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L1 INTRODUCTION

Figure |.1 depicts Okun Misery Indexes (the sum of the inflation rawe and
wnemployment rate) for the periods 198089, 1990-99 and 2000-2003 for
several countries. The average misery index has fallen from 14.7 per cenl in
the 1980s to its recent value of B.6 per cent. The average unemployment rate
corresponding to these misery indexes increased from 7.3 to 8.3 per cent, and
subsequently declined to 6.4 per cent in 2000-2003." By implication, the
weight of inflation in the index decreased from 30 per cent in the 19805 to
about 25 per cent in recent times. Unemployment now ¢onstitetes by far the
lurgest part of mizery in the portrayed OECD countries.

Many countries (particularly in Hurope) still experience near to double-
digit unemployment rates. This is illustrated in Figure 1.2 which shows the
post-WWIL unemployment experience in the US end in Europe, the later
represented here by France and Germany.

Against this background it is rather. swprising that the ongomng
macroeconomic losses that arse from the persistent unemployment, nat o
mention the massive social and personal costs, are not considersd by EU
paliticians to be the most compelling policy problem thal needs their highest
priority. Sadly, it appears that the politicians and policy-makers have the
totally opposite construction of events. Unemployment is seen, at best, as an
unforiunate and ephemeral consequence of policies thal are required ©
maintain low-inflation econcmies and is largely attributed 1o either rigidities
{overly generous welfare and other regulations and oul-of-touch unions) or i@
individual choice, This construction has allowed governments in Evrope (and
elsewhere throughowt the OECD bloc) w abandon the goal of full
emplayment and replace it with the diminished goal of full employability,
which then generates a bevy of wasteful waining programmes  thal
relentlessly churn the unemployed without enhancing their participation
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in paid employment. It i5 & policy agenda berefil of hope and its clear failure
stands as an indictment of the gevernmenis that introduce it

[he underpinning of the bankrupt policy framework is dubbed in the
influentinl Sapir et ol (2004, p. 410 repont as the ‘Brossels—Frankfurt
Consensus” and represented as follows:

The maintenance of price stabiliy — reflected in low rates of inflation — facilitates
achieving higher rates of econvanic growth over the medivm term and helps o
rechice i,:}'l.:l]l.:!l Nuctuations. This shows up ina lower variabaliny ol aul sl wnid
intlation, In mem, sound |s||'|r|||.' linances are necessary both o prevent snbalances in
the pelicy mix, which negstively aflect she variability of outpet and inflation, and
also to contribuie 1o national savings, thus helping to foster private investment and
ultimstely growih. The atter beneficinl ¢lMect is magnified as how delicins amd debt,
by entailing a bow interest burden, creste the room for higher public investment,
‘prosductive’ public spending and a low tax burden. Finally, the beneficial effects of
price stability and fiscal discipline on cconemic performance reinfores cach other
in various ways. On the one hand, fiscal discipline suppors the central bank in its
ik 10 mainain price stability. On the other hand, prudent monstary and fscal
policics aveid policy-induced shocks and their unfavourable impact on economic
Muetvations while ensuring o higher room for manoeuvre o address other
disturbances that incresse cyelical instability.

The Sapir report is broadly sympathetic of the view underlying this
Consensus, although it stresses thal zome of the recommendations following
from it should consider the possibility that shocks may be asymmerric, which
implies that the policy ‘rules’ it espouses might be applied differently across
countries (o consider ‘specific’ circumstances.

The overwhelming priority of price stability has enormous implications for
unemployment in that the latter has become an instrument of policy rather
than a policy target. The use of a *buffer stock’ of unemployment o control
inflation. reflects the dominant “faith’ in the NAIRL (Mon-Accelerating
Ilnflation Kate of Unemployment) construct, The adherents of this “faith” have
largely dismissed these “costs” as adjustments tewards equilibrivm and
therefore a transitory phenomencn without long-term relevance. Implicit in
the Brussels—Frankfun Consensus 15 the wview thal there is no relevant
sustainable rade-ofl between inflation and unemployment (Sapic et al. 2004,
pp. 44-5). In other words, unemployment will converge to the NAIRL and
needs litthe separate policy action. This view also underlics the highly
influential OECD Jobs Swdy (OECD, 1994 which has shaped labour market
policies in many OECD countries. For the EU countries, the Jobs Study and
its underlying “faith’ became especially important after the Luxembourg
Summit of 1997 The Ewopean Employment Strategy which was
implemented st the Summit is largely modelled along the lines set out by the
OECD Jobs Study (Dostal, 2004),
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Our view is quite different and much move in line with that of Modigliani,
who introduced the term “MAIRL® to the cconomics profession (Modiglian
and Papademos, 1975), Modigliani recently argued that:

Unempleyment is primarily due w fack of ogeregate demand, This is mainly the
outcome of crroneous macrocconomic policies ... [ihe decisiens of central banks]
.. inspired by an obsessive fear of inflation ... coupled with a benign neglect for
unesnpleyment ... have resulied in systematically over tight monetary policy
decizions, spparently based on un objectionable wse of the so-called MAIRL
approsch, The contractive eflects of these policies have been reinforced by
commin, very Light liscul pelicies. {Modighiam, 2000, p. 3}

We would emphasize that one of the outcomes of governments adopiing
the “ideclogy’ of mflation control via interest rate policy has been Lheir
failure to use fiscal policy in approprigte ways to ensure there are enough
jobs created in their economies. We will further argue that the Brussels
Frankfurt Consensus has also led to a narrowing of “acceptable” monetary
policy activity, sech that foreign exchange operations which may have been
previously necessary 0 maintgin competitive currency values have been
abandoned.

In the light of these policy deficiencies, we identify two major policy
challenges that make the Brussels-Frankfurt Consensus unsustainable. First,
by ‘artificislly constraining' European govemments to eschew public
deficits, policy-makers have created a situation where desired net savings in
curc-denominated financial asseis by the privale non-government seclor is
unable o be achieved and the result is lack of spending, sluggish production
and entrenched unemployment. Second, the European Central Bank (ECH} is
reluctant (o provide the appropriate underpinning o European exporters
through dircct [oreign currency market intervention because il has an
ideological objection to building stores of US dollars. The result is that the
eure is overvalued and exporiers cannot achieve the necessary growth that s
required 1o bowst the domestic economies,

From our perspective il is obvious that the Brussels-Frankfurt Consensus is
an unswer 1o the wrong questicn. The focus should not be on inflation, but on
unemployment. Moreover, it should be recognized that coniractionary
policies with the aim of containing inflation can have very harmful effects on
beth unemployment and economic growth, We do not support the use of a
‘buffer stock’ of unemployment e maintain inflation targets as being an
acceptable policy in medern democracies. It violates the human rights of
those who are the victims of this policy.

