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EC History: A Monetarist Interpretation

This session was initially organized around an alternative
monetarist interpretation of the EC. I will try to outline this
interpretation beginning with the reasons for the Treaty of Rome.
Jerry Friedman will discuss the poor performance of EC countries
under monetarism and Werner Bonefeld the dilemma the single
currency poses for British monetarism. Prof. Chang, who has
joined us, will discuss the respective contributions of France
and Germany to EMU.

The recent publication of Andrew Moravcsik’s The Choice for
Europelinvites reexamination of the EC project. It is the most
ambitious, well-informed and complete attempt yet to develop a
historical interpretation--what he calls an ‘analytic narrative’-
~-based on a careful empirical analysis of critical events.?Such
an interpretation looks for the underlying motive for freer trade
and closer union and finds it in the commercial exporting
interests, strongly intra-sectoral(pp. 494-6), of European
states. His theory of EC negotiations revolves around the
strength of national sectoral interests in industry and agricul-
ture.’He thus confirms the findings of Alan Milward and his
school, who have stressed the importance of exports and national
political economy in a broader sense in the formation of European
institutions.*

Together they afford useful corrective to both the Whiggish
idealism of accounts stressing the. influence of European
federalism®, Jean Monnet®and 'supranational entrepreneurship’’
and the functionalism that oriented much -American political
analysis.®But both have their biases. They neglect or discount--
Moravcsik after exhaustive disjunctive analysis®--the influence
of geo-political, diplomatic!®and domestic political factors and
the important - function that Europe played in national
politics.'It is Europe as a derivative of domestic politics
that is most neglected.

That the common market was first and foremost a trade
arrangement should come as no surprise.!?Those who 1lend a
federalist intention to the signatories of the treaty of Rome
must explain why the same countries four years later were on the
verge of approving De Gaulle’s Fouchet Plan for a Europe of
nation states®or accepting ten years later the Luxembourg
Compromise.*

The signatories paid little attention to what they were
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signing. The French did not even read the compromise document
they hastily concluded with the Germans. Few of them including
the prime minister believed it would ever be implemented.®*Not
even the judicial committee set up by negotiators seemed aware
of the federalist implications of a treaty that almost inadver-
tently borrowed its institutions from the supranational European
Coal and Steel Community (ECSC) .

Like most analysts!'’Moravcsik and Milward regard the EC as
politically neutral or at least adaptable to the desires of
member states. The Milward school, relying mostly on research
into the views of natiocnal planners, sees it as the instrument
of essentially welfare-oriented mercantilist states.!® It
exaggerates the commitment of Western governments to intervention
in the 1950s'as well as the continuity of the Common Market
with the more interventionist ECSC.

The liberal thrust of the Common Market compared to the ECSC
and previous European projects?’is underscored by its forward
trajectory toward the treaty of Maastricht and EMU. It is
difficult to deny their monetarist orientation. Maastricht sets
up an independent bank seeking the imperative of price stability
and embraces classical economics as the guiding principle of the
community.?'A careful analysis of the forces behind the treaty
of Rome reveals that this outcome though unintended by most
signatories?’was not accidental, that EC institutions and prin-
ciples, gquite apart from other domestic and international
factors, militated against intervention in favour of a com-
petitive free market econonmy.

Indeed, a subscriber to the great man theory of history
would want to place the economist and social philosopher
Friedrich Hayek ahead of Monnet as the guiding spirit of the EC.
Better than Monnet Hayek foresaw the market logic that would
necessarily prevail in a federated Europe. Writing against the
Keynesian current in 1939,%°he advocated a federation to prevent
the inflationary demands that resulted from polarized class
relations within nation states. A European federation could only
operate on the basis of free markets since the rule of unanimous
consent would virtually preclude constructive measures of
intervention--and besides what people would allow themselves to
be dictated in macroeconomic matters by another.

A federation would encourage competitiveness against
national protectionism, support the de-politicisation of economic
relations against the power of workers to impose demand
management, and do away with restrictions on the movement of
capital, labor and goods. It would narrow the scope for the
regulation of economic 1life, fragment the nationally-based
working class, and render possible a single currency managed by
an independent bank removed from democratic constraint.
Supranationalism was thus endorsed as a way of keeping the state
out of economic concerns and promoting free enterprise.

Hayek was a marginal figure when he founded the Society of
Mont Pélerin in 1947 but the economists who attended his
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conference, which discussed European federation, notably Milton
Friedman, were to inspire the monetarist counter-revolution that
occurred in the 1970s and 80s. By freeing currency markets from
Bretton Woods the ©Nixon administration under Friedmanite
influence let loose speculative movements that helped batter down
regulatory barriers all over the world.?

