
    [image: cover image]

  
    
      
        
          DD200_4

                        Managing the European economy after the introduction of the Euro

          

        

      

    

  
    
      
        
                                   About this free course                     
          

          This free course provides a sample of Level 1 study in Geography www.open.ac.uk/courses/find/environment-and-development.
          

          This version of the content may include video, images and interactive content that may not be optimised for your device. 

          You can experience this free course as it was originally designed on OpenLearn, the home of free learning from The Open University
            – www.open.edu/openlearn/society/politics-policy-people/geography/managing-the-european-economy-after-the-introduction-the-euro/content-section-0

          There you’ll also be able to track your progress via your activity record, which you can use to demonstrate your learning.

          The Open University Walton Hall, Milton Keynes MK7 6AA

          

          Copyright © 2016 The Open University

          

                                   Intellectual property                     
          

          Unless otherwise stated, this resource is released under the terms of the Creative Commons Licence v4.0 http://creativecommons.org/licenses/by-nc-sa/4.0/deed.en_GB. Within that The Open University interprets this licence in the following way: www.open.edu/openlearn/about-openlearn/frequently-asked-questions-on-openlearn. Copyright and rights falling outside the terms of the Creative Commons Licence are retained or controlled by The Open University.
            Please read the full text before using any of the content. 
          

          We believe the primary barrier to accessing high-quality educational experiences is cost, which is why we aim to publish as
            much free content as possible under an open licence. If it proves difficult to release content under our preferred Creative
            Commons licence (e.g. because we can’t afford or gain the clearances or find suitable alternatives), we will still release
            the materials for free under a personal end-user licence. 
          

          This is because the learning experience will always be the same high quality offering and that should always be seen as positive
            – even if at times the licensing is different to Creative Commons. 
          

          When using the content you must attribute us (The Open University) (the OU) and any identified author in accordance with the
            terms of the Creative Commons Licence.
          

          The Acknowledgements section is used to list, amongst other things, third party (Proprietary), licensed content which is not
            subject to Creative Commons licensing. Proprietary content must be used (retained) intact and in context to the content at
            all times.
          

          The Acknowledgements section is also used to bring to your attention any other Special Restrictions which may apply to the
            content. For example there may be times when the Creative Commons Non-Commercial Sharealike licence does not apply to any
            of the content even if owned by us (The Open University). In these instances, unless stated otherwise, the content may be
            used for personal and non-commercial use.
          

          We have also identified as Proprietary other material included in the content which is not subject to Creative Commons Licence. These
            are OU logos, trading names and may extend to certain photographic and video images and sound recordings and any other material
            as may be brought to your attention.
          

          Unauthorised use of any of the content may constitute a breach of the terms and conditions and/or intellectual property laws.

          We reserve the right to alter, amend or bring to an end any terms and conditions provided here without notice.

          All rights falling outside the terms of the Creative Commons licence are retained or controlled by The Open University.

          Head of Intellectual Property, The Open University

          The Open University

          United Kingdom by the Alden Group, Oxford

          978-1-4730-1857-0 (.kdl)
978-1-4730-1089-5 (.epub)
          

        

      

    

  
    
      
        
          Contents

          
            	Introduction

            	Learning outcomes

            	1 Overview

            	
              
                	1.1 Managing the European economy after the introduction of the Euro

                	1.2 Comparative importance of the EU

                	1.3 The arrival of the Euro and the European Central Bank

                	1.4 The fate of the Stability and Growth Pact

                	1.5 The Euro and the wider world

                	1.6 Enlargement

                	1.7 Conclusion

              

            

            	References

            	Acknowledgements

          

        

      

    

  
    
      
        Introduction

        This course focuses on key developments in the economy of the European Union (EU) since the advent of the Euro in 1999. Further,
          it concentrates on the challenges this has posed for economic policy formation and the governance of the EU's expanding economy.
          One of the central features of the post-Maastricht governance environment is the attempt to create a ‘single market in services’
          for Europe. If the 1990s was the decade of the ‘single market programme’ (SMP) which concentrated on the integration of product
          markets, then the 2000s promise to be the decade of an equivalent attempt to create a single market for professional, financial
          and other services, and for capital flows.
        

        This OpenLearn course provides a sample of Level 1 study in Geography.
        

      

    

  
    
      
        Learning outcomes

        After studying this course, you should be able to:

        
          	appreciate the importance of the Euro-zone economy as a player in the international economic system

        

        
          	recognise the importance and role played by the European Central Bank in the conduct of Euro-zone monetary policy

        

        
          	understand the relationship between monetary policy and fiscal policy in the management of the European economy

        

        
          	reflect on the consequences of Euro-zone enlargement for the conduct economic policy in the EU states.

        

      

    

  
    
      
        1 Overview

        
          1.1 Managing the European economy after the introduction of the Euro

          In many ways the introduction of the Euro both begged the question of an integrated financial system for Europe (or the Euro-zone
            in the first instance) and was stimulated by its own success. This success can be measured in terms of a relatively low-inflation
            economy and, after a shaky start, the Euro's emergence as an international currency of some repute. Thus one of the first
            issues to deal with in this course is the background to the institutional changes that Economic and Monetary Union (EMU) has
            occasioned and benefited from. The key institutional development here is the creation of the European Central Bank (ECB) and
            how it has gone about conducting monetary policy; this is considered in Section 1 3. But monetary policy cannot be properly dealt with without at the same time considering the trajectory of fiscal policy,
            which is considered in SubSection 1.4.1 in connection with the fate of the Stability and Growth Pact (SGP).
          

          Of course, the Euro is not only a common currency for the Euro-zone but it is also a major international currency. The characteristic's
            of the Euro's role as an international currency are considered in Section 5. Connected to this are issues thrown up for the
            monetary and financial future of Europe by the expansion of the EU from fifteen member states to twenty-five in May 2004,
            and the further possible enlargement to come; these issues are considered in SubSection 1.6.1. Finally, some of the remaining political consequences of the development of the Euro in the context of EU economic policy
            making, and the future direction of Europe as a whole, are dealt with in .
          

          But before all of this, it is useful to remind ourselves of the importance of the EU in the international context relative
            to other main potential competitor economies and zones. This is the object of SubSection 1.2.1.
          

