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EQ s failing

Korbinian Ruger and Benjamin Zeeb discuss why
the European Union is failingrand what we can still
do to save it



http://www.worldcommercereview.com

he recent victory of Emmanuel Macron as president of France has instilled in many on the continent a fresh

hope that a new dawn for the EU might be just over the horizon. Could the coinciding shocks of Brexit and

Mr Trump’s election in 2016 become a galvanizing moment in Europe’s history? Is this the turning point

when the peak of crisis is finally overcome, and we Europeans can at long last start to look confidently to-
wards a brighter future?

It certainly seems like the EU has gained some new fans recently, with people from Berlin to Rome taking to the
streets under the banner of the ‘Pulse of Europe’ movement, waving the blue and yellow flag, loudly expressing their
support for the historic project of European Integration. Unfortunately, however, there is little reason for jubilation
as none of the continent’s most pressing problems have come any closer to a solution. Nor are they likely to in time.

Still Europe treads dangerously close to the brink of ruin, with a long list of very real risks all individually capable of
wiping away half a century’s worth of progress within the blink of an eye. Meanwhile the actions required to put Eu-
rope back on track far exceed even the boldest proposals for reform coming out of Brussels and national capitals.

Under these circumstances it is no longer the duty of Europhiles to try to explain to our storm-tossed citizenry why
the EU is good for them, why they should support it, and what it does for them. Instead it is our responsibility to
convey why, in its current state, the EU can do remarkably little for them, and that, in any case, it probably won’t be
around for much longer if we don’t radically change course to avert disaster.

Here are four reasons why the EU is going to fail and what - if anything - we can still do to save it.

A flawed structure
Historically, when it comes to the organization of political systems, there have essentially been two winning strat-
egies. Either your state is very large and simply by virtue of size more powerful than almost all competitors. Think
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the Roman Empire, Ancient China, the US today. Or you are very small and agile, creative and flexible, able to bend
rather than break in the face of hostile acts by larger adversaries: Singapore, Switzerland, or the City States of Re-
naissance Upper Italy.

Both, being large and being small, come with upsides and downsides in statecraft, but, with the exception of the
Holy Roman Empire, which eventually collapsed under its own weight, the EU stands alone in having accomplished
a dubious feat. Despite its sheer size it manages to harness almost none of the benefits that have historically come
with being large while at the same time suffering many of the downsides that should be reserved for much smaller
entities.

... successful unions have resulted not from gradualist
processes or legalistic procedures... Progress towards
the formation of states with new political structures
is usually caused by events, rather than processes.
Europe needs such an event now
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With being large, in Europe’s case this includes commanding the world’s biggest unified market, there should come
economies of scale, massive negotiating power, the ability to project power and define rule-sets far beyond once
own geographic boundaries, as well as an ability to protect one’s own citizens and immediate neighbours from war.
Essentially, you don't get bullied as easily when you're big.

But very few of the benefits of being big apply to the EU today. At the same time it has managed to retain most of
the downsides of size: a remote centre in charge of setting rules that is considered out of touch with the population,
a sprawling bureaucracy with lacking legitimacy that has become the target of populists and separatists alike, and,
maybe most consequentially, a high vulnerability to unforeseeable black swan events that threaten the intricately
woven web of interactions, be they financial, political, or cultural, that hold the whole thing together.

All of this wouldn't matter as much, if Europe’s member states were able to at least retain some of the benefits of
being small. That would mean greater flexibility, a more immediate relationship and exchange between citizens and
the ruling elite, greater flexibility, proper democratic representation and, crucially, fiscal independence. Being small
means that you likely profit from your neighbours financial failings while it is less likely that you will be aversely
affected by your competitor’s profligacy or over-production. Member states of the Confederate System of the EU,

of course, share traits of both small and big entities. However, they have uniquely failed to leverage the benefits of
both.

An ill-designed currency union

In the perception of many people, when the financial crisis of 2008 hit Europe, was the moment it all started to go
downhill for the project of European integration. Ever since then many see the EU as an institution in crisis, and to
some extent rightly so. It is not that the EU’s structural flaws were created then, but Europe’s financial and wider
economic crisis made them blatantly obvious. Unlike other economies worldwide also hit by recession, the euro-
zone’s countries were and still are trapped in a currency union that is incapable of reacting to external shocks be-
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cause it lacks a common fiscal policy. This unprecedented design flaw in the creation of the Euro has more than
once caused whole countries to nearly go under. That it hasn’t been corrected to this day is simply unbelievable.