The Germans who attended Hayek’s seminars--Walter Eucken?®,
William Ropke?®, and Ludwig Erhard®--starting with the
deflationary monetary reform of 1948 effectuated a counter-
revolution against the regulated economy in their own country.
It was their political economy?®, that of ordo-liberalism, which
produced the German economic miracle?®’and underlay the Common
Market.

Monetarism or sound money policy 1is an elastic notion, but
it would be wrong to make too much of the distinction, as does
Peter Johnson in a pluralist analysis of the Bundesbank®®’, and
Moravcsik, pp. 246-6, who adduces a distinctive export
interest,*between the Friedmanite concern for controlling
domestic money supply and the defense of fixed exchange rates as
an external discipline. The conflicting demands of price
stability and fixed exchange rates were reconciled in Germany by
requiring deflationary adjustment by trading partners.

Preventing inflation, containing wage costs, maintaining a
strong currency--these were the aims of the ruling Christian
Democrats and their business allies. Isolated electorally by the
Cold War and nonplussed by the economic miracle, the Socialists
acquiesced while unions settled for minimal participation in
management .**When governments faltered, the Bundesbank carried
out its statutory obligation to insure price stability. All this
in pursuit of a deflationary export strategy that beggared its
neighbors. 3

German manufactures, particularly capital goods, were at the
center of the post-war European trading network.3!German banks
and industry wanted free trade and fixed currency convertibility
on a larger European, if not global, scale, but they accepted the
political necessity for the Europe of the Six under Adenauer’s
leadership.®*The ordo-liberal professors Walter Hallstein?®fat
the Foreign Office, Alfred MUller-Armack®’, secretary of state,
and Ludwig Erhard, economics minister,?® may have disagreed
about diplomatic arrangements--the Europe of the Six--but they
were all devotees of competition and free trade.

There were two important Frenchmen at the origin of Rome,
Monnet and Mollet. Both wanted a more interventionist Europe than
did the Germans. Monnet’s sectoral spillover approach was
rejected by the Germans and Dutch in favour of a liberal common
market. Mollet’s ideal for a fully planned and regulated European
economy was embodied in an early memorandum,*’but he and the
Socialists basically trusted in the larger capitalist market to
bring about social progress.*®

Contrary to the standard mythology of a 'Malthusian’
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patronat, the CNPF under George Villiers, reacting to the
interventionism of the ECSC, was beginning to warm to the idea
of a free European market as a way to undermine French social
regulation.*As reflected in the hostility of high officials,
many sectors of French society feared German competition.®In
formulating its conditions for the abolition of protection the
government took up the demands of employers and other interest
groups in the Economic and Social Council for the simultaneous
upward harmonisation of labor regulations and charges, extensive
safeguard clauses and French veto over passage to a second
stage.* ~

Mollet, a confirmed European, wanted an agreement, but
French conditions were unacceptable to their partners. Fear of
economic and diplomatic isolation after the Suez crisis forced
the French to back down. The government conceded to the Germans
that social improvement would have to come from the operation of
the free market while wvastly exaggerating to parliament the
social and investment guarantees obtained in negotiations. The
final treaty hastily concluded relegated the social dimension to
equal wages for men and women and a minor protocol that was
quickly forgotten.*

The treaty of Rome, which I analyze in greater detail in a
my book The Single FEuropean Currency in National Perspective: A
Community in Crisis?, St Martin’s Press, 1998, sought the
creation of a single European marketplace through competition and
free trade.®It thus aimed to eliminate all forms of national
protection, including state aids and discriminatory regulation.
Negative integration, the removal of national barriers, was made
self-executory, but provisions for positive interventions such
as the social fund and investment bank, so important to the
French and Italians, were much diminished, omitted 1like in-
dustrial and social policy or made subject like transport to the
rule of unanimity.