        

        
          1.2 Comparative importance of the EU

          
            1.2.1 The EU economy

            Just to put things into perspective and remind ourselves of some basic background features of the EU, it is useful to provide
              an outline picture of the size of the EU compared to the USA and Japan. While a lot is made of the rise of China and India
              as potential competitors to these and other economies, as yet they remain rapidly expanding economic giants whose main impact
              will probably arise in the next decade. Comparative data on these two economies, and on the EU-12, the USA and Japan, is given
              in Table 1 (note that these data are measured in terms of US dollars). Clearly China is already a large economy in absolute terms. Several measures of economic size are given in the table: GDP (gross domestic product)
              and GDP per capita both measured at market prices and at ‘purchasing power parity’ (PPP) adjusted prices. The explanation
              of the latter is given in the notes to the table. It essentially adjusts GDP to reflect what income can actually comparatively
              purchase in an economy.
            

            The differences between market prices and PPP prices are striking (and they are somewhat controversial), and they show that
              although China (and to a lesser extent India) are significant economies in absolute terms, when compared to the three ‘advanced’
              economies their GDP per capita remained small in 2003.
            

            
              Table 1: Comparative international data, 2003

              
                
                  
                    	
                    	Population (millions)
                    	GDP at market prices (US$000 bn)
                    	GDP at PPP adjusted prices* (US$000 bn)
                    	GDP per capita at market prices (US$)
                    	GDP per capita at PPP adjusted prices (US$)
                  

                  
                    	China
                    	1,288
                    	1,410
                    	6,435
                    	1,100
                    	4,990
                  

                  
                    	India
                    	1,064
                    	600
                    	3,096
                    	530
                    	2,880
                  

                  
                    	EU-12
                    	306
                    	8,175
                    	8,115
                    	22,850
                    	26,260
                  

                  
                    	USA
                    	291
                    	10,882
                    	10,870
                    	37,610
                    	37,500
                  

                  
                    	Japan
                    	127
                    	4,326
                    	3,583
                    	34,510
                    	28,620
                  

                
              

              (World Bank, 2003)

            

            Note: * PPP is the artificial common reference currency unit used to express the volume of economic aggregates for the purposes
              of spatial comparison in real terms. One unit of PPP buys the same given average volume of goods and services in all countries,
              whereas different amounts of national currency units are needed to buy this volume of goods and services, depending upon the
              national price level. For any given product, the PPP between two countries A and B is defined as the number of units of country
              B's currency that are needed in country B to purchase the same quantity of the product as one unit of country A's currency
              will purchase in country A. These adjustments are made to account for the way in which exchange rate fluctuations do not properly
              reflect what can actually be purchased with units of currency when comparisons are made between countries (or over time).
            

            Thus, for the next five years at least, the USA and Japan will remain the most obvious comparative competitive cases as far
              as the EU is concerned. Table 2 provides data which signal some of the key characteristics and differences between these economies
              presented in terms designed to bring out the importance of differences within the EU as well as between the EU and the USA and Japan (note that these data are measured in respect to the Euro).
            

            The population of the EU-15 was already larger than that of the USA before the ten new members joined in 2004. Note also that
              if the three largest next most likely new members (Turkey, Romania and Bulgaria) were to join, another 100 million people
              would be added to the EU total (Croatia has already gained agreement on detailed accession negotiations, but it is a very
              small economy compared to these three, with a population of 4.6 million in 2003). In terms of national output (GDP), the EU-15
              and the USA were almost the same size, so it is when national income is divided by population that differences begin to emerge.
              Both the USA and Japan have higher GDP per head than the EU. Clearly, the USA is way ahead on this per capita measure (the
              average US citizen had a 42 per cent greater PPP adjusted income than the average EU-15 citizen in 2005). As shown in Table 2, the growth rates of the USA and the EU were almost identical over the period 2001–05 (but these forecasts overestimated
              actual turnout rates for the EU for 2004 and 2005, which were considerably lower). Note that Japan had a negative growth rate
              over this period. Its economy shrank in absolute size (this was also the case for Romania and Bulgaria over the transitional
              period 1990–2002).
            

            
              Table 2 Comparative data for the EU, the USA, Japan and the main EU candidate countries (estimates for 2005)

              
                
                  
                    	
                    	Population (millions)
                    	GDP (at market prices) Euro bn
                    	GDP (PPP) Euro bn
                    	GDP per head of population  (EU-15=100)1
                    	GDP per head of population at PPP rates (EU-15=100)
                    	Growth rate annual % change 2001–052
                  

                  
                    	EU-15
                    	385
                    	10.0
                    	10.0
                    	100
                    	100
                    	3.8
                  

                  
                    	EU-25
                    	460
                    	10.5
                    	11.0
                    	87.8
                    	91.9
                    	3.9
                  

                  
                    	Japan
                    	128
                    	4.2
                    	3.5
                    	124.4
                    	104.6
                    	−0.3
                  

                  
                    	
                    	
                    	
                    	
                    	
                    	
                    	
                  

                  
                    	Turkey
                    	73
                    	0.262
                    	0.442
                    	13.8
                    	23.2
                    	3.1
                  

                  
                    	Romania
                    	21
                    	1.155
                    	0.165
                    	9.9
                    	29.4
                    	−0.1
                  

                  
                    	Bulgaria
                    	8
                    	0.021
                    	0.067
                    	10.7
                    	30.5
                    	−0.7
                  

                
              

              (adapted from European Union, 2004; World Bank, 2003)

            

            Note: 1For this and the next column the comparative figures are measured as an index number relative to that of the EU-15 countries,
              which are designated as 100. 2For Turkey, Romania and Bulgaria, growth rates are averaged over the period 1990–2002.
            

            The differences between the EU-15 and the EU-25 shown in Table 2 arise because the ten new members who joined in 2004 were considerably less wealthy in 2005. And these differences would
              be further exaggerated if Turkey, Romania and Bulgaria were to join. Even on a PPP adjusted basis Turkey's per capita GDP
              in 2005 was just a quarter of the EU average. Because it is such a large country in terms of population, this could have the
              effect of dragging down the EU averages significantly.
            

            Of course the fact that these, and the majority of the ten countries who joined in 2004, are considerably less prosperous
              than the EU-15 is part of the reason for them wanting to join, and why they should perhaps be welcomed. If the EU is not to
              become simply a ‘rich man's club’ it is reasonable for less wealthy countries to join so they may be able to prosper by this
              move, and the already existing members could also benefit by the addition of new markets and sources of labour. However, the
              economic challenge posed by this is obvious. The EU-15 had achieved a considerable degree of convergence and integration;
              they had developed common rules and policies that suited their stage of development. As will be discussed later in this course,
              the advent of a large number of new, less prosperous and somewhat differently organised economies may upset the delicate balances
              forged between the EU-15 and require a radical rethink of how the expanded EU economy can be managed and governed (see Section 1.6).
            