[Tie aim of this chapter is threefold. First, we will analyse the background
1o the MAIRL approach and the Brussels—Frankfun Consensus and trace its
rise {0 the dominanl position in European policy through the OECD Jobs
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Soudy, the European Employment Study, the Maastrichi Criteria and the
Stability and Growth Pact (SGI). Second, we challenge the basis of this
dominant paradigm in  concepiual terms cmphasizing that Ewopean
governments have abandoned full employment in favour of the diminished
goal of full employability. Third, we will argue that key components of the
Consensus are not in accord with the data. Owr argument is organized as
follows. Section 1.2 outlines the background to the macroeconomic policy
debate snd the atitudes wwards unemployment against which the Jobs Study
was developed in the early 19905, We present in section 1.3 some evidence,
panily referring to our earlier work, 10 demonstrate the deliciencies that we
see in the MAIRU approach that has the European policy framework in iis
vice-like grip. In section |4, we argue that the ideology underpinning the
OECD Jobs Study has dominated the way policy-makers have construcied
the problem of unemployment and led to the implementation of active labour
market policies which emphasize supply-side factors bui fail 1o enbance puid
employment opporunities. We show how these views have shaped and
driven the European Employment Strategy. In section 1.5, we review the
various arguments which have been presented in the Iierature against the
Stability and Growth Pact. Section 1.6 presents a more fundamental eritique
of the various claims that are implied by the Brussels Frankfurt Consensus.
Coneluding remarks follow.

1.2 THE EUROPEAMN DEBATE ON MACROECONOMIC
POLICY AND INFLATION

The il crises in the early and fate 19708 had a very different impact on the
economies of either side of the Atlantic, as can be seen from Figure 1.2, 1t
seems plausible 10 us that these divergent economic developments were
instrumental in shaping the debates about unemployment that wok a rather
different direction in Ewrope relagive to the way the debate unfolded mn the
Us. In the US, the rational expectations revolution dominated the cconomic
debate with MWew Classical economics emerging out of it as a popular
framework, Accordingly, unemployment was analysed from the perspective
of inter-temporal substinion and real business cyele theory, all of which
coniributed to a dendal of the concept of involuntary unemployment, This
view was challenged by New Keynesians who sought to found Lhe existence
of involentary unemployment in an explanation of wage rigidilies and
coordination  failures. Whatever, by the 19905, the focus of the US
macrecconomic policy debate was on inflation rather than unemployment
(Chang, 1997).
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In Europe, Mew Classical econmmics never really played a serious role in
the scademic debate with Minford as a notable exception. Instead, there were
two major influences. First, French-speaking economists Malinvaud and
Dréze led the disequilibrivm approach. Second, the English economists such
a5 layard and Mickell developed an explanation of unemployment
persistence within models of wage- and price-sening behaviour under the
rubric of the *bagtle between mark-ups'. The latier view, with the NAIRL
construct and all its amendant policy implications at centre stage, became
dominant in the European macreeconomic policy debate,

1.2.1  Disequilibrivm Economics

The seeds for the quantity rationing approach were planied by Patinkin,
Clewer and Leijonhufeud. Barro and Grossman (1971, p. 84) extended ‘the
Patinkin and Clower snalysis of a depressed economy ... to develop &
generalised analysis of boih booms and depressions as  disequilibrium
phicncmena’.

Alibough their analysis attracted a lot of attention, it did not gain any
substantial foothold o the American econcmic debate. The main reason
follows from the almost universal recognition of the ad Aoc assumption of
price rigidities. Howint (1977, pp. 124-3) offers the following insight:

‘The substantive shoneomings ... are generally thess of the state of knowledge itself
... First the treatment of woge ond price dynamics i3 deficient .. [Second, the
analysis] does nod present a sufistuctery scceunt of e process of exchange.

In reaction to that critique, U5 economists, sympathetic with the notion af
involuntary unemployment, sought to provide a rutionale [or price rigidities
that was consistenl with maximizing microeconomic postulates. This
approach became known s the Mew Keynesian paradigm,

It was lefi to some European economists to pick wp the baton. The
disequilibrivm  tradition was strongly advocated by Malinvaud and many,
mainly French speaking, economisis followed his lead (see de Veoey, 2004,
parl 1%).

In his first book, Malinvaud (1977) introduces the famous distinction
between three regimes, with the polar cases of Classical and Keynesian
unemployment as the most relevant for our analysis. He notes that Keynes
wses e word ‘classical” in two different meanings, which induces
Malinvaud to distinguish berween a Walrasian equilibrium, where all markeis
clear, and a Classical view, in which a reduction in the wage rate could
reduce unemployment. He emphasizes that the latter often relies on a partial
equilibrium on the labour market. However, as he siates in his opening
sentence (1977, p. b

B U L TR 1 P AR iy b e o b e e .

|
i
i

The Brussels—Frankfios Consensus: An Answer o the Wrong (hesiion o

oo the term fnveduntary unemployment makes i obvious from the star that the
labour market 15 one in which supply excesds demand. Suppliers are therefore
rationed in the sense that some of them do et Nnd jobs Hence wncmplayment
theory must be closely connected with the theery of ratiening

In spite of refinements to his initial model, Malinvaud's (1980, 19484) theory
never gained wide acceptance among the prolession al any level. Efforts to
incorporate his approach v the Burcpean rescarch project, the Burcpean
Unemployment Program, coordinated by Dréze and Bean had very limited
suceess. In that programme, financed by the EC, paricipants Irom len
European countries met (o agree on a commaon Lheoretical specification of a
model 1o explain wnemployment and o estimate that model for their own
couniries. The central model is quite eclectic, and some authors interpreted it
quite liberally when applying it 1o their own country (sec the resulls
presented in Dréze and Bean, 19o0).?

Dréze and Bean (1999, pp. 3%) summarize the (interesting) conclusions of
the programme as:

The main and perbaps singular determinant of owipul growth in the 19805 in
Europe his been effective demand. The growth of demand is linked 1o growth of
such exogenous elaments as government expenditures and world trisde |, [and the
goal of full employment] ... will be easier 1o reach il medivm-run expected wage
arowih is sirivtly contamed. We do wot know whether, and how, thit cundition can
be met. Uncer thih condition, the fear that faster outpul growth would rekindls
inflation i probubly misplaced ... And the expansion would requirs ceoperation
wmong several Furopean coundries if national cament account groblems are to
remain manageable . [Two conclhuding remarks are:]

1. Public deficits are more olerable ... i they cormespond 1o public investments

2. ... a reduction in labour xes should be targeted wward the low end ol the

wige scale.

These two conclusions are also reflected in the proposal by Dréze and
bulinvaud For a two-handed policy to combat unemployment in Burope, 0
meludes ‘two medivm lenn programs! a drastic reduction of the indirect cost
of unskilled labour and  an  ambilicus  stimulation  of  targeted
investments' (Dréze & Malinvaud, 1994, absiract). This proposal was widely
circulated and was publicly supported by Belgian and French leading
economists. These proposals are also reflected in the European Union 1993
“White Paper on Growih, Competitiveness, and Employment’. However, il
did not have a strong impect on European economic policy, According o
[Drostal (2004, p. 441

The White Paper ... represented a fotation of polential policy options, many of
which - such as the seemingly ‘Eure-Keynesian' demand for investment in “Trans-
Europen Metworks” — were never properly pursued.
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.22 The NAIRL Approach

Layard and Mickell's work pushed the MAIKU framework into the European
geidemic spotlight and the culmination, Lavard et al, (19913 (hereafter LNI),
became the patl-setting work that continues o influence Ewropean policy-
making. 1l.was the ‘brains’ behind the OECD (1994) Jobs Study which set
the policy agends for most Ewropean and other OECD countries until today
(Dostal, 2004, section 2). As a consequance, it has also had a powerful effecl
on the ELVs BEwropean Employment Sirategy (Goetschy, 199% Lopez-
Santana, 20033, Finally, it has had a lasting impact on academic research and
igaching in Europe.

