bundesbank, the redoubtable, unaccountable and extremely powerful German central bank, and the forces aiming to take it down a peg: France, the German government, and financial markets. The battle-ground, after a decade and a half of strife, is littered with dead and wounded: Tory radicalism; national sovereignty; capital liberalization, the Single Market in Europe, and an open trading system in the world as a whole; hundreds of thousands of firms and millions of jobs; the Italian state; trust in governments and even in the democratic system of government; the rule of law in some countries; the idea of central-bank independence as something worthwhile and practicable; the hope of economic convergence and self-reliance in the poorer members of the European Community; and the economic integration and development of Eastern Europe. And even now, when the battle of the ERM might appear to have been won by markets, for democracy and for freedom, the battle of EMU still has to be fought.


The third battle is even more titanic; it has gained in intensity since the fall of the Berlin Wall and the longed-for collapse of the Yalta carve-up of Europe. It is the battle for control of the European superstate, in which French technocrats confront German federalists, both sides claiming to fight under the banner of Charlemagne. The ‘collateral damage’ from this battle lies mainly in the future, but it could be ghastly. Whether Britain can avoid it is a major question of the final section of this book.


My central thesis is that the ERM and EMU are not only inefficient but also undemocratic: a danger not only to our wealth but to our freedoms and, ultimately, our peace. The villains of the story – some more culpable than others – are bureaucrats and self-aggrandizing politicians. The ERM is a mechanism for subordinating the economic welfare, democratic rights and national freedom of citizens of the European countries to the will of political and bureaucratic élites whose power-lust, cynicism and delusions underlie the actions of the vast majority of those who now strive to create a European superstate. The ERM has been their chosen instrument, and they have used it cleverly.


The first part of this book analyses the history of the ERM from its inception to the signing of the Maastricht Treaty. It describes how the ERM confidence-trick worked for so long, and how – despite the economic damage it was inflicting on most of its members – it came to be hailed as a motor of economic progress and political reconciliation. The analysis stresses the paradox that, while the ERM during that period was increasingly seen as outstandingly successful, giving impetus to the forces that produced the treaty, it in fact was running counter to all the economic objectives of the Community: monetary stability, a levelling up of productivity and living standards, high employment, sound public finance, free trade and the Single Market, the liberalization of capital movements and a harmoniously competitive world economic order. To mask this paradox, the champions of the mechanism ingeniously invented a series of superficially attractive economic fallacies. These fallacies will be exposed.


The first part also describes how the cloak of ERM ‘cooperation’ masked ferocious political in-fighting within and between the countries participating, or thinking of participating, in the mechanism. Particular attention is given to the combination of economic mismanagement by the Treasury and the Bank of England and conspiracy within the Tory party and European Establishments that ultimately toppled Mrs Thatcher. I also emphasize the growing divergence during this period about monetary issues – all appearances to the contrary – between France and Germany that now threatens the whole future of the European Community.


The second part of the book chronicles the collapse of the narrow-band ERM between Maastricht and the great market assault of July 1993. The emphasis here is on explaining how the interplay of economic forces, political events and personal motivations laid bare the economic contradictions and political hypocrisy of the mechanism, allowing markets to discover, after fourteen years of succumbing to illusionism, that the Emperor indeed had no clothes. I explore the role of Helmut Schlesinger, Bundesbank President in the critical 1991–93 period and one of the very few heroes in a landscape overpopulated by villains. A central argument of this part of the book is that Schlesinger was able to manoeuvre German monetary policy, aided by economic developments and market power, until ultimately the monetary pretensions of France were laid bare with such starkness that Helmut Kohl could no longer resist German popular indignation with the French assault on Germany’s monetary sovereignty.


The final part of the book describes the remarkable tenacity with which the proponents of EMU have clung to their ambitions despite the collapse of the ERM and a lack of popular support that even the Commission has had to admit to. How great is the danger that EMU will go ahead? And what damage would it do to Britain, Europe and the world? Those are the questions with which the book ends. But if answers are to be given, the book must begin with an exploration of the motives of the proponents of the ERM. ‘L’Europe se fera par la monnaie, ou elle ne se fera pas’ – ‘Europe will be created via a currency or not at all’ – wrote Jacques Rueff in the 1950s. As we shall see, that maxim motivated the fathers of the ERM, Valéry Giscard d’Estaing and Helmut Schmidt. Why?
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Genesis





The history men


The making in 1978 of the European Monetary System (EMS), the formal shell containing the exchange-rate mechanism, was a personal initiative of two men, Helmut Schmidt, the German Chancellor, and Valéry Giscard d’Estaing, the French President, aided by a third, Roy Jenkins, President of the European Commission. The making in 1990 of a plan for monetary and political union in Europe (EMU) was also largely the work of two men, Helmut Kohl, the German Chancellor, and François Mitterrand, the French President, aided by a third, Jacques Delors, President of the European Commission. What were these Chancellors and Presidents doing, and why were they doing it? Would they succeed? Why did other politicians in other countries go along with them?