          

          
            1.2.2 Summary

            
              	               
                The EU-15/25 is a large and prosperous player on the world economic stage.
             
              

              	               
                It represents a continental-sized economy, able to compete with the USA and Japan (and China and India, somewhere down the
                  line).
                
             
              

              	               
                The new EU members who joined in 2004, and those lining up to join later, are at a different level of development to the EU-15.
             
              

              	               
                This will pose considerable challenges for those managing and governing the newly expanding EU economy.
             
              

            

          

        

        
          1.3 The arrival of the Euro and the European Central Bank

          The ECB (founded in 1998) is a formally independent body charged with defining and implementing monetary policy for the EU.
            It holds the reserves of the national banks of those participating in the Euro-zone, and also has responsibility for the Euro
            exchange rate (see Section 1.5). This independence is ensured by the fact that the ECB does not have to ‘take instructions’ from any EU government or institution
            and it does not act as the ‘banker’ to the EU or its governments by granting them credit or managing their debt (a task undertaken
            by national treasuries or finance ministries). But its overriding goal is delivered to it by the Maastricht Treaty: to achieve
            price stability, though exactly how this is defined and how to achieve it is left up to the Bank to decide. Thus what the
            ECB has is not ‘goal independence’ but ‘instrument independence’ since it can only independently decide on how to best achieve
            the goal of price stability.
          

          
            [image: Figure 1]

            Figure 1: The European Central Bank

          

          The most important role in the ECB is that of the president; and it was over the appointment of its original president that
            the first of what will no doubt be many battles between member states, in respect to the actual operation of the ECB, was
            fought. Two rival candidates emerged in 1999: the Dutch central banker Wim Duisenberg (favoured by the Germans and others)
            and the French candidate Jean-Claude Trichet (particularly favoured by the French). After several months of deadlock and fierce
            infighting, Duisenberg was appointed in a messy compromise that saw uncertainty about whether he would serve a full eight-year
            term or only a four-year term, giving way to Trichet in October 2003. However in October 2003 Trichet did take the helm, somewhat
            controversially, after being indicted by a French court for a banking scandal in 2002 (he was cleared).
          

          The central problem encountered by the Bank in its management of monetary policy, almost since its inception, has been to
            balance its main concern with inflation – which implies a ‘conservative’ and restrictive stance vis-à-vis interest rates (i.e.
            keeping them high) – with the fact that the EU economy has been performing relatively badly in real terms, implying the need
            to keep interest rates low to stimulate business and commercial activity. By and large, and as might be expected, it has opted
            for caution in its interest rate and money supply policy, although it did drive interest rates down to 2 per cent during 2004–05.
            However, the bank reluctantly lowers interest rates only when under extreme pressure to do so, and has maintained a generally
            ‘tight’ monetary stance overall; although, as we shall see in the following paragraphs, one perhaps not quite tight enough
            to ameliorate all of its critics (European Commission, 2005a).
          

          In the initial phase after the Euro was established there was understandably great uncertainty over the way in which the ECB
            should operate and the reaction of the financial system to its policies. But the bank may have added to this uncertainty by
            adopting a dual approach to monetary policy: neither a pure-inflation targeting approach nor a monetary-aggregate approach,
            but a combination of both of these. First it established its definition of price stability as a ‘year on year increase in
            the index of consumer prices in the Euro area of below 2 per cent’. Then it proposed to keep inflation rates to ‘below or
            close to 2 per cent over the medium term’ (usually understood as about three years). This was taken as a lack of a precise
            point target (‘below or close to’, and ‘over the medium term’ express the ambiguities). Furthermore, to achieve this it would
            monitor a money growth aggregate in the economy (termed ‘M3’) and take this ‘money supply growth’ as another indicator of
            possible inflationary pressures. It would also look at other relevant aggregates (various asset prices and macroeconomic measures)
            in making final decisions about interest rate changes. So, there is a range of possibly conflicting measures and aggregates
            that the Bank was to concentrate on in making its decisions about monetary policy, which was thought to have added to the
            confusion over what was actually being measured and monitored.
          

          All of this was thought to offer a somewhat imprecise set of signals to the financial system about the Bank's policy stance.
            It does not rule out deflation (negative price changes) as an acceptable policy outcome, and 2 per cent or under is not the
            same as a zero inflation rate. In addition, Euro-zone actual inflation has been above 2 per cent over most of the operational
            period of ECB activity so far, though it has not acted to explicitly suppress this. These points are independent of the controversial
            link that the ECB establishes between growth of the money supply (M3) and inflation (that the growth of the money supply leads
            to inflation – a classic ‘monetarist’ position), although in its actual operational environment the reference money supply
            growth target of under 4.5 per cent per year has in practice been continually overshot. All this has gone towards raising
            concerns over the adequacy of its capacity to meet the goal commitment to defeat inflation.
          

          During 2004–05 the EU economy was in a recovery phase, so the question of inflationary pressures moved up the Bank's agenda.
            In addition there was an increase in international oil prices and those of other raw materials (predicated on China's enormous
            demand for energy and raw materials), which could eventually feed back into domestic prices. But here the dilemma appears
            again, since the EU recovery was very weak (with unemployment at 9 per cent across the EU as a whole). Pressure for interest
            rate rises was acknowledged, however, confirming the suspicions of those opposed to the ECB's whole strategy in dealing with
            economic management and the governance regime imposed upon it by the Maastricht Treaty.
          

          A further issue for the ECB has been the way it is governed internally. Apart from the importance of its president, already
            mentioned, there is a Governing Council made up of a six member Executive Board and the governors of the national central
            banks of those member states who participate in the Euro-zone. This Council makes the decisions. Thus, monetary policy decision
            making is centralised, but monetary policy operations are left to the participating national central banks to implement on
            the instructions from the Board – they are decentralised. It is this functional centralised and decentralised structure that
            is thought to impart another level of uncertainty and potential conflict into the overall running of monetary policy. In addition,
            if all the current EU members were to eventually participate in the Euro-zone the decision-making Council could have expanded
            to a possible thirty-two members, making it almost impossible to reach ‘sensible’ decisions. To address this, the ECB Council
            has been restricted to a maximum of twenty-four members with a rotating membership, but this is still a very large number
            for decision making.
          