It 15 unforunate that such a flimsy theoretical basis has conumanded such
uniformity i adhercnce,  Following  Friedman (1968), LNJ construct
unemployment as arising from the consequences of the battle berween mark-
ups on wages and prices:

Onky if the real wage desired by wage-setiers is the same as that desived by peice-
setters will inflation be stable. Aud the varlfable which beixgs about this consisiency
iv the level of weempfopmend ... Thus, uncmployment is the mechanism whicl
consuees that the claims on nationol cutputl are compatible . [thes] . [tbere is
indeed a lang-run cquilibrium at which both unemployment and nfation will be
stabile, We call this the fong-run MAIRL . (LM, 19%], pp. 12-13)

Although they apparcently wish o avoid the conclusion that the MAIRL is an
inevitable outcome of the economic process, they cannot but help describe it
s “the state 1o which the system will retum after a distorbance” (LM, 1991,
p. %1 Mareover, ‘[i]n the long run, unemployment is entirely determined by
long-run supply factors and cquals the MATRU® (LMD, 1991, p. 16),

LMY (1981, p, 217 seem to suggest that the fundamental results obained
fiom the Mew Classical Lucas supply curve is imposed on them - almaost
against teir will: * Although our interpretation of the struciural model differs
50 sharply from the new-classical modzl, it remains true that the reduced
forms are indistinguishable' Motwithstanding this, they then conclude,
somewhal relieved, that “the policy implications of the two approaches are s0
different’. However, Minford (1993, p. 1053) in his review of the book
comments: *As for policy, it might amaze them, but it i a facy, thar there is
an overwhelming egreement between at least this Mew Classical economist
and LMJ - for example the need for tougher bencfit testing, and for measures
to resirict monopoly power’. Uliimately, the policies are not fundamentally
ditferent and reflect a construction of the wnemployment problem that
cxcludes macroeconomic demand fatlure and a rigid beliel in the NATRL
concepd as the ‘atractor’ which is deemed to be invarianl o aggregaie
demand manipelation,
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The equilibrivm rate of unemployment is intfluenced by three kinds of
factors: (1) anything that shifts the Beveridge curve, in particular search
effectiveness; (2) factors which place upward pressure on wages other than
unemployment; and (3) any factor which raises prices at a given level of
demand. Search effectivencss is central we their analysis through its impact on
the notion of voluntary unemployment. LMJ (1991, p. 1) note:

Even when unemployment is high, there are no queues for all vicancies. There is o
secanidary sector in the labour market that does more or less clear . 11 people are
unemployed, it s generally because they have decided against these jobs. They are
however willing to work in a range of “goad’ primacy sector jolbs, but they cannol
e e, In ihis sense uneniployment is both voluntary and involuntary. "

LM {1991, p. 34) alse siress that the unemployed should be vigerous in
their search activity so that ‘firms can get workers more eusily and
disemploved peuple face fiercer competition for jobs. Thus if unemplayed
seck harder, there need be fewer of them in order to restrain wige ressurc,”
This leads LMJ 1o conclude that it is the ‘effective’ unemployed hat iz the
relevant discipling on wage bargaining rather than the actual number of
unemployed, :

Anoiher  implication of their reasoning s that rising  long-term
unernpleyinent (and reduced search effectiveness) reduces the impacy of
overall unemployment on wage oulcomes, As a consequence LMY (1991, p.
10} swy: ‘[ilhere is however some “short-ruen NAIRU?, which wounld be
consistent with stable inflation, and which of course depends on lasl year's
unemployment’, Thus hysteresis may play a role. LMD (1991, p. 18) say the
short-run NATRU ‘lies between last period’s unemployment and the long-run
NAIRL®, This also implies that “in she short run, unemployment 13
determined by the interaction of ageregate demand and shori-run aggregate
supply ... [but as LNJ hasten to add] ... In the long run, unemployment is
enfirely determined by long-run supply factors and eguals the MATRL® (LM,
1991, p. 16)

LMJ have a confused view on the impact of cconomic policy on
unemployment. On the ane hand, as noted by Nickell and van Ours (2000, p.
1410, a reasonakle interpretation of LM is that:

e equilibeinum rate of unemployment cannol be changed with Rscal, monelsry or
exchange rate policy. Whal these policies can do is change the way aciual
wnemgHoyient luctuates around the copibibrivm rsle,

However, LN {1991, p. 13} also observe that “if financial policy ensures that
inflation {5 siable, then unemployment will adjust to its equilibriom level.
The latter observation is reinforced in Mickell and van Ours (2000, p. 142}
when they ask: “Why do we have unemployment? Basically their answer is
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that authorities are afraid of generating inflation. A similar divergence in
possibilitics is observed by Tobin (1996, p. 326) “What leads to such
[equilibrium]? Some economists would siress  the  ultimate  natural
equilibration of markets. Other would stress the response of macro policy
makers." Apparently LI alternste between both views,

1.3 THE DEFICIENCIES [N THE NAIRU APPROACH

fn section 1.3.1, we identify three distinet lines of attack against the notion
and use of the MAIRU. In section 1.3.2, we illustrate some of these
concepiual flaws using empirical data for the Netherlands,

1.31  Three Lines of Altack

In litchell and Muysken (2004 ) we distinguish three broad lings of attack on
the concepl of the MAIRL. First, the NAIRLU is atacked along theoretical
lines, although this lilerature ofien uses empirizal work Lo consolidate the
argument. Blanchard {1997}, Phelps (1994) and Phelps and Zoega (1998)
amend the MAIRL model to include costs of capital which enables them (o
implicate high real inlerest rates for the Furopean unemployment m the
19R0s, Rowthorn (1999} alse analyses the impact of productivity shocks.
Modigliani (2000} and Sawyer (2002) emphasize the role of sgerepate
demand in determining the MAIRLU (essentially through real interest rate
effects). Mumerous studies look at the impact of hysteresis (Ball, 1999}
Finally Akerlof et al. (2000) argue thal ‘near-rational behaviour’, which
allows for money illusion, causes a rade-off between unemployment &nd
inflation at relatively low rates of inflation, even in the long run. Michell gnd
Muysken (2003, p. 7 conclude in a literalure summary, "once deconstructed
it is litthe wonder that the concept of equilibrivm unemployment loses its
original “structural” meaning and becomes indistinguishable in dynamics
from setual unemployment’