One thing that continues to stand in the way is Germany’s shrieking horror in the face of a possible ‘transfer union:.
This has become most obvious again in the negotiations about the latest tranche of financial aid for Greece in June
of this year. Greece is a country crippled by crisis for almost ten years now. Ever since the first of three bailout pack-
ages was signed by the IMF and eurozone governments in 2010 the Greek economy is being just barely kept alive.

The IMF and virtually all mainstream economists have by now acknowledged that the country will never get back
on its feet without substantial debt relief. Consequently the IMF has made any future involvement in financial aid
for Greece contingent on such debt relief. The Eurogroup under the leadership of German finance minister Wolf-
gang Schauble in turn has so far blocked any attempts for substantive relief, while at the same time insisting that
the IMF stay involved. June’s agreement to release the latest funds, once again keeping Greece from immediate sov-
ereign default, reflects these opposing views by making debt relief a future option to be reviewed next year with
the IMF staying on board for now.

The German government cannot get itself to acknowledge that debt relief for Greece is one of the necessary trans-
fers within the eurozone that have to be made to keep it from falling apart. Funds have to flow from richer parts of
the Union to poorer parts to secure a minimum of fiscal harmonization. One of the most promising proposals to
that effect is a European unemployment insurance scheme. Without such measures, part of which would also be a
European finance ministry overseeing its own substantial budget, the eurozone, and with it the EU, will not survive.

An inadequate security setup
Another area where the EU is failing is its security policy. This is one of the areas where close cooperation between
member states is absolutely indispensable. Bearing few exceptions, the member states have in effect no internal
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borders and almost identical foreign policy and security interests. Border patrol, intelligence and military are thus
three things that most naturally should be taken care of on a European level. Yet, very little progress has been made
in recent years.

This has become blatantly obvious in the most tragic of ways when Europe proved unable to deal with the ongo-
ing ‘refugee crisis. When refugees from the Middle East and Africa fled war and hunger in numbers unprecedented
since World War 2, those countries with an external border have largely been left to their own devices and many of
them are either unable (Greece, Italy) or unwilling (Hungary) to control it in a way that is in line with Europe’s securi-
ty concerns as well as with a humane and sensible immigration policy.

This is a task that needs to be taken care of on the European level. We need a European scheme that is in charge
with securing the Union’s external border, of course in close cooperation with regional authorities, handling all im-
migration, including the distribution of asylum seekers across the Union. This scheme needs to be financed entirely
by European funds.

The same goes for intelligence. The security threats faced by EU member states are by and large the same. The top
priority at the moment no doubit lies in preventing further attacks like the ones in Barcelona, Berlin, Brussels and
Paris. Almost every one of those attackers has travelled or even lived in different European countries. All of them
have benefitted from insufficient cooperation between national intelligence services and police forces. It is far from
crazy to think that one or more of these attacks could have been prevented had this not been the case. It seems dis-
tasteful to mention how economically wasteful it is to run 28 intelligence services that do much of the same work.
But, of course, this is also true.

This last point is also very relevant in terms of European military spending. There has been much discussion about
European NATO members that spend far less on their defence budget than the agreed upon 2% of GDP. The far
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more effective way to increase the military capacity of European countries to a level far beyond the 2% goal with-
out even spending that amount, would be to form a European army under single command. Harmonization effects
would increase Europe’s defence capacity far more than simply pouring more money in to the same defective sys-
tem would.

Of course, this would likely not satisfy Donald Trump, who thinks that European countries‘owe money’to the US for
enjoying years of American defence without paying much for it. However, satisfying the US president should not be
the goal in any case. Rather Europe should see the US’s retreat as a welcome opportunity to grow up and develop

a defence structure that is able to secure the safety of European citizens without having to rely on the goodwill of
whoever happens to occupy the White House.

A crisis of democratic representation

With the formation of informal Institutions like the Troika, the Eurogroup, and later the ubiquitous ‘Institutions; the
traditional and constitutional right to determine a state’s budget, which is one of the most essential rights of any
democratically elected parliament, has disappeared in practice.