Even after seventeen years, and the publication of politicians’ memoirs, official reports, academic analyses and journalistic investigations, the questions about 1978 remain controversial. Yet answers must be attempted if we are to have any chance of understanding the even more controversial and burningly relevant questions of 1990.


The ERM, although largely political in inspiration, is an economic mechanism. The politics and economics of the ERM have interacted with the personal quirks and motivations of its managers in a dirty war for the control of Europe’s money. In the recurring patterns of history, the battleground today looks very much like that of 1978 – a salient here, a hill retaken there, but the main trenches are where they were seventeen years ago. One might say they remain where they have been for more than a thousand years – running down the spine of the ‘middle kingdom’ of Lothar. Can a currency recreate the empire of Charlemagne? Can the franc fort take over Francfort? Or will Frankreich become incorporated into a new Frankenreich? At the heart of Europe lie those two conflicting interpretations of what monetary union is about. Yet the subtle differences of emphasis between French and German desires, differences expressed in the startlingly apt wordplays in the two languages, have given a central role to an extraordinary institution, one in which politics and monetary economics successively ally and conflict with each other – the Bundesbank. For the French élite, money is not the lubricant of the economy but the most important lever of power. Capture of the Bundesbank is thus, for them, the great prize in the European monetary war. To secure it, they have been willing to tempt Germany with the lure of political union, while never intending to deliver it.


Across the Rhine, successive German governments have, in their pursuit of a ‘European’ cloak for German ambitions, been prepared to accept an apparent cession of national monetary authority – as long as the new European monetary authority looks, sounds, smells and acts exactly as the German monetary authority now does. The Bundesbank has, as the intended sacrificial victim in this power-play, been the most determinedly outspoken proponent of the view that monetary union, as desired by the French élite, cannot be contemplated without simultaneous, preferably prior, political union, the goal of German governments. The Bundesbank was the missing partner in the genesis of the ERM in 1978. For fifteen years, under three presidents, it fought, with varying degrees of conviction and intensity, to free itself from the constraints the ERM imposed on it. Ultimately, in the last weeks of Helmut Schlesinger’s tenure of office, it succeeded – only for Schlesinger’s formidable successor, Hans Tietmeyer, to start his self-appointed task of rebuilding the ERM. But this time the architecture would be Tietmeyer’s own, not that of hostile politicians.


Where does the Commission fit in? Individual commissioners seek, with greater or lesser energy and success, to advance national interests. The Commission staff engine has always been tuned to support French interests in particular. But there is no doubt that the Commission has given the federalizing process a momentum of its own, by constantly seeking to invent and exploit ‘spillovers’ from one area of policy to another. The myths assiduously propagated by the Commission – myths of ‘solidarity’, the benefits of economic ‘coordination’, the need for fixed exchange rates to sustain a common market, the evils of ‘competitive devaluation’ – have provided important cover for the ambitions, whether collusive or conflictual, of France and Germany. It was so in 1990. It was so in 1978, where our story begins.


Dynastic alliances


In 1978, the political geography of Europe had been frozen for three decades. Another decade was to pass before the Yalta settlement crumbled. But the monetary geography of the Western part of the Continent already reflected the breakdown, at the beginning of the decade, of the Bretton Woods system of fixed exchange rates among the non-communist industrial countries. With the United States no longer the monetary hegemon, Western Europe was split into two camps. The first was a group of countries clustered around Germany in an arrangement known as the ‘snake’. The countries involved (Germany itself, Benelux, Denmark, Norway and Sweden) had agreed to restrict movements of their exchange rates against each other (their ‘bilateral rates’) within a margin of plus or minus 0.75%.1


From the point of view of the German government of the day, the snake played a role in protecting German competitiveness when the dollar was weak, as it unmistakably was in the first half of the Carter presidency: the snake prevented a number of other currencies important for German trade from falling in sympathy with the greenback. But the role was a limited one, since the three biggest economies in Europe, excluding Germany, were not part of it.