Second, w growing literature has documented the empirical failings of

MAIRL models. Campbell and Mankiw {1987, 1989} find non-linearitics in
the reaction of unemployment o shocks, These findings run contrary 1o the
MAIRL approach which is built on smooth linear functions, Chang (1997)
and Falr (2000) demonsivate that inflation dynamics do not seem to accord
with those specified in the MAIRU hypothesis. There is no clear comelation
between changes in e inflation rate and the level of unemployment, such
that inflation rises and falls at many different unemployment rales without
system, The time-varying NAIRU approach which replaced Lhe discredited
constant MAIRL depiction has been similacly tainted by lack of economic
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and empirical content (Gordon, 1997). Staiger et al. (1997} find large
standard errors for NAIRL estimates which render the concept relatively
useless for policy analvsis (see below), Baker et al. (2002) are highly critical
of the MAIRU approach afier forensically examining a large number of
MAIRL studies. Similar results are obtained from the meta-study of Stanley
(2004} on hysteresis. Ball (199%) and Modigliani (2004) demonsirate that
close relaticnships exist between employment snd vacancies growih and the
inverse of the unemployment rate, and between investment to GOP ratics and
the unemployment rate across many countries. They are difficelt (o interpret
s being driven from the supply side,

Fhird, the usefulness of the MAIRU for policy purposes is alse questioned.
As a criticism, Galbeaith (1997, p. 106) establishes he primacy of tho
MATRL i the neo-lhiberal policy framework:

One of the serious unintended consequences of cconomisis’ preoceupastion with the
MAIRL has been 1o convey & message to political keders that they need not fecl
responsibility in this arew, that the inflation-unemployment triade-oll can be G-
tuned with interest rales by the FED.

In assessing whether the MATRU should have this status, Chang {1997, p
12) concludes that:

In practice, the concept of & nen-aceelerating inflation rate of unemployment 15 0o
useful for policy purposes. First, the MATRL moves arcund. Sccond, uncerlainty
ahout where the NAIRLU s ob any point of time is considerable. Third, even it we
knew where the HAIRL were, it would be suboptimal o predict inflation solely an
the busis of the comparisen of wnemployment against the NAIRU. A |:ll.||i.r|.'}' af
raising e Fed s rate when unemnployment flls below the MALKL may be
ineffiective .. even if the NAIRU were constant, its location were known and all
shocks o the economy were o come from the demand side. Implemeating sach
policy would likely induce changes in the cxpectations and belaviour af the
privale ssctor, an impodlant additional reason o be sceptical abowt using the
MAIRU for pulicy,

Solow and Taylor (1998) emphasize the dangers inherent in following a
MAIRL strategy o control inflation, While there may be stability between
inflation and unemployment for a period, a sudden shock, especially from the
supply side (as in 1974, for example), can exacerbate the costs of
unemployment resulting from a deflationary sirategy (which anempiz o
exploit a given Phillips curve). Evidence from the OECD experience over the
last 25 years suggests that this policy is effective in bringing inflation down
(Mitchell, 1998; Comwall, 19831 Bui rarely are the costs of such a stralegy
computed or addressed despite the overwhelming evidence that the cosis of
sustained bigh unemployment are enormous {Watts and Mitchell, 20007, This
iz precisely why the Brussels Frankfurt Consensus is an answer 1o fhe wrong
question,
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132 The lmplausibility of the Dutch NAIRU?

[he CPB has recently stanted to publish data on equilibrivm unemployment,
which is based on their conception and operationalization of the NAIRL
approach, Figure 1.3 presenis CPB's recent data. The behaviour of the
NAIRU time series recalls Gordon®s (1997, p. 28) conclusion that:’

will gyrations of the estimated MAIRL over a range oo wide 10 be explained by
nmicreeconomic changes in markel structwe and iostiotions would lead e
sceplivism abowt the HAIRL concept ... When applied 1o Europe .. uctuntions
in the MAIRY seem too large to be plansible and scem mainly o mimic
mavements in the actual wnemployment rale

The equilibrivm unemployment data are consistent with those estimated in
Broer et al. (2000). Mitchell and Muysken (2003) present strong and diverse
criticisms of their approach. Fiest, Broer @i al. concentrate on supply-side
viribles thus ignoring the impact of the demand side on unemployment. We
returm 1o that theme below, Second, we show that many of the alleged
supply-side variables are strongly influenced by cyclical movements, An
illustrasion is given in Table 1.1 (see also Mitchell and Muysken, 2003, Table

3.

T 0, NATRU

L T R R Y T e o
1475 1950 1983 (RN 1993
Semarre: Vigbouggen (2003}, Figure 4

Flgure [T dcmal and equilibeiun wiemplosment, The Netherlands, 1974
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Tuble I Tesping wedge and replaocement rate variables for cyelical

ifluence”
Replacement Kaie Weulga
Hioer” CrR® Hruer CrB
thvar(-11* k02 n1g L} .28
L2} (LAT) (1) {1.55]
dleglr -k 23 023 a1 S|
1305 [247) {0.57) (0.0a]
dlog (U158 IL1E 014 .34 0.23
(2260 (e {219 {1,963
i 037 0.39 1% I 1%
enrs 15T -1997 1972-2i05 1970- 154 1972-20011
Wl
* Congtant ned reporied. Dependent variobles were in change of lig Frm. -salistics ae in
pacnineses

o dvari-1} is the lagged dependenl variable.
YCAT is Uhe rate of capacily wlilisalaon.

* Racer et af [2000)

* current tfficial data from the CPE

The table reports estimates of the wedge {an alempt 0 measure
differences belween gross wage costs (borme by employers) and net wage
income (received by workers) and the replacement rate (which purports to
measure average social security ontlays as a percentage of the average wage)
Mitchetl and BMuysken (2003) show that the date used for these and other
varigbles differ, sometimes considerably, over the various studies used (even
amongst CPB-related authors). This affects both the estimation results and
pelicy conclusions,

From Table 1.1, it is clear that the *structural® variables used by Broer of
al, (20007 and the official CPB measurcs vary counter-cyclically with
capacity utilization which is consistent with @ précrt reasoning. [n the upturm
falling unemployment means that lower social securily premivms are needed
te cover expenses and the wedge will be lower, The replacement rate rses as
unemployment rises becanse there i3 increasing pressure o increase social
security in o downiurn. As a consequence of the counter-cyelical behaviour
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of these so-called “structural’ variables the NAIRL will tend to wrack the
actual unemployment rate in line with demand changes rendering it void of
any meaningful independent content,

Our contentien that the MAIRLU is strongly driven by cyclical movements
is also illustrated in Figore 1.4.° Two comments should be made here. First,
one should be aware thar hysweresis (tracking of the actual unemployment
rale by the esiimated MAIRL) plays an important role in explaining the
MAIRU, as illusteated in Figure 1.3, That is, the MAIRU (which may include
structural parumeters) is dependent on unemployment in the previous period
which suggests that strociural imbalance is cyelically sensitive. Intecestingly,
this effiect is not modelled by Broer et al. (2000, Equation 17) although their
resulis show than hysteresis does accur
Second, given the oulpul gap plays no role in the analysis of Broer el al.
(2000), we conclude they see no connection between it and the NAIRLL
However, Figure 1.4 shows that when we comect for hysteresis in a very
simple way (by subtracting lagged unemployment from the estimated
MATRLY there is & clear relationship between the remaining component of the
eqquilibrivum  wnemployment and capacity utilization, which implies thai
cyclical variation plays an important role, This also links the NAIRU (o
fluctnations in aggregate demand.