          The final issue circulating around the ECB concerns the transparency of its decision making and its political accountability.
            The bank is formally independent, as outlined earlier, though it must meet its externally imposed ‘political’ objective of
            controlling inflation. In addition there is the inevitable political wrangling over the appointment of its president. But
            to whom does the bank report on its conduct of monetary policy? Unlike several other central banks (including the Bank of
            England) the ECB does not publish the minutes of its meetings that decide monetary policy. This is thought to undermine its
            transparency. And it is only through a rather ill-defined process of ‘dialogue’ with the European Parliament, for instance,
            that the ECB can be formally called to account for its actions. Thus the political accountability and transparency of the
            ECB is weak and lacks comprehensiveness.
          

        

        
          1.4 The fate of the Stability and Growth Pact

          
            1.4.1 Nature of the pact

            With the advent of EMU and the Euro the question of the SGP embodied in the Amsterdam Treaty of 1997 was raised once again
              (Linter, 2001, p. 68). This pact is designed to ensure that EU member states’ fiscal policies (involving government taxation and expenditure decisions) do not clash with their monetary policies (or, in the case of the Euro-zone countries, with the monetary policy pursued by the ECB). As we have seen, by and large,
              the monetary policy pursued by the ECB is the one embodied in the Maastricht Treaty of 1992 – namely to have an overriding
              concern with controlling inflation – and this has also been the policy objective adopted by all the member states as a result.
              The only difference between the Euro-zone countries and the other EU members is in respect to the manner in which they might go about meeting this objective. This may differ according to the exact way in which the different financial
              systems work and the way they are regulated.
            

            Formally at least, under the SGP all EU governments are free to conduct their own fiscal policy, but national budgets are
              to be controlled by limiting government borrowing to a maximum of 3 per cent of GDP per annum, and keeping overall public
              debt to a maximum of 60 per cent of GDP. In fact, this latter criterion has never been seriously enforced (Greece and Italy
              have public debts of over 100 per cent of GDP), though, as we will see, the former has been the subject of fierce dispute.
              Any breaking of this 3 per cent rule would see sanctions initiated by the European Commission, in its role as the ‘guardian
              of the Treaties’ (which can take the form of fines of up to 0.5 per cent of the offending country's GDP, imposed by the European
              Court of Justice (ECJ)).
            

            But the question this raises is: how far is an independent fiscal policy compatible with a common currency and a single monetary
              policy? Does convergence organised around the Euro sit comfortably with divergence in respect to fiscal policies?
            

            Perhaps rather fortunately, in the run-up to monetary union, there were sharp reductions in the deficits of European governments.
              In part this was a result of a favourable world business cycle, which made achieving lower deficits easier, but it was also
              the result of incentives to keep to the rules so as not to be disadvantaged by being excluded from the EMU. This was thought
              to be particularly the case with Italy and Greece. But, rather bizarrely, Ireland was severely reprimanded in 2001 for what
              the Commission thought looked like an inflationary inducing expansion as it cut taxes and increased government investment
              expenditure, even though it had a budget surplus of over 4 per cent of GDP at the time (Alesina and Perotti, 2004). What this indicates however, is that there is a temptation
              written into the Maastricht Treaty and the SGP for the Commission to try to ‘micro-manage’ the overall fiscal stance of member
              states (and therefore the scope for their pursuit of independent fiscal policies) in the name of the monetary objective of
              controlling inflation.
            

          

          
            1.4.2 Struggles over the SGP

            The real political struggles emerged at the end of 2003 when France and Germany were called to account by the Commission for
              overtly breaking the 3 per cent deficit rule. The background to this dispute can be seen in the data presented in Table 3. Clearly, although the EU-15 as a whole were keeping to the rule during the early 2000s, France and Germany went into a 3
              per cent plus deficit from 2002 onwards.
            

            
              Table 3 General government deficits (−) or surpluses (+) as percentage of GDP at market prices, 2001–05

              
                
                  
                    	
                    	EU-15
                    	Germany
                    	France
                    	Italy
                    	UK
                  

                  
                    	2001
                    	−0.9
                    	−2.8
                    	−1.5
                    	−2.6
                    	+0.7
                  

                  
                    	2002
                    	−1.9
                    	−3.5
                    	−3.1
                    	−2.3
                    	−1.5
                  

                  
                    	2003
                    	−2.7
                    	−4.2
                    	−4.2
                    	−2.6
                    	−2.8
                  

                  
                    	2004
                    	−2.6
                    	−3.9
                    	−3.8
                    	−2.8
                    	−2.7
                  

                  
                    	2005
                    	−2.4
                    	−3.4
                    	−3.6
                    	−3.5
                    	−2.4
                  

                
              

              (adapted from European Union, 2004, Table 75 , p. 626)

            

            

            It might be noted that the Netherlands and Portugal also recorded deficits of greater than 3 per cent of GDP in the early
              2000s, as did Greece (−6.1 per cent in 2005); but it was the fact that the two largest countries ‘at the heart of Europe’
              fell into this position that really challenged the SGP. The Council of Ministers met in November 2003 ostensibly to condemn
              France and Germany on the recommendation of the Commission, but this was rejected. Instead, the decision was made to ‘hold
              the Excessive Deficit Procedure in abeyance’. This unprecedented decision led to a series of harsh exchanges involving accusations
              and counter-accusations between the Commission and the Council, but it in effect killed the SGP. The rule now lacks credibility; there is little chance it could be realistically applied to any other country given its
              suspension in these cases. And what, at the time of writing, is happening to Italy in 2005 seems to confirm this prognosis
              since its deficit is forecast to rise from −3.5 per cent in 2005 to −4.6 per cent in 2006.
            

            What is the political lesson to be learned from this episode?

            
              If anything, this event has proven that, whatever sovereignty large countries are willing to cede to the Commission in matters
                of importance like fiscal policy, they will take it back – legally or less legally if necessary for a sufficient number of
                them. It is probably more constructive to simply recognise this point or realpolitik, declare the growth and stability pact dead, and return fiscal discretion to national governments.
              

              (Alesina and Perotti, 2004, p. 44)

            

            Quite whether this realpolitik reassessment is likely remains to be seen, however. The problem is that although the SGP may be dead, the general question
              remains: can a single currency and single inflationary objective coexist with such potential variability in fiscal positions?
              In addition, how is ‘fiscal discipline’ to be organised and guaranteed if there is no effective SGP?. Financial convergence
              across the Euro-zone is, in large part, predicated upon the ‘confidence’ that inflationary pressures can be coped with. But
              if ‘fiscal discipline’ fades, and the different EU countries were to expand their economies by indulging in competitive reflations
              via significantly increasing government expenditures financed by borrowing, this would increase local risk factors at the
              expense of the carefully crafted common position forged across the Union as a whole. Inflationary pressures could emerge,
              interest rates rise, and confidence in the Euro be undermined. As a result a ‘one size fits all’ monetary policy would no
              longer be viable (if, indeed, it ever has been).
            