France, Britain and Italy had all briefly been members of the snake. It had initially been intended to cover all Community countries in the belief that the Common Market (as it was still called in those days) could not work if the currencies of member states fluctuated widely against one another. This belief is erroneous, as we shall see later. But it was widely held at the time.2 When it came into operation in 1972, it included all existing members as well as the four, Britain, Ireland, Denmark and Norway, that were supposed to join the Community in 1973.3 But when economic policies and inflation rates diverged after the 1973 commodity price shocks, Britain, France and Italy all withdrew as the system’s obligations began to threaten their national policy-making autonomy.


Helmut Schmidt viewed this monetary division of Europe as deeply unsatisfactory. First, it left Germany too exposed to weakness in the dollar, which could be expected to drag the franc, sterling and the lira down with it.4 Second, fluctuations in exchange rates caused enormous complications in the Community’s Byzantine Common Agricultural Policy (CAP), threatening to make it unworkable. This might have been counted a blessing, not a bane, since the CAP was even then notoriously wasteful, illogical and inefficient. But it was a common policy, and therefore dear to the hearts of European federalists, of whom Schmidt was, for whatever reason, certainly one.


These economic arguments – or, at least, arguments couched in terms of economics – were secondary to explicitly political ones. Schmidt wanted European union, and saw some symbolic return to the path of monetary union as an essential political precondition. One of his reasons, perhaps the main one, for wanting European union was that Germany was hamstrung by its Wilhelmine and Nazi past in pursuing its diplomatic interests in the world, and particularly in Eastern Europe. Totally out of sympathy with Jimmy Carter and exasperated with the feebleness of American ‘leadership’ in the free world, Schmidt was developing a determined Ostpolitik independent of the United States in key respects. But Germany was still politically punching less than its economic weight.


A major priority for Schmidt in adjusting this balance was to secure the cooperation of the French President, Giscard d’Estaing. France’s diplomatic problems were in a sense the mirror image of Germany’s. Its high–profile political activity, permanent seat in the UN Security Council and independent nuclear force de frappe were not enough, it seemed, to provide international monetary clout. The breakdown of the Bretton Woods system and the end of unquestioned US monetary hegemony might have given France the opportunity to play a bigger role on the world economic stage. A similar opportunity had seemed to present itself in 1932, when most of the world, including the two most important financial powers, the US and Britain, left the Gold Standard. France had clung to gold, as the centre of the ‘bloc or’ that included its small neighbours, in the hope of re-establishing the financial prestige it had lost after 1918. The decision was a costly one: the French franc became massively overvalued, the French economy was devastated, social and political tensions, culminating in the Popular Front government of Léon Blum, threatened to tear the country apart. France admitted defeat in 1936, finally going off gold, but not before so much damage had been done that French diplomacy and military capacity were enfeebled in the face of Hitler’s Germany.


With this unhappy experience behind it, France followed a different path in the 1970s, concentrating on international monetary diplomacy in its pursuit of ‘grandeur’. But this time excessively lax policies in response to the oil-price shocks of 1973–74 combined with trade-union militancy and recourse to interventionism and controls, as in Britain and Italy, to reduce the country’s standing in the world. By 1978, however, Giscard was politically more secure: the alliance of Socialists and Communists had unexpectedly been beaten off in parliamentary elections that spring, and an economic stabilization programme introduced.


The European Monetary System proposed by Schmidt was an attractive option – if its operation could be differentiated from that of the ‘snake’, from which France had twice had to withdraw. Specifically, the increase in France’s weight in international monetary diplomacy, hoped for from a monetary alliance with Germany and its satellites, must not be undermined, as the ‘bloc or’ had been, by the demands of a monetary régime tighter than the French economy could bear. If the EMS could ensure this, and if in addition it could be presented as leading to a strengthening of the European union process – a process France instinctively felt able to control and shape to its own advantage – then it could be supported enthusiastically.


But the EMS did have to be different from the snake. In the snake, it was economic weight and reputation that mattered – Germany had much more of that. What Giscard needed, and what Schmidt was prepared to offer, was a monetary arrangement that could be brought within the ambit of the Community institutions. An institutionalized arrangement would make exchange rates part of the Community horse-trading game, allowing France’s political weight to come to bear. Just as Germany wanted European cooperation and, ultimately union, to help it bring its economic weight to bear diplomatically, so France wanted it to give economic muscle to its diplomatic ambitions. As De Gaulle had once said, ‘The EEC is a horse and carriage: Germany is the horse and France is the coachman.’5


So the EMS looked like a match made in heaven. In fact, it was the consummation not of selfless mutual love but of cold calculation of self-interest. No sooner had Schmidt and Giscard plighted their troth than quarrels began about the details of the marriage contract. And there was an aggrieved third party in what was to become an eternal triangle. There was Bonn, there was Paris … and there was the Bundesbank, which feared that it was being offered by Schmidt as dowry. It is time to make the acquaintance of this redoubtable institution.