B — L
T

— .rf \\-

£ i P e

B B, =

S

E. ; 5

a2 e fosi)

5

= 0

s

z

<2 T T T ST T ]

8 & 81 #i 1]

Raie of capacaty utilization (%)

Soweres: Verbruggen {2003}
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Figwre 1.5 Dutch hysteresis, 1974-2003

Given these resulis it is alse not surprising that Mitchell and Muysken
{2003} find that the Dutch labour market responds positively to strong GDP
growth driving strong  employment  growth. Thus ageregate  demand
variations rather than labour force {(supply) changes dominile employment
changes, Moreover, varigtions in unemployment appear to be strongly
associated with movements in labour demand. This is consistent with
Modigliani (2000, p. 5} whe claims that ‘everywhere unemployment has
risen because of a large shrinkage in the number of positiens needed to
satisby existing demand”

To wnalyse the nature of unemployment further, Mitchell and Muysken
(2003) present phase diagrams for the unemployment rate and the vacancy
rate in the Metherlands (Ormerod, 1994; Mitchell, 20004). In Figure 1.6 the
current values of the series are plotted on the p-axis against the lagged valus
of the same series on the x-axis. The OECD consensus inlerprels the outward
wnemployment shilt in Figure 164 as a decling in labour market elficiency.

But the imward shift in Figure 1.6b, using the same logic, would be
interpreted as increasing matching efficiency, Clearly, boih stales cannol
hold, A consistent interpretation can be found in the view that the Dutch
econcmy was demand-constrained in the mid-1970s as a result of the collapse of
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Figure 1.6 Phase diagrams for wnemplopment rate and vacancy rate, M961-
2003

collapse of world rade. The rapid rise in unemployment in 1974 was 50 large
that subsequent {low} growth wilh engoing labour force and productivity
growth could not reverse the stockpile of unemployed (see Mitchell, 2001k
for a similar Australian analysis).

Two conclusions can be drown from the phase diagrams, First, negative
shifis in attraciors coincide with recessions, Second, the economy tends 1o
oscillate wround these atiractors once they are established. This implics that
adverse demand shocks have a strong negative impact on unemployment
through  hysteresis. Thus demand shocks have an adverse impact on
unemployment through the direct elfects on job creation, as highlighted in the
previous section, and indirectly, through hysteresis.

All these observations serve o cast serious doubts on the notion implicd
by the Brussels-Frankfurt Consensus that combating unemployment should
be separated from macroeconomic policy,

14 THE OECD JOBS STUDY AND THE EES: TWO SIDES
OF THE SAME COIN

Stiglitz (2002, p. 42) gives a fascinating account of how the IMF las
dominated thinking about economic policy in both developed and developing
countries. Mot only does he strongly criticize the ‘one-size-fits-all® nature of
the IMF palicy prescriptions, but he also observes iliat:
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The IMF is like so many burcaucracics; it has repeatedly sought o extend what il
does, beyond the objectives originally assigned b As IMF's mission eresp
Pought it oulside its core ans of competency in macrosconamics, ino stucturil
jssucs such s privatisation, labour markets, pension nefonms and so forth ...

Stiglitz (2002) argues that the combination of the IMF's fierce promotion
of the current dominant ideology in economics, its simplistic yet well-defined
policy framework and its good political contacts in the Western world,
renders it a very powerful institution, which ofien overvides the World Bank
in its dealing with poor countries. (Stiglitz s of course also critical of ihe
World Bank.)

Although he does not refer o Stiglitz's experiences, Dostal's (2004)
account of how the OECD framed EU welfare and labour murkel policies
reveals striking similarities. Dostal (2004, p. 441) deseribes persuasively how
the OECD deliberately used the Jobs Study to position itself in the policy
debate and was highly successful therein, An important observation is that:

.[the] preparation for  the econemic and  monetary  unin separatcd
macrocconamic policy making from the agenda of employment policy [in Ensepe]
... Instead, liberal labour market thearists explained unemployment as o structiral
issue arising from over-regulation of the woge labour selationship s over-
gencrous wage replocement payments ..

This is enticely consistent with the MAIRU approach sketchied above (see
also Casey, 2004; Watt, 2004).

While the OECD (1994) Jobs Study strategy dominates the Bunopean
Employment Strategy (EES), there are still differences in the two approaches.
Dostal (20047 is comrecl when he poinis out that many elements of the Jobs
Study have been fully absorbed within the EES, as reflected in the latter's
four pillars:  employahbility, entrepreneurship, adapiability and gender
equality. Casey (2004) presents a detailed overview of the similarilies
between the recommendations of both strategies. Casey (2004, p. 5} points
out that the recommendations reflect a “structural' interprétation of unem-
ployment, ‘symptomatic of an insufficient ability w adap 1o change ...
limplying| ... a focus on policies concerned with lubous.”

Other authors prefer to siress the differences between the Jobs Siudy and
the EES, which lie not so much in the underlying analysis, bul in the
implementation of the recommendations. 1t is widely recognized that the
OECD recommendations are framed by NAIRU-based beliefs which provide
a unified form of discourse,’ while the European Union approach is much
more eclectic, balancing between various interest groups (Moaksson and
Jucobsson, 2003: Dostal, 2004; Casey, 2004). This also is reflected in the so-
called open coondination method which is an integral part of the EES, and
was introduced at the outset of the Luxembourg process (Goetschy, 1999),
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Mosher snd Trubeck (2003, p. 83) argue that the open coordination method
‘hus been touted as a third way in EU governance to be used when
harmonisation 15 unworkable but muaieal recognition and the resulting
regulatory competition may have unwelcome consequences’. Key clements
of this method inclede the use of besi-practice techniques 1o encourage
learning between units within the EU, benchmarking, consultation, and action
pluns; the latter of which are defined in terms of concrete targets, but with no
attendant punishiments for pen-gchievement, Consistent with the “Third Way®
appreach, Mosher and Trubeck {2003, p. 64) observe:

Where some sec a creative breaktlirough that will selve problems up HIE ew
congidered miraciable, olbers see another threa w Burope's genercus social
policies, For the eptimias, e EES = a0t only a methodological breakthrough fer
the Undon, but also an ionovatian with supesier capacity o solve the many social
prafelems Burope faces ., Others, however, fear thad by moving away from effons
o mandate wniforem and social standands, the Union might contribute o the gradoul
eroston of seaal programmes amd policies

These dilferences in approach between the OECD and the EL Jead Casey
(2004, p. 19 to conclude that there is “one view af the labour market, but two
views of the welfare stae’,