            Within the SGP rules, where there is a presumption that in the medium term government budgets would balance, only differences
              in tax rates would allow for differences in government expenditure rates; so the way that fiscal policy is constrained is
              clear. Higher expenditures on social policy objectives, for instance, could only be financed by increased taxes and/or contributions.
              What this imparts in the system as a whole, then, is a deflationary bias in economic activity almost regardless of the explicit monetary policy stance adopted by the ECB. But given that the ECB's
              monetary policy has also been restrictive, always operating in the shadow of the need to fight inflation, a double deflationary bias operates. Autonomous large-scale increases in government expenditure for re-distributive or stabilisation objectives are
              ruled out. And, given the emergence of a single market in Europe, tax increases could only be levied of non-mobile factors
              anyway. Capital is very mobile so levying taxes on company profits, for instance, is difficult. Indeed, in their attempt to
              attract capital and companies to their territories, governments have engaged in corporate tax competition to present their
              business environments as friendly to company activity, with low corporate tax rates; a ‘race to the bottom’ results. (However,
              the tax take from corporation tax has actually risen in some instances, but this is because of the recovery in the overall
              levels of corporate profits, so that even with lower tax rates a higher tax take can ensue.)
            

            For those not committed to the EU's current overall policy stance (supported by the Commission and the Council of Ministers
              alike it would seem), one that can be termed neo-liberal and pro-market (i.e. generally in favour of liberalisation and de-regulation), this change could open up some intriguing opportunities.
              A Keynesian-inspired fiscal policy as the key stabilisation and management tool could come to the fore once again as monetary
              policy and an obsession with inflation targeting retreated. The so-called ‘Brussels-Frankfurt’ consensus that was thought
              to politically underpin the Maastricht Treaty process would be broken for the good as fiscal discretion and flexibility replaced fiscal rules (Sapir et al., 2003; EuroMemorandum Group, 2005). From the point of view of the Commission's orthodox position, however,
              fiscal discretion and flexibility means fiscal indiscipline and inflation. If you let countries borrow as much as they like,
              they will take advantage of this, ratchet up their public debt positions, which will release money into the economy as they
              borrow, which will in turn lead to inflationary pressures as too much money chases too few goods in a classic monetarist formulation.
            

            In fact, a much looser compromise on policy was forged in March 2005. The SGP was re-negotiated to allow countries to operate
              ‘close to the reference value’ of 3 per cent deficits rather than to strictly adhere to it. And several new ‘particular circumstances’
              were introduced – amongst them expenditure on ‘international aid’, on ‘European policy goals’ (like Research and Development
              and ‘eEurope’ expenditures), and on ‘European unity’ objectives (for example, convergence and solidarity expenditures) – that
              were to be given ‘due consideration’ in judging the underlying fiscal position of countries. In effect, this opened up the
              pact for further political fudging and creative accounting. It was condemned by the ECB and a number of smaller EU countries.
            

          

          
            1.4.3 Summary

            
              	               
                EMU has been accompanied by fiscal rules embodied in the SGP.
             
              

              	               
                An issue raised by this is the compatibility of a common single monetary policy target designed to defeat inflation with different
                  fiscal policies ostensibly at the discretion of the individual govern ments.
                
             
              

              	               
                When France and Germany contravened the SGP fiscal rule, it was effectively suspended and broke down. This was a case of the
                  Council of Ministers asserting control over the European Commission.
                
             
              

              	               
                It is possible that inflationary pressures will grow without the fiscal discipline afforded by the SGP.
             
              

              	               
                An alternative consequence of undermining the SGP is that more active and discretionary fiscal policies could emerge which
                  will be expansionary and correct the deflationary bias built into the existing EU monetary and fiscal policy regime.
                
             
              

            

          

        

        
          1.5 The Euro and the wider world

          
            1.5.1 A ‘two currency’ world?

            The introduction of the Euro threatens to have a significant impact on the international monetary economy as well as on the
              economies of the EU countries themselves. As yet this impact is not altogether clear since the Euro has only been operating
              for a few years. But certain trends are emerging and the possibilities are opening up. It is the main features of these trends
              that we concentrate upon in this section.
            

            A preliminary point here is that the Euro exchange rate is not a policy variable or a policy target in the EU context (European
              Commission, 2005a, p.79). The exchange rate is set by ‘market forces’. The ECB has not intervened in the currency markets
              to try to influence the value of the exchange rate; all it does is ‘monitor’ exchange rate developments as part of its task
              of assessing prospects for the Euro-area and setting interest rates.
            

            
              [image: Figure 2]

              Figure 2: Euro currency: coins and notes

            

            The international bond market is huge and growing; towards the end of 2000 outstanding accumulated bond issues were well over
              US$ 30,000 billion, with government bonds comprising three-fifths of this total. Table 4 sets out the trends in the total
              global issue of bonds (both government and corporate). The three main international currencies for bond denomination, namely
              the US dollar, the EU Euro and the Japanese yen, are shown separately and all the others aggregated together.
            

            The general trend shown in Table 4 is that it is the two main currencies of the international system (the US dollar and the
              EU Euro) that are consolidating their hold over the international bond market. The Euro was launched in 1999, and there was
              a big jump in Euro equivalent denominated bonds issued in that year. In terms of proportions, the US dollar and the Euro-zone
              currencies/EU Euro accounted for 54.3 per cent of the total in 1994 compared to 73.6 per cent in 2002. This growth was at
              the expense of the yen and other currency denominations, including the UK pound. What this demonstrates is the consolidation
              of international financial activity in the US dollar and the EU Euro, confirming the idea of an increasingly two-currency
              world. This emerging bi-polar currency world is reinforced by the data contained in Table 5 which shows the currencies in
              which official holdings of foreign exchange are kept in the international system (note that the UK pound still remains important
              here).
            