Another method of achieving the end was the approximation
of economic and monetary policy but along German rather than
French lines. Unlike the Spaak Report, which noted the twin
dangers of deflation and inflation, the treaty sought to keep
prices down. Members were to coordinate monetary policy, which
in the opinion of the ECJ forbade floating. Another provision
sought to neutralize the trade effect of devaluation, which
France and Italy needed to stimulate their economies. The treaty
pointed toward fixed exchange rates if not a single currency.*®

This was the conclusion of the Commission, which also wanted
a federal executive responsible to a European parliament.?
Hallstein, the president, believed in the classical ideal of a
'natural market'’, free of social interventions and controls. For
the abolition of tariffs to be effective it would have to lead
to the removal of all other forms of discrimination such as
differential transport, tax and exchange rates. By blunting the
instruments of national economic policy such harmonization would
lead to a federal state.’®
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During the first twelve vyears of implementation the
Commission had to accommodate mercantilist arrangements in all
states especially France and Italy. The organized resistance to
its federalist project came from General De Gaulle. He is usually
portrayed as a nationalist defending the sovereignty of France
rather than any political economy.*’

De Gaulle realized that he could only control France and
keep the Communists at bay if he guaranteed rapid growth.
Industrial aids, administered credit and monetary expansion were
tools French governments used to assure growth and social
peace.De Gaulle had only managed to dampen their inflationary
potential through authoritarian controls. When workers, breaking
out of ten years of restraint, gained eight per cent real
increases in the general strikes of May-June, the government
accommodated them with monetary expansion, which in contrast to
Germany prolonged growth far beyond the oil shock of 1974.

The strikes, which threatened to accelerate inflation
differentials between France and Germany, prompted the first
serious project for EMU.°’'Trade interdependence, argued the
Commission, now required strict coordination of economic and
monetary policy. But French and German conceptions were widely
divergent. The French, who were campaigning against American
dollar 1laxity, sought German funds to support a strong euro
currency without any change in their own domestic econcmy while
the Germans wanted the French economy to conform to their own
deflationary requirements.®?

The recommendations of the Werner Commission in 1970 for a
closely coordinated economic transition to a single currency with
an independent central bank and an economic government respon-
sible to parliament were more German than French. The project
attracted the French cabinet, but was vetoed in December by the
French president Georges Pompidou. Only the nation state, he
said, could tame ‘brutal capitalism’>and rectify the social and
regional inequalities it generated. Without it the French would
be ungovernable. The French quickly abandoned the idea of a
single currency, allowing only for the band of currency fluc-
tuation known as the snake from which they had to exit twice
before its demise in 1976.

The initial report on EMU had been drafted by Raymond Barre,
vice-president of the Commission, a liberal economics professor
who made no secret of his desire to end French monetary excep-
tionalism.’As prime minister in 1976 Barre made another effort
through wage restraint to bring France into line with Germany.
The proposal of Roy Jenkins, head of the Commission, for EMS with
an exchange rate mechanism, was grasped by the pro-European
leaders of France and Germany, Valéry Giscard d’Estaing and
Helmut Schmidt, as a defense against dollar depreciation and as
an external discipline to French monetary expansion.?>®

The first wversion of it, which required German assistance
to weaker currencies, was deemed too inflationary by German banks
and business, which held an effective wveto over the Social-
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Democratic chancellor.**Preference for responding to major
imbalances was given to realignment, which would be subject to
unanimous consent, and to the EC Monetary Committee, which would
manage state finances in a crisis.?’

That crisis was brought about by the election in the midst
of a global downturn of a Left government in France pledged to
nationalization and reflation. The inflation differential between
France and Germany and pressure on the franc gave Germany the
opportunity to push for a pause in French reforms in 1981, wage
restraint in 1982, and a forced loan that led to austerity by
1984. In 1983 Mitterrand considered an alternative protectionist
program, which would have meant a departure from EMS, but was
blocked by the Europeanists, Jacques Delors, finance minister,
and Pierre Mauroy, moderate Socialist prime minister, in his
cabinet.>®

The decision to stay within EMS was not economic in the
objective sense that Moravcsik adopts®’, but was part of a
political project backed by conservatives, centrists, the CFDT
and employers that combined European construction with domestic
austerity. Critics had long argued that reflation was incom-
patible with Socialist commitment to integration, which i1s why
Mitterrand ignored the latter in his first years of power.°®°

The critical electoral factor in the turnabout was
Catholicism. Europe had been introduced to Catheclics after 1950
by the MRP, the party of Robert Schuman, which wanted to
distinguish itself from fellow conservatives in
government . Previously nationalist but always anti-Communist
and property-oriented,®Catholics were monetarist before being
European.

The secularized Catholics who rallied to the Socialists in
the 1970s and provided the margin of victory®retained old
values, which included subsidiarity and the defense of the market
and property as guarantors of individual autonomy and respon-
sibility against the nation state, values that fitted the EC
project. Represented in government by Delors®!and Michel Rocar-
d%®in alliance with Mauroy®, they exercised their veto in
1983.