Finally, it is infercsting to observe that both the QECD Jobs Swrategy and
ihe EES are under revision (OECD, 2004, Watt, 2004), But our expeclaticns
of a fundamental change towards a job creation approach are not high. As
Watt (2004, p. 135) observes: *In the wider context of employment policy as
o whole, however, the changes ... [in the EES] ... pale into insignificance
compared o the short-term threats to employment posed by both by global
economic developments and risks, and the inability 10 reach agreement ... o
promode outpul stability and growih that are needed to bring about a
sustained raise in employment.’ This chservation brings us o the Stability
and Growih Fact (hereafier the 5GP},

1.5 THE STABILITY AND GROWTH PACT: NEITHER
STABILITY NOR GROWTH

According to the Moastrichl Treaty in 1992, countries that wanted to be
included in the Euro Area had o fulfil amongst other things the following
two requirements: (1) a debt-to-GDP ratio below 60 per cent, or converging
towards it; &nd (2) o budget deficit below 3 per cent of GDP. 1 is now widely
recognized that these figures are highly arbitvary without any solid theoretical
foundation or internal consistency, allliough they were consistent with some
key empirical siuations prevailing ai that time. The rationale to control
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government debl and budget deficits were consistent with the rising neo-
liberal orthadosy that promoted nflation control to be the macroeconomic
policy priority and assented the primacy of monetary policy (@ namosy
conceplion notwithstanding) over fiscal policy. Indeed, fiscal policy was
forced by this “iniflation-fest’ ideology to become a passive sclor on the
macreeconomic stage, Many countries have taken this routs in e 159905
including Canada, Australia, New Zealand, the UK, and to a lesser exient, Lhe
L5,

The limitations of this approach, in the sense that it renders the
unemployment rate a pelicy instrument rather than a target, are aggravated
for Europe because the ECB cannot differentiate its monetary policy between
European member states. While fiscal policy remains a national aflur, the
aim was o put it into a straitjacket and hence neuter ils effectivencss. The
underlying logic of this policy famework, which o us is a nonsensically
resteicted approach to macrosconomic policy {more about this leter), was the
perceived danger, articulated in particular by Germany at the Inception, thut
soie runaway member states might follow a reckless spending policy, which
in its turn would force the ECB 1o increase its interest rates. Such a policy
shift may damage, unjustifiably, the other ‘compliant’ countries. As a
consequence, fscal constraints should be in place 10 prevent countries like
haly and Spain from “spoiling the party’ for the rest of the eure countrics,
Some party it has mrned out vo be!

Aided by the growth period following the 1991 recession, the [scal
constraints were mel by all aspiring member slates. Embaoldencd by this
success, and more alent because the date for the ewro introduction was
approaching, the curo couniries decided in the 1997 Amsterdam Treaty that
the rules should be sharpened. The deficit should be either zero or in surplus,
and when it threatened to reach 3 per cent of GDP, countrics should take
approprigte measures, This requirement, formalized in the 5GP, was
criticized by many economists,

Even cconomists operating from within the relatively orthodox “deficit
dove' paradigm, such as de Grauwe (2003), forcefully argue hat there is no
rationale for a zero government debt, which & zero deficit should imply in the
long run. It is also easy to show that a constant ratio of debt w GDP i
sustuinable as long as GIDP growth exceeds the real inferest rate: in that case
the deficit can equal the difference between both. That observation illustrates
thut from this perspective it is much more fruitful w concentrate on
stimulating cconomic growth, than on anxiously guarding government
deficits (Fitoussi and Saraceno, 2004). From the “deficit dove” viewpoin,
public borrowing is construeted as a very normal wiy Lo ‘finance” capilal
expenditures. Since government invests a lot in infrastruciure and other
public works, those investments an least should allow for o delicil. This was
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alveady recognized by the classical economists as a “golden rule® of public
finance — for & modem vanant see Buiter and Grafe (2002). 1o the nexi
section we will criticize the SGF from the perspective of the functional
finance paradigm.

Any economist with even the simplest understanding of the way in which
automaiic stabilizers operate will see the lack of wisdom in the SGF rule. A
sharp negative demand shock which cavses an economic downtum will
reduce tax receipls and increase benefits, which together awtomatically
ingreases the deficit. Reducing govemment expenditures in that situation to
meet the “rule’ will worsen (prolong) the recession, which will then in all
likelihood involve the countey in further SGP rule violations. The vicious
circle of spending cuts implicd is unsustainable and fiscal lunacy. In other
words, fiscal policy becomes pro-cyclical under the SGF rule, violating any
sensible ambitions that ave the ambit of responsible fiscal management. This
is the major reason that France and Germany have refused to comply wilh the
3 per cent rule aver the last few fscal yeurs.

Another problem relates to the bias in the way fiscal adjustment is
conceived — il is automatically assumed that discretionary actions w reduce
the budget deficit will involve spending cuts rather than increasing taxes. We
cannot help but have the impression that some politicians are not primarily
concerned about the size of the budget deficit, but covel the 3 per cent rule as
a welcome excuse o force their preferences for *small government'. In other
words, the ideological bies against public activity, particularly in the social
security sphere, s dressed up as “prudential economic management’.

This obsession is even more problematic when one considers that
monctary policy is in the hands of the ECB, which is not politically
responsible for s actions: it is independent, and is sole aim is w control
inflation. The fundamental democratic principle that the citizens have the
abality o cast judgement cn the policies of their representatives at regular
intervals has been abandoned in this sel-up.

Stiglitz (2002, p. 43 is highly critical of the EU model:

There is a wide-spread feeling that Europe™s independent Central Bank
exacerbated Ewrope's economic slowdown in 2001, as, Jike a child, it responded
peevishly to the natural political concerns over growing unemployment. JTust o
shiow thal it was independent, it relused 1o allow the interest raies w fall, and there
wis nothing wnyone cild do abewl iL The problems partly arose because the
Evrapean Cendral Bank has o mandate 1o focus on inflation, a policy ... thot can
stille growlh or exacerbale an economic down um

The siraitjacket that the ECB has voluntarily placed itself in suggests that
countries have 1o use fiscal policy to react 1o economic shocks which affect
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the real econamy. However, the SGP has imposed an inflexibility on this
discretion and stagnant econciic outcomes have been the norm (see also
Bofinger, 2003; Arestis and Sawyer, 2004,

It is ofien said that the Europsan economies are ‘sclerotic’, which is
wsually taken lo mean they have too much labour markel protection and
overly generous wellare systems. However, the real Eurcpean sclerosis is
found in the inflexible macroeconomic pelicy regime that the euro countrics
have voluntarily contrived. The rigid monetary arrangements conducied by
the ‘undemecralic’ ECB and the irmational fiscal constraints that are required
if the SGP b5 W be adhered to, render Lhe nation states within the Euro Area
incapable of achieving low levels of unemployment and increasing income
growth. These observations then lead Lo our more embracing criticism of e
Brussels—Frank furt Consensus from the perspective of the functionul linance
paradigm.

.6 THE BRUSSELS-FRANKFURT CONSENSUS AND
FUNCTIONAL FINANCE

The European economies are in melidown because their leaders have
misunderstood the options open fo them under conditions of sovercign
currency. The principles of functional finance {Mitchell, 1998, Wray, 1994;
Miichell and Mosler, 2002} describe these options and prescribe how
macroeconomic policy instruments should be wsed 10 achicve them. In this
section, we provide a brief introduction.