            
              Table 4 Global net issuance of bonds (debt securities) US$ bn, 1994–2002

              
                
                  
                    	
                    	                     1994                   
                    
                    	% 
                    	1995 
                    	% 
                    	1996 
                    	% 
                    	1997 
                    	% 
                    	1998 
                    	% 
                    	1999 
                    	% 
                    	2000 
                    	% 
                    	2001 
                    	% 
                    	2002 
                    	% 
                  

                  
                    	US dollar 
                    
                    	664.3 
                    	33.1 
                    	796.9 
                    	37.2 
                    	1125.4 
                    	44.9 
                    	1255.5 
                    	57.5 
                    	1726.4 
                    	62.0 
                    	1511.9 
                    	45.1 
                    	1053.5 
                    	42.0 
                    	1302.1 
                    	45.1 
                    	1443.6 
                    	49.3 
                  

                  
                    	Euro
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	876.4 
                    	26.1 
                    	626.3 
                    	25.0 
                    	562.9 
                    	19.5 
                    	714.0 
                    	24.3
                  

                  
                    	Euro-area currencies 
                    
                    	425.3 
                    	21.2 
                    	366.3 
                    	17.1 
                    	528.7 
                    	21.1 
                    	326.9 
                    	15.0 
                    	435.3 
                    	15.6 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                    	 
                  

                  
                    	Yen 
                    
                    	336.7 
                    	16.8 
                    	434.6 
                    	20.3 
                    	458.7 
                    	18.3 
                    	237.9 
                    	10.9 
                    	185.8 
                    	6.7 
                    	496.1 
                    	14.8 
                    	450.6 
                    	18.0 
                    	570.6 
                    	19.8 
                    	280.6 
                    	9.6
                  

                  
                    	Other currencies 
                    
                    	578.3 
                    	28.8 
                    	544.1 
                    	25.4 
                    	392.6 
                    	15.7 
                    	362.4 
                    	16.6 
                    	438.9 
                    	15.6 
                    	470.7 
                    	14.0 
                    	375.9 
                    	15.0 
                    	450.6 
                    	15.6 
                    	494.3 
                    	16.8 
                  

                  
                    	TOTAL 
                    
                    	2004.6 
                    	100 
                    	2141.9 
                    	100 
                    	2505.4 
                    	100 
                    	2182.7 
                    	100 
                    	2786.4 
                    	100 
                    	3355.1 
                    	100 
                    	2506.3 
                    	100 
                    	2886.2 
                    	100 
                    	2932.5 
                    	100
                  

                
              

              (calculated from Pagano and von Thadden, 2004, Table 2, p. 533)

            

            
              Table 5 Official holdings of foreign exchange by currencies (end of year percentage)

              
                
                  
                    	
                    	Euro  
                    	US dollar
                    	Japanese yen
                    	Pound sterling
                    	Swiss franc
                    	Deutsche mark
                    	Unspecified currencies
                  

                  
                    	1994
                    	–
                    	56.5
                    	7.9
                    	3.3
                    	0.9 
                    	14.2
                    	6.6
                  

                  
                    	1995
                    	–
                    	56.9
                    	6.8
                    	3.2
                    	 0.8 
                    	13.7
                    	9.2
                  

                  
                    	1996
                    	–
                    	60.2
                    	6.0
                    	3.4
                    	0.8
                    	13.0
                    	8.6
                  

                  
                    	1997
                    	–
                    	62.2
                    	5.2
                    	3.6
                    	0.7
                    	12.8
                    	8.7
                  

                  
                    	1998
                    	–
                    	65.7
                    	5.4
                    	3.9
                    	                     0.7                   
                    
                    	12.2
                    	9.3
                  

                  
                    	1999
                    	12.7
                    	67.9
                    	5.5
                    	4.0
                    	0.6
                    	–
                    	9.3
                  

                  
                    	2000
                    	15.9
                    	67.5
                    	5.2
                    	3.8
                    	0.7
                    	–
                    	6.9
                  

                  
                    	2001
                    	16.4
                    	67.5
                    	4.8
                    	4.0
                    	0.6
                    	–
                    	6.6
                  

                  
                    	2002
                    	18.7
                    	64.5
                    	4.5
                    	4.4
                    	0.7
                    	–
                    	7.3
                  

                
              

              (adapted from European Commission, 2005a, Table V5, p. 180)

            

          

          
            1.5.2 Consequences of introducing the Euro into the international system

            The jump in the Euro as currency of choice for bond denomination in 1999 in part reflects the advent of the Euro as a common
              currency across the Euro-zone. But is has also encouraged those countries in the EU who are not in the Euro-zone, or those
              not in the EU at all, to borrow in Euros as well. The point about the consolidation and integration of the Euro bond market
              discussed in Subsection 1.5, even though it is by no means complete, is that this adds depth and liquidity to the market because there are more players
              participating in the market. These features increase the attractiveness of Euro-denominated bonds, and allow borrowers to
              borrow at lower interest rates and at reduced risk. There is a great advantage for countries in borrowing in their own currency
              (which is obviously possible in the case of the Euro-zone countries). It means that exchange rate risks are eliminated. Any
              borrowing in a foreign currency always creates a liability which has to be financed, so if exchange rates change there is
              uncertainty about the equivalent domestic currency obligation that is incurred by borrowing. This problem is eliminated if
              the government borrows in its own currency.
            

            The USA has traditionally benefited a great deal from the fact that it can borrow in its own currency, given the traditional
              dominance of the US dollar as the currency of choice for international transactions. In effect, it has meant that the USA
              can purchase goods and services on the international market simply by printing pieces of paper (issuing bonds or printing
              its currency). Given the chronic balance of payments difficulties faced by the USA in the 1990s and 2000s, it has been able
              to finance these deficits by issuing US government paper (US Treasury Bills), which have mainly been purchased by east-Asian
              central banks (these bonds then become part of their foreign currency reserves). The increasing trend in the absolute value
              of US dollar-denominated bonds issued over the 1990s and early 2000s, as shown in Table 4, in large part reflects this process. But this obviously creates exchange rate risks for the east-Asian countries and financial
              institutions which hold these US Treasury Bills. If the value of the US dollar were to dramatically fall on world currency
              markets, the liabilities in equivalent domestic currencies for those holding dollar-denominated paper would dramatically increase.
            

            Two consequences have followed. The first is that as US dollar reserves increase there is an incentive to diversify into other
              currencies so as to spread this risk, and here the Euro offers an obvious alternative. Thus there could be an increase in
              the demand for Euro-denominated bonds, which in principle as least could allow the Euro-zone countries and others to borrow
              more easily. Secondly, there is an incentive for the east-Asian countries to themselves establish a coordinated and integrated
              bond market of their own, probably in the first instance based upon a ‘weighted basket’ of east-Asian currencies. This would
              allow those countries to borrow in their ‘own’ currency, and hence also reap any advantages of eliminating exchange rate risks.
              At the moment, most of the east-Asian currencies are linked to the US dollar, so as the dollar has depreciated since 2001
              these countries have also benefited from that depreciation; however this has produced tensions in the international payments
              system and pressures for the east-Asian currencies, particularly the Chinese renminbi, to break away from the US dollar and
              be allowed to appreciate in value.
            

