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Before we start…. 
• Break into groups of 4-5 and discuss the following: 

•  The only way to adjust the economy in the European 
monetary union is through internal devaluation. Discuss. 



Introduction  
• Since 2009, distributional conflict under democratic 

capitalism has turned into a complicated tug-of-war 
between global financial investors and sovereign nation 
states. 

•  This tension is amplified in the European monetary union 
because the tools of economic adjustment, available to 
national governments, are severely constrained. 

• Membership of the Euro means that the burden of 
adjustment is shifted on to public finances (fiscal) and 
wages and employment (labour market). 



Competitive nationalisms  
•  The institutional design of EMU means that governments must pursue 

an 'internal devaluation' to reduce their debt and deficit. 

•  This is particularly the case for those member-states in the Euro 
periphery in receipt of non-market financial funding from the Troika. 

•  But to reduce debt-to-GDP ratios, governments must simultaneously 
encourage economic growth, which is to be achieved through 
increased liberalization of markets and export-growth. 

•  All member-states are confronted with implementing tough wage and 
budget cuts, which reduces aggregate demand and income, whilst 
competing against each other for inward investment. 

•  These are not technical decisions made by economic engineers in 
Brussels but representative political parties who must respond, and 
be accountable toward, the concerns of the electorate. 



Democratic capitalism 
•  Most political parties and governments across Europe who have 

implemented 'austerity' have been punished by their electorates. 

•  But do governments have a choice? 

•  This distributional tension, between the competing interests of 
'competitive markets' and 'democratic politics', is the core theme 
underpinning our course. 

•  For Wolfgang Streeck, the tension between market allocation and social 
rights, implicit within democratic capitalism, has expressed itself in four 
different ways since 1950: 

1.  Inflation 
2.  Public deficits 
3.  Private indebtedness 
4.  Sovereign indebtedness 



Inflation 



Inflation  
•  In the 1960's strong trade unions bargained for higher wages in an ideational 

context where governments were committed to full employment via the 
Keynesian welfare state. 

•  But in a context of slower economic growth this wage-induced inflation 
generated problems of unemployment, which became increasingly costly to 
governments. 

•  Inflation came to an end when governments, particularly in the 1980's, gave up 
their commitment to full employment and Keynesian demand management. 

•  Previously it was assumed that the electorate would punish political parties for 
the resulting levels of high unemployment. This did not happen. 

•  But it created a new fiscal crisis of the social state: how to fund expenditure on 
public services in a context of growing wage and pension costs? 



Public deficits  
•  Governments initially responded by increasing public debt, pursuing 

currency devaluations and running high fiscal deficits. 

•  The distributional tension played itself out between electorates and 
national governments within a context of regulated capital flows. 

•  In the late 1980's and early 1990's this debt-financed expenditure 
came to an end with global capital liberalization. 

•  Most governments cut expenditure, adopted a hard currency stance, 
and tried to actively liberalize their labour markets. 

•  This created an problem of how to sustain high levels of consumption 
with insecure workers, low levels of income growth and consumption 
and rising inequality i.e. aggregate demand. 



Private debt 
•  Governments responded by deregulating the finance market. Private household 

debt replaced government public debt. Private credit replaced real wages. This 
maintained aggregate growth. 

•  This is often described as privatized Keynesianism. The distributional tension 
was managed within private finance and housing mortgage markets. 

•  But the problem of rising private credit and household debt created a whole new 
set of problems, which were radically exposed during the Euro crisis. 

•  When the sub prime mortgage market in the US collapsed, financial markets 
panicked. Governments stepped in and saved the private banking sector. 

•  Wolfgang Streecks core point is that the problem of how to manage the inherent 
distributional problem of democratic capitalism keeps getting moved around.  

•  It can never be resolved. 



Sovereign debt  
•  The outcome of saving the private financial sectors was 

rising public sovereign indebtedness.  

•  This is precisely where the Euro area is today. 

•  The distributional tension is played out between 
taxpayers, national governments, the EMU and global 
financial markets. 



The USA 



The global trilemma  
•  Assuming that Euro countries are not likely to leave a monetary 

union (even if they suffer years of one-sided deflation and 
austerity), is it possible to imagine a political-fiscal union 
emerging as a complement to monetary union? 

•  This is a political question that requires giving up nation-state 
sovereignty, and brings us back to what is often called the 
'global trilemma' in international economics. 

•  The global economic trilemma suggests that you can only have 
two of the following: 

1.  A fixed exchange rate, 
2.  A sovereign monetary policy 
3.  Global capital integration. 



The political trilemma  
•  From a political economy perspective Dani Rodrik argues that what 

this means is that we can either: 

1.  Restrict the democratic welfare state in the interest of minimizing 
the international transactions costs of globalization 

2.  Limit the globalization of international capital and build a social 
state within national borders 

3.  Globalize the democratic social state as a complement to global 
capital markets. 

•  If we want both globalization and democracy we have to give up the 
nation-state. 

•  The European Union (EU) is undoubtedly the most successful case of 
attempting to govern beyond the nation-state. But at what cost? 



The Euro trilemma  
•  The EMU is a radical response to the global trilemma in that it  combined 

complete capital mobility with complete abandonment of national monetary 
sovereignty. 

•  Member-states of the EMU have accepted deep market integration. The political 
choice, now, is between national politics (less integration) and shared policies 
(more integration). 

•  If member-states accept more European economic integration (which seems to be 
the case, for example, on banking union) then the choice is more democratic or 
technocratic decision-making in the Euro area (ECB, EU Commission). 

•  EMU is stuck somewhere in the middle. Monetary union plus the nation-state, with 
the implication that democracy must be constrained. 

•  German voters don’t want a budgetary union, or a common Eurobond, and Irish 
voters don’t want tax harmonization. It is a collective action problem. 