There has been a lol of concem in recent years aboul the swrong euro
relutive 1o the US dollar, The answer is illusirative of what 15 wrong with the
European economies. Mational accounting tells us that govemnment deficits
are equal to non-governmental savings, which in this context are defined as
euro-denominated financial assets. Withoul loss of generality, the non-
governmental scctor is comprised of the private domestic sector and the
foreign secior, As & matier of accounting, government deficits are the sum of
domestic savings plus forcign savings. The private sector savings can be
sourced from the public deficit or from the foreign sector. In our view, in
recent years there has been a shorage of euros in the foreign sector and a
lack of desire by foreigners o take on euro-denominated debt, Thus, for the
private domestic sector o accumulate curo suvings, the government sector
Tas 10 be ready to provide the funds, Unforminately, by design, the sovereign
eovernments in Europe have voluntarily constrained their ability o run
discretionary deficits which are essential 10 meet desired domestic savings
targets.
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The link between the fact that private domestic participants in Europe are
unable to achieve their desired net suvings of eure-denominated financial
assels und the persistent unemployment and wasteful excess capacily is clear.
l'o resolve the impasse there has (0 b¢ more euro-denominated spending Lo
challenge inventories and provide incentives for European producers 1o
expand production and employment. The malaise occurs because, in an
aflempt to net save when there is insufficient public deficit injection, the
private sector culs back spending. The dilemma is the classic macroeconomic
compositional fallacy (the so-called paradox of saving) ~ by trying o save
when there iz ingufficient public spending, the privale sector merely
exacerbates the problem and achieves lower actuul savings,

The persistent weakness of Eurcpesn labour markets is symptomatic of
their slack product markets and policy-makers have construcied this malaise
in exactly the wrong way, Given the overwhelming dominance of the neo-
liberal disdain tor fiscal activism, there has been a major shift i the
aggregate policy mix towards the centrality of monetary policy under the
guise of ‘fight-inflation’. The imagery that comes 1o mind is of a pugilist who
goes o fight with one hand tied behind his or her back. Mot a clever
strategy. It appears that Ewropean policy-makers think that lower interest
rales [given the monetary policy emphasis) is the only acceptable aggregate
policy response o the economic meltdown

They should think again. 1f the problem truly is that the private sector is
being squeezed relative to its desive 1o accumulate nel savings in euro-
denominated financial asseis, then interest rates do nothing for this. Cnly net
government spending will provide the “vertical® liguidity injection 1o achieve
underpinning of the desired private credit simugiure,

The policy-makers clearly are hoping that lower interest rates will stitle
the desire o save and hence consumers and investors will be induced
inerease their leverage levels which would underpin a spending recovery.
This 15 & fraught strategy. First, the ECB has anificially constrained itself 1o
CPIL rules although it is debated whether the CFl measures anything that is
relevant for reflecting price pressure. These constrainls are just nec-liberal
dogma with little economic content 1o justily them. IF deficiis were
inflationary, how do the Euwropean economists who sopport the current
system explain the situalion in Japan or tn the LIS?

Second, the Japanese situstion is worth reflecting on. [t is unclear thit
lewer interest rates will stimulate demand, 1t relies on a number of dubious
distributional assumptions that have nod been substantiated by any credible
rescarch, Japan has been running excess reserves in its banking system for
yeirs as @ result of the public net injection not being fully “dramed’ by Bank
ol Japan bond sales. The result of this deliberate practice has been interest
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rutes of around 0.000 per cent for over a decade. Thers has been very linile
spending reaction to the low rates and further the yen remains strong.

The solution w the high unemployment in Europe that we advocite in this
chapter is, however, rejected by ill-informed policy-makers. The aliack on
the unemployment problem should be on two broad fronts, First, the artificial
and damaging constraints on fiscal policy under the GSP have to be
abandoned and governments should increase their deficii spending to be at
least within the range of 5 per cent of GOP until recovery ensures. This level
of net spending will underpin the desire o save and create solid demand for
inventories which in tum will promote employment growih. It is hard to sce
this as an inflationary act given the massive excess labour and capital
resources thal abound right across Europe.’ The defiant trend demonstrated
by Germany and France in recent fiscal years should be gencralized. As part
of this generalized liquidity expansion, European governments should also
introduce an unconditivnal job offer to any person who is unable W find
waork, This offer should not chase market wages bur should instesd be at the
minimum living wage. This policy approach - wermed a Job Guarantee by
Mitchell (1998) - will secure full employment without inveking demand
pressurcs. Indeed as Mitchell and Wiay (2003} argue, it could be inroduced
al a time of demand contrection and still ensure full employment existed.
There is simply no economic reason why workers who are being supported in
the public sector on welfare should not be provided with an opportunily
productively conmwibute fo their societies by working. The only thing
preventing this is the will of European governments o provide these jobs.,
For a full recent exposition of the Job Guarantee see Miichell and Wray
(2005, Whatever clse the governments do by way of spending, they should
always have this ‘buffer stock® of jobs available. From a resource usage and
social benefil perspective, it is far better to fight inflation with a buffer stock
of jobs, than it is to use a bulfer slock of unemployment (zero outpul} which
is the NAIRU and hence the Consensus approach.

The second policy frong that should be opened is (o retum 1o the strategy
that made Germany one of the world powerhouse economigs in the past, At
the same time that domestic labour wnd capital resources have been
underutilized, European export growth, which previously was the “back-
hone' of the various economies, has stalled. A major part in this slowdoewn
has been the rise in the value of the euro rather than soft world product
markets. S0 what has been the problem? Take the German case before the
monetary union was formalized. During that period the Bundesbank always
bought enough LS dollars to keep the mark from appreciating o such a level
that the German exporters would be damaged. The German consumer thus, in
pirl, “cross-subsidized” the strong GDP growth and fully employed lahour
firce.
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[f the Burcpean governments are intent en mainlaining unreasonably tight
fiscal palicies, then their export markels will have to provide the engine of
growth, Even with a modest recovery in world produet markets the ECB has
to starl purchasing large quantities of foreign currency W underpin the expon
sector, The problem is not only that there has been a concentration on
monetury policy at the expense of the fiscal activism, but that the concept of
monetary intervention has alse been redefined by the neo-liberal ideologues,
It 5 an essential part of 4 sophisticated monetary policy for the ceniral bank
to intervens directly in curvency markets and in this case for the ECB Lo start
accumulating LIS dollars reserves.

The conduct of the Bank of Japan is spain illusirative. It is a large
purchaser of US dollars which allows it to net spend in terms of the yen. The
same applies 10 the ECB. By purchasing US dollars on foreign curmency
markets it net spends in the ewro amd drives up the nel euro-denominated
savings of the non-government sector. I should be noted that we consider the
treasury and the central bank operations o be consolidated when we talk
dbout the public or government deficit relative 1o the non-government
balance

The other advantage of this strategy would be that it would allow the ECB
to mainiain guro parity al rales supportive of the European exporters.” The
ECH would clearly consider such a strategy unacceptable because it would
appeir that the US dollar wis being employed as the reserve currency for the
eura. Given the history of the curo and the bellicose intentions of the
Evuropean central banking mandaring that the new currency should rival the
IS dollar as the world's reserve corrency, this appearance would strike
horror,

Bt the current position is not sustainable. An export growth strategy not
supported by central bank cumency market interventions means that the
cxport profits fnd their way info ewros which drives the parity higher and
widermines the exporl strulegy.