          

          
            1.5.3 Looking forward: implications and possible consequences

            But what are the implications of these developments and trends? Clearly the emergence of a strong east-Asian bond market could
              threaten both the US dollar and the Euro markets, but this development is still in its infancy, and there are significant
              political and economic differences of interest amongst the possible east-Asian participants in such a market. So for the time
              being it will be the Euro and the US dollar that hold centre stage. But in as much as the Euro becomes a stronger currency,
              and the Euro-economy itself performs efficiently, there will be competitive pressures put upon the traditional dominance of
              the US dollar market. Given, also, that there are pressures to diversify away from dollar-denominated bonds, the USA may find
              itself facing difficulties in continuing to fund its balance of payments deficits. Whenever an ‘adjustment’ happens this could
              prove to be quick and painful for the USA.
            

            This point is reinforced by the way in which exchange rate adjustment mechanisms are evolving in the emerging international
              two-currency world. While there was just a single ‘safe haven’ currency (the US dollar) which dominated the global trading
              system, in times of crisis or difficulty for countries or the system as a whole there was traditionally a ‘flight to quality
              or safety’, so funds would tend to move into the dollar. However, with a bi-polar currency world, where there are two possible
              ‘safe havens’, the system could become more unstable. Perhaps, paradoxically, the emergence of the Euro as a potential rival
              international currency could lead to greater instability in the international financial system rather than less. Currency
              movements are notoriously difficult to understand and predict – they tend not to follow economic fundamentals like growth rates, productivity, employment levels, or macroeconomic performance – but are
              dependent upon immediate events, confidence, reputation, expectations, rumour, and speculative possibilities. Under these
              circumstances, exchange rates between the US dollar and the Euro could tend to oscillate more widely and move more rapidly,
              hence destabilising the relationships between the two currencies and the international economy more generally. What becomes
              crucial under these conditions is the careful management of these relationships (Bromley, 2001). The evolution of the Euro
              exchange rate vis-à-vis the dollar and the yen is shown in Figure 3. This shows that the Euro depreciated against both currencies
              after its launch in 1999, but appreciated after 2001. The precise judgement of the magnitude of fluctuations will have to
              wait for a longer time span. But exchange rate management (involving coordination and intervention) goes against the grain
              and sentiment of economic policy making in this field. It is thought that complete flexibility in exchange rates, built upon
              market sentiment, must not be tampered with. While this analysis is not meant to imply an imminent dramatic destabilisation
              of the international financial system – the issues discussed above represent tendential features rather than actual trajectories
              – it poses the issue of the effective cooperation (if not coordination) between the authorities charged with ‘governing’ international
              economic relationships. It poses a challenge to the US and the EU authorities not to let this become too rivalrous and competitive,
              but for it to remain cooperative and consensual in character.
            

            
              [image: Figure 3]

              Figure 3 Exchange rate of the Euro versus the US dollar and the Japanese yen, 1999–2003 (Source: European Commission, 2005a,
                Graph V.4, p. 184)
              

            

          

          
            1.5.4 Summary

            
              	               
                The Euro has become an important currency of denomination for government and corporate bonds.
             
              

              	               
                There is now emerging a two-currency world, made up of the US dollar and the EU Euro.
             
              

              	               
                The advantages to countries of being able to borrow internationally in their own currencies have not been lost to them, so
                  there will be an incentive for the east-Asian countries to develop their own ‘regional’ financial markets.
                
             
              

              	               
                Exchange rate fluctuations between the US dollar and the EU Euro could increase as a result of the introduction of the Euro.
             
              

              	               
                A key feature for the stability of the international financial system in the future will be to effectively ‘govern’ the relationships
                  between the US dollar and the EU Euro.
                
             
              

            

          

        

        
          1.6 Enlargement

          
            1.6.1 Introduction

            Of course, there is another problem hovering in the background in respect to the Euro's international role: namely that of
              the enlargement of the EU. In the light of the analysis so far two areas are picked out here: monetary implications and fiscal
              policy implications. These are obviously closely related. Both of these raise questions about the costs involved for the new
              members and those set to join somewhere down the line. We concentrate on the monetary issue of joining the Euro-zone first
              and then go on to look at fiscal issues.
            

          

          
            1.6.2 Joining the Euro-zone

            For all the new members there will be a process of ‘catching up’ with the older members before the former can join the Euro-zone.
              The GDP gap between them remains considerable. In 2002 the GDP per capita was 60 per cent of the EU average for Slovenia and
              the Czech Republic (in PPP terms (see the footnote to Table 1 for an explanation of PPP)), it slid to 50 per cent for Hungary, 40 per cent for Poland, Estonia and Latvia, and just 35
              per cent for Lithuania. But the growth rates of these counties had been faster than the EU average during the early 2000s.
            

            If these states want to join the Euro-zone there must first be some GDP convergence, which itself will entail a sizable influx
              of capital for investment. In addition, there will probably need to be some appreciation in their real exchange rates (i.e.
              exchange rate minus domestic inflation rate) before entry can be justified. The problem is that none of this may be compatible
              with the exchange rate ‘stability’ required for Euro-zone entry. To join the Euro-zone candidate countries are required to
              pass through a phase termed Exchange Rate Mechanism II (ERM II), similar to the ERM I which characterised the run-up to the
              introduction of the Euro for the older members prior to 1999 (see Linter, 2001, on the ERM). Broadly, the ERM II regime requires
              exchange rates to operate within a wide band around a central parity (plus or minus 15 per cent), which will become the equilibrium
              exchange rate of choice for the final conversion process. Interest rates must be low (within 2 per cent of Euro-zone average)
              and there is a time period over which this regime must operate (a minimum of two years) to demonstrate the ‘stability’ of
              the central rate, when no substantial or erratic revaluations are allowed. But note that this is a form of ‘pegged’ (to the
              Euro) or fixed rate system, which are particularly prone to speculative attacks (as happened against the UK pound in 1995).
              To achieve the required stability, then, will either take a long time or a lot of resources to ensure first adequate ‘catch-up’
              and later the ability to withstand speculative pressures.
            