Nemo me impune lacessit



The Bundesbank had been set up in 1958, inheriting the functions of the Bank deutscher Länder. The latter had been created in 1948 not, at least formally, by the West German government – none existed at the time – but by the Allied Control Commission. Its regionalized structure and autonomy from governmental control had deliberately been designed as part of an embryonic political framework in which central government power would be carefully limited: the aim was to reduce the likelihood of a Fourth Reich. In 1958, the West German state slightly modified the structure of the central bank, increasing the weight of its central Directorate, appointed by the Bonn government, vis-à-vis the Chairman of the Länder central banks (organizations whose economic significance was minimal, almost non-existent), the latter being nominated by Land governments.


The 1957 law instituting the Bundesbank retained the feature of its independence of government in the key area of interest-rate decisions. But the government retained the right to make decisions on exchange rates within formal international agreements. In addition the Bundesbank was mandated to ‘safeguard the value of the currency’ while supporting ‘the general economic policy of the government’. In 1958, with Germany part of the hegemonic Bretton Woods fixed-exchange-rate system, these provisions seemed to leave the central bank little room for manoeuvre. ‘Safeguarding the value of the currency’‚ when the government decided on possible revaluations or devaluations of the DM, subject to the agreement of the IMF, seemed to imply using interest rate and other monetary instruments simply to carry out the government’s wishes.


But as the 1960s progressed, the bank began to flex its muscles, choosing more and more explicitly to interpret ‘the value of the currency’ in terms of its internal‚ not its external value. The independent central bank’s mandate gave it the opportunity to criticize, harangue and even threaten other actors – governments, employers and unions – in the economy. The Bundesbank began to use this opportunity to the full, overturning its obligation to ‘support the general economic policy of the government’. In 1966, it deliberately engineered a recession that dethroned the Chancellor, Ludwig Erhard, who, as Finance Minister, had overridden Bundesbank objections to DM revaluation in 1961. The Bundesbank President of the time, Karl Blessing, commented with evident satisfaction that ‘we had to use brute force to put things in order’ – a formula not very different from those used by leaders of the military in Third World countries who summarily depose an uppity civilian leader before returning to barracks. It did not go unnoticed that the man who replaced Erhard, Georg Kiesinger, was, like many prominent figures in the Bundesbank at that time, a former Nazi Party member, however much or little significance that fact may have.6


When the Bretton Woods system fell apart in 1971–72, the relative power of the Bundesbank vis-à-vis the government increased dramatically. Decisions on exchange-rate changes within the ‘snake’ still belonged to the government, but as the snake evolved into a system of unilateral pegs against the DM, the Bundesbank was little constrained by this. Its monetary policy determined the monetary policy of the snake as an area, and the snake floated against the dollar and all other currencies. The Bundesbank reigned supreme: its freedom to set interest rates, free from electoral or other forms of political accountability, allowed it to crack the whip at the government and unions. Its position would be under grave threat from a multilateral exchange-rate system under the management of politicians – and it feared that the proposed EMS would be just that. Worse, the politicians in charge would not be exclusively German. Within Germany, the strong desire of the population to avoid inflation gave the Bundesbank a potent weapon in any conflict with the government. But an exchange-rate system designed to meet the political desires of other countries – France in particular – would lack this safeguard.


The fact that the Bundesbank was bound to be suspicious of anything like an EMS was one reason for Schmidt to conduct his initial negotiations with Giscard in secret, bypassing the normal route.7 The idea of the EMS was sprung on the European Council (the gathering of heads of state and government, formalized only in 1974 and still without a legally clear role in the Community set-up) by the French and German leaders at the Copenhagen meeting in April 1978.8 At that level, Franco-German initiatives are not resisted (or at least were not resisted before Mrs Thatcher came on the scene).





OEBPS/faber_online.jpg
fi

faber and faber





OEBPS/faber-branding-logo.png





OEBPS/9780571301751_cover_epub.jpg
fi

The Rotten Heart
of Europe
Bernard Connolly

‘On reading sections of Mr Connolly's new book, one wanted
to stand on the desk and cheer. Boris Johnson, Spectator

The
International
Bestseller -
UPDATED