[he only srategy left open to European firms facing slowing demand for
their export products as a resull of this insane policy environment i3 10 cut
cesls in general W restore profic iargeis."" The casualties are the workers who
enter the labour queses and the muliiplier effects then generate further
income losses and sofiening domestic product market conditions.

It should be noted that if the ECB wants (o promote the euro as a rival
reserve cwrency” Lo the US dollar, there is one essential precondition:
Foreigners must be able 1o 'net save’ in curo-denominated financial assets.
But due 10 inadequate export levels emanating from Europe and a failure of
the ECB to use all of its monetary policy instrements, this precondition is
absent, The solution for BEurcpean governments is o ilreduce policies that
will stimulate impoen demand which allows forelgners W sccumulate éuro-
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denominated savings. The increased net public spending would certainly help
in that regard.

1.7 CONCLUSION

In our view the obsession with low inflation, as reflected in the Brossels—
Frankfurl Consensus, is an answer to the wrong question because it ignores
the huge cconemic and social costs imposed on Ewropean couniries by
persistently  high  unemployment.  Unforunately, this malaise s not
considered by EU politics to be a major issue that needs to be solved with the
highest pricrity. Sadly, it is the other way around: unemployment, at best, s
seen as an unfortunate consequence of the need to muintain a low-intlation
civironment and 15 a syimplom of rigidities which hamper a proper
functioning of the cconomy. Al worst, il is seen as a voluntary state where
individuals choose life paths emphasizing leisure. Mever is il consinucted as
the systiematic macroeconomic failure of povernments to ensure that there are
envugh jobs created in their economies.

We have argued that the MAIRU approach and the Brussels—Framkfurt
Consensus, which underlie this policy position, gained their influgnce on
European policy theougl the OECT Jobs Study, the Luropean Employment
Study, the Maasiricht criteria and the Stability and Growth Pacl. However,
the approach is not based on a correct interpretation of the options facing
sovereign povernments with monopolies in cwrency issues. Further, the
empirical evidence suggests that the NAIRU concepl is a degencralive
paradigm and as such, provides & poor guide to employment policy. Similar
arguments are presented against the Brussels—Frankfun Consensus, where we
pay special amention o the Stability and Growth Pact. Using insights from
functional finance, we argue that the pact essentially resulis in neither
stability nor growth and is, ultimately, unsustainable.

MNOTES

In hioth cases we use umweiged averages

In has symgathictic but catesl seview of the various effons i the sane volume Blaschard
(1980, p. 66} says: | am afiuid that the research programnes moy hove been
everanshiliiug Alhough misch is learned, the very cichiess of e model makes it
barder 1 see how the mode] can . explain whal | sce as the crucinl ississ, the persistence
af high unemiphoyment."

3. I this conkest the role of responsible unions is emphasized. Dréze and Bean {1990, p 12)
nike Uk, i contrast 1o the Uniled States, wage foomation in Europs wdiy is dominated
by unicos who are greally concerned sboul diswibuibonal fimess’. A5 0 consequence
Dirgze and Bean (1990, p. 38 argue that “the mechanism thrsugh which wmemploymcont
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ol be sebl~correcting is wenk. We shauld nod be surpriged bl in Europe uncmphoyonenl
hins besn porsisient’

] Imterestingly encugh LS {1991, p, 44) abandan this line of thowght in the next sentence,
stating: B im order 10 wsderstand how the econemy changes aver time, it may be good
enaugh 1o proceed ns though there were anly ane seclor, whese wages and employmen,
are determived by the kinds of mechanisms discussed in [ibe batile hetween mark-ups] '
Moseover, i e conziders fior one mament the high incidence of wenmployment amongst
the disgdvantaged growps, it is abvious thal this primany-secondary stery does nol hold for
thein. LMI (1990, po 447 also add; 0 is however extremely difficell 1o distnguish between
e prbmary and the secondary secior in the official siatistics. The secondany seclor is alse
a fHJlI} amall part ol the manual laboe marke) '

3 Alihough they do nol refer o this siagement, Broer o al, {2000, p. 364) mespond 1o the
braad poial of @ luctuating WAIRLE “The equilibginm rate is anly stable inselar as s
undalymg deteeminants are stable. Indeed, the cancepl af & slnw]y-muviug MAIRLE, thal
foams the backbene of much recent work on inflatica forecasting in the VS (see cg
Gardon {19974}, is waid of empirical comtend in times of mpid changes i the structural
detciminmnts of eyuilibrium unemplyyment.”

6. The CPB conclusion thal “becsuse ol the persistent low GEP-growih, the ouipal gop ...
s widensed shaaply in e Tast lew years . The mabs rcason why the cumenl outpud gap
is wwen worse than during the curly 19808 receasion |8 that @ presem the enemployment
mbe exeeeds the estimated non-gccelernting rawe of inflation rete of unemploymenl
(HAIRLY, whils it did pot so e e carly 1980s .. ln swwciwral fens the lsbour marke! is
i mkch bener shope now” (Verbruggen, 2003, p. 1) dcems eather bizame 10 us The
cansulity obyicashy i3 the other way around

T Inthis context we cannot resist the olloowing cilagion, where Stiglie (2002, p 24) cridigues
thee I "Cane shoukl ned see unemploymend jusi as & staiistic, an scamamic “hisdy coant™,
1w umimlernled causaliises in the Aght agains inflaticn The unemployed are people,
with Families whese lives are affecied - sometimes devaslaled - by the ecomnmic palicees
thal outsiders recommind lor] . efectively impase Bodem high-lech warlae s
designed 1o remave physical cangacl: dropping bombs from 50000 feeld ensures that one
docE ol “leel”™ what one does, Modern economic mansgement is similar: from ane's
lasury hiodel, one con calbously Impose policles abow which ang woubld think twice if coe
knew the people whise lives one was desitoying '

& This excess capacily is alsa ohserved in the mest recend econmie outlook of the OECD,
released Movember 2003, wihee they predict that the recovery which scemed 1o b *just
arcund the conser” will be delayed by ooe year. Sce alzo nowe 7 sbove B the case of the
Metherlands.

9. This is the reasan why de Grawwe has also advocated this strategy the Fianaencial Times of
0 Mavenbser 2005

Uk Essentially this is also the policy folbowed by the Duteh Ceotral Bank s the mid- 19805
when i tied the Dutch gailder (o s Ceutschmank, essentinlly enforcing wages modermtion
Cn the ore hand 1his explaing the encamous employment growth, il se-called Duich
miracle, However, one of the prices that bave been paid for this saccess was the high
incilence of allegedly disabled workess, who have pow become an emtrenched priblem
and constitie abont 10 per cent of the workforee (Muysken, 2003)
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