            In addition, there is a potential problem if all the countries want to join at about the same time (which looks possible –
              around 2010 is often suggested). Countries can gain some competitive advantage if their final conversion exchange rate is
              slightly lower than their competitors, so there is a potential ‘beggar-thy-neighbour’ (or perhaps better expressed as 'threaten-thy-neighbour’) problem in the run-up to Euro-zone entry, which could also undermine stability. What is more, neither the Council of Ministers
              nor the Commission has much control over the rates involved here, since this is a decision for each country individually operating
              in conjunction with what ‘the market’ will tolerate.
            

          

          
            1.6.3 Fiscal retrenchment?

            If we turn to fiscal issues, at the time of entry to the EU in 2004, six of the ten entry countries had government deficits
              in excess of the SGP/ Maastricht Treaty 3 per cent of GDP rule: the Czech Republic (−5.9 per cent), Cyprus (−4.6 per cent),
              Hungary (−4.9 per cent), Malta (−5.9 per cent), Poland (−6.0 per cent) and Slovakia (−4.1 per cent). Thus these countries
              would be required to cut back on their public expenditures or increase taxes so as to move into a more or less balanced budget
              position as required by the SGP. But, as we have seen, the SGP is somewhat in disarray. So who or what is going to impose
              ‘fiscal discipline’ on the recalcitrant countries? They could formally be asked to retrench fiscally just at a time when it
              might be appropriate for them to increase public expenditure on welfare, say, so as to ease the adjustment of their populations
              to all the competitive and regulatory pressures associated with a transition into the EU.
            

            The two possible saving graces here are the EU's Structural Funds and Cohesion Funds, which are in principle available to
              offset some of these costs, so as to enhance convergence and integration (Linter, 2001; Hallet, 2004). Just as the countries
              who traditionally received the bulk of these funds – Ireland, Greece, Spain and Portugal – are seeing a decline in payments
              relative to GDP since they have converged successfully towards the EU average, there is the emergence of another set of countries
              and regions to the east that meet the requirements for assistance. Fortuitously, therefore, these funds could be available
              to be redirected to the newly admitted countries and eligible regions. In addition, the UK's famous ‘rebate’ on payments into
              the Union is an alternative attractive source of funds (running at over €4.6 bn in 2005), and looks vulnerable in the medium
              term.
            

            Thus with both monetary and fiscal polices there is a newly emergent set of problems for the EU to grapple with as the Union
              enlarges; and this could add to the pressures for change just as the traditional mechanisms of rule-based policy come under
              wider scrutiny. Figure 4 shows how we might judge the relationships between simple rule-based monetary and fiscal policies
              as the enlargement process proceeds.
            

            
              [image: Figure 4]

              Figure 4 Monetary and fiscal rules with enlargement (adapted from Buti et al., 2003)

            

            It shows a hump-shaped relationship. The political preference for simple rules increases with the number of participants,
              but only up to a point (N* in the figure). Beyond that number, however, the need to take account of a much wider set of country-specific
              economic circumstances (see earlier in this section and Table 2) makes very simple across-the-board rules sub-optimal. Country diversity requires more flexible rules, even if these are
              set by a single central authority, and preferences change, hence the downward slope in Figure 4. Quite where the curve inflects
              is, of course, highly judgemental, but in the EU circumstances it is probably somewhere close to the level of 12–15 countries
              given the existing and likely future accession members. And this relationship looks even more likely since we have seen that
              there are already trends towards more flexibility in relationship to the SGP and financial services.
            

          

          
            1.6.4 Summary

            
              	               
                EU enlargement is going to impose new problems for both monetary and fiscal policy.
             
              

              	               
                The process by which the accession countries can enter the Euro-zone will be long and will possibly lack stability.
             
              

              	               
                According to the rules of the SGP fiscal retrenchment is called for some governments because of government sector imbalances,
                  though this might be offset by payments to the accession countries and regions from Structural and Cohesion Funds.
                
             
              

              	               
                The issues thrown up in connection to the accession countries and those waiting to enter further down the line could serve
                  to put pressure for change on the traditional mechanisms of fiscal and monetary management and governance.
                
             
              

            

          

        

        
          1.7 Conclusion

          Several concluding points are worth drawing attention to. First, it is clear that the general thrust of EU policy making,
            whether this be pushed by the Commission or the Council of Ministers, is one that embodies a neo-liberal, market-based liberalisation
            and de-regulatory agenda, though as with any programme of this kind, there are anomalies and reversals to this overall trajectory.
            Nevertheless, it is not one that has foregrounded the idea of a ‘social Europe’, even though this does figure strongly in
            the Lisbon Agenda (Grahl, 2001). And in as much that this neo-liberal Agenda was to be consolidated in the ill-fated Constitutional
            Treaty, this Agenda would have become entrenched and eventually written into EU law (the Constitution consolidates all previous
            treaties into its own provisions, so the Maastricht criteria become part of the Constitution). Thus, perhaps rather paradoxically,
            those countries traditionally most hostile to the Constitution, such as the UK, would actually be getting a constitutional
            agenda that most closely conformed to their own idea of how the model of the European economy should be run.
          

          A second point to note is the way in which the EU remains an arena of political contestation at a number of levels. We have
            noted the way (arguably) the Council of Ministers has tried to wrestle control over the economic policy making agenda away
            from the Commission (in respect to the SGP in particular ). This indicates the still lively debate about supranationalism
            and intergovernmentalism in respect to the development of the EU. But, in addition, there are still significant differences
            between the EU members over economic policy and institutional reform, even amongst those fully committed to the widening and deepening
            of the Union. For instance, there are the differences of interest between those in the Euro-zone and those outside of it, whether they would like to keep out of it (like the UK and Sweden) or those who would like to get into it (like many
            of the accession countries). And then there are potential differences between the new and candidate members themselves over
            the exact exchange rate that would ensure them the most competitive advantage over the others. And all this is independent
            of the differences within ‘Old Europe’, between large countries like France and Germany, and the smaller ones like the Netherlands
            and Austria (who strongly supported the ‘Services Directive’).
          

          Finally, we have the possible consequences of the development of a two-currency world, with the further possible development
            of an alternative supranational configuration in east Asia later in the 2000s. Under these circumstances, it becomes increasingly
            difficult to see the advantages of remaining aloof from the development of these supranational regional configurations, and
            of presenting oneself as an essentially free-floating world trading economy, unencumbered by the collective responsibilities
            of managing such a system (as is the case with the most Euro-sceptical wing of UK public opinion). The greater issue that
            this throws up, of course, is how exactly to govern this emergent system (Bromley, 2001), so as not to encourage the re-emergence
            of insular economic policy making and a complete retreat from liberal internationalism and multilateralism in the international
            economy.
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