The switch to deregulation was radical, the creation of a
single financial market on the Anglo-saxon model, the curtailment
of subsidized loans and the abandonment of direct control for
open market fixing of money supply and interest rate.®The
result was falling inflation with rising unemployment and a
dramatic redistribution of income from labor to capital. The
finance minister Pierre Bérégovoy was able to fix the franc at
a high rate with the D-mark in July 1985. When he returned to
office in May 1988, he adopted the philosophy of sound money.°®

The turnabout laid the foundations for EMU. The Communists
had been marginalized and there was no political alternative to
monetarism. Mitterrand therefore had a free hand to substitute
Europe for socialism as his grand projet.®*He undertook to end
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the impasse in the EC over agriculture, enlargement and the
British rebate and found common ground for closer union in the
single market initiative. The latter was sustained by the
ideological turn of major governments, backed by organized
business, toward de-regulation and competitive markets.”®

The program taken up by Delors and Lord Cockcroft, a
businessman appointed by Mrs Thatcher, was deregulatory;
notionally it encouraged a race to the bottom.’'It cleared away
non-quantitative national barriers to trade using the permissive
principle of mutual recognition and only the ‘essential re-
gquirements’ of health and safety. It was followed by the freeing
of capital movement in 1990, obtained by the Germans from the
Frenc% in return for a promise of tax harmonisation that was not
kept.

The single currency followed naturally from a single market
with capital mobility and fixed exchange rate. It sought the
permanent establishment of sound money, not a loosening of EMS
discipline by exporters as Moravcsik suggests.’’Following French
and German initiatives, the Delors Committee made up of central
bankers adopted a plan along lines suggested by the head of the
Bundesbank for an independent European bank dedicated to price
stability. The plan came down on the side of German requirements
for economic convergence even stricter in terms of national
policy alignment than the final treaty and stability pact.’*

In launching the Delors Committee with Kohl Mitterrand
showed he was ready to embrace the terms of German monetarism
for the sake of European union, a surrender of traditional policy
made possible by the abandonment of domestic intervention. The
terms of a deal, more tenuous on the German than the French side
because of collegial governance, were thus in place long before
the German demand for reunification, which gave Mitterrand
leverage over a reluctant Bundesbank.’”

The French Socialists had gone along with Mitterrand on
Europe, but they were unable to make an ideological aggiornamen-
to’®and harbored residual doubts. The dissenter Bérégovoy was
allowed to float the idea in 1991 of an economic government and
national parliamentary delegation to flank the European bank, but
it was only for public consumption and never seriously pur-
sued.”’The treaty did not prevent Mitterrand and his colleagues
from claiming that the French would control the bank nor Chirac
requiring Wim Duisenberg to retire early as head in favor of a
French candidate.

The monetarist development of Maastricht out of Rome was
natural as was the similar role played by France in negotiations
of the two treaties. As the odd man out in political economy,
France had to make large concessions to its partners to remain
part of Europe. But instead of quibbling about treaty clauses--
the French do not have a legalistic culture’®--they capitulated
to the Germans hoping to finesse their way out of full implemen-
tation through blocking action and superior diplomacy.
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In both cases France had a state interest--commercial and
military--in reaching accord with its partners. But the conces-
sions in political economy were made possible by certain domestic
political developments. The exclusion of the Communists in 1947
and the rise of the Gaullist RPF put France in the hands of third
force coalitions, which evacuated many of the working-class
reforms of the Liberation and took a more orthodox economic
direction under the influence of the CNPF, most notably under
Antoine Pinay in 1952.7°

To mark themselves off from this direction two governmental
parties, the MRP and SFIO adopted a federalist program,
transposing forlorn domestic hopes onto a European plane.®For
a SFIO which had abandoned effective planning and fiscal and
monetary policy at home, Europe was an ideological imperative.®
Without a government of Socialists dedicated to the European
project in 1956, it is difficult to see how the French--for
example under De Gaulle®or Pierre Mendés-France, who was more
representative of the French consensus than Mollet®--could have
reached an agreement.®

The same reasoning applies to EMU, which was the political
substitute for Mitterrand’s domestic socialism. Without a
Soclalist government that had marginalized the Communists and
hard-line Gaullists®with the help of Catholic centrists and
that embraced monetarism, it is hard to see how the French could
have forced the single currency on a reluctant Germany.

Time does not permit me to fully elaborate an alternative
theory--I'd like to leave some suspense--but I hope this paper
has showed the extent to which the EC was constructed from the
beginning on a monetarist basis close to the German model®*that
was sustained economically by business and banking interests much
broader than Moravcsik’s exporting sector and politically largely
by centrist parties in each country leaning on liberal, social
democratic and Catholic traditions held together by an underlying
faith in the market allocation of resources.¥
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