In many cases including Spain, Ireland, Italy, Portugal, Cyprus and Greece, parliaments can no longer make inde-
pendent decisions on the state’s financial resources and therefore are no longer able to properly represent the will
of their respective national constituency. Even after the end the bailouts, the dependence continues. Essentially it
doesn’t matter who you vote for if you are a Greek or a Spaniard, economic policy (including on matters of taxation
and government spending in your country) will be made in Brussels, Paris, and Berlin.

On the global stage, Europeans are supposed to gain greater weight through membership in the EU. However, does
the EU even adhere to the will of a majority of Europeans in questions of trade, environment, and foreign policy?
The answer is, it probably doesn’t. How are we, under the current system, even supposed to discern what that will
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is? The answer is, we can't. To solve this crisis of representation we need to push for a massive overhaul of Europe’s
democratic institutions.

Is there hope?

One (wo)man, one vote! This simple principle should guide all our ambitions for reform in Europe. Unfortunately, we
can’t leave this process to the national elites representing their respective member states and their diverging inter-
ests. We have to take matters into our own hands.

Historically, successful unions have resulted not from gradualist processes or legalistic procedures. They have come
about through defining events in times of extreme crisis. Progress towards the formation of states with new politi-
cal structures is usually caused by events, rather than processes. Europe needs such an event now.

Much like the Philadelphia convention, which gave the United States a constitution didn't reinvent the wheel as to
how to form a federation, Europe does not have to do so either. After all, with more than two hundred years of fed-
eral practice, it is possible to analyse the costs and benefits of the United States’ constitutional model and to create
an adapted European one based on the outcomes. =

Korbinian Riiger is Treasurer and Head of Campaigns, and Benjamin Zeeb is the CEO at the Project for
Democratic Union
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State of the
European Union

Jean-ClaudeJuncker-takes stock of Europe’s current

political and economiclandscape, reviews the work

of the EU over the past year, and looksahead to the
priorities of the coming year



http://www.worldcommercereview.com

Wind in our sails

This time last year it was plain for all to see that our Union was not in a good state. Europe was battered and bruised
by a year that shook our very foundation. We only had two choices. Either come together around a positive Euro-
pean agenda or each retreat into our own corners. Faced with this choice, | argued for unity. | proposed a positive
agenda to help create a Europe that protects, empowers and defends.

Over the past twelve months this agenda has been brought to life with the help of the European Parliament and the
27 leaders of our member states, who welcomed my agenda at their summit in Bratislava. In doing so they chose
unity. They chose to rally around our common ground. Together, we showed that Europe can deliver for its citizens
when and where it matters.

Ever since, we have been slowly but surely gathering momentum.

It helped that the economic outlook swung in our favour. We are now in the fifth year of an economic recovery that
finally reaches every single member state. Growth in the European Union has outstripped that of the United States
over the last two years. It now stands above 2% for the Union as a whole and at 2.2% for the euro area.

Unemployment is at a nine-year low. Almost 8 million jobs have been created during this mandate so far. With 235
million people at work, more people are in employment in the EU than ever before.

The European Commission cannot take the credit for this alone. Though | am sure that had 8 million jobs been lost,
we would have taken the blame. But Europe’s institutions played their part in helping the wind change. We can take
credit for our European Investment Plan which has triggered €225 billion worth of investment so far. It has grant-
ed loans to over 445,000 small firms and more than 270 infrastructure projects. We can take credit for the fact that,
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thanks to determined action, European banks once again have the capital firepower to lend to companies so that
they can grow and create jobs.

And we can take credit for having brought public deficits down from 6.6% to 1.6%. This is thanks to an intelligent
application of the Stability and Growth Pact. We ask for fiscal discipline but are careful not to kill growth. This is in
fact working very well across the Union — despite the criticism.

Ten years since crisis struck, Europe’s economy is finally bouncing back. And with it, our confidence. Our EU27 lead-
ers, the Parliament and the Commission are putting the Europe back in our Union. Together we are putting the Un-
ion back in our Union.

Europe was not made to stand still. It must never
do so. Helmut Kohl and Jacques Delors taught me
that Europe only moves forward when it is bold
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In the last year, we saw all 27 leaders walk up the Capitoline Hill in Rome, one by one, to renew their vows to each
other and to our Union. All of this leads me to believe: the wind is back in Europe’s sails. We now have a window of
opportunity but it will not stay open forever. Let us make the most of the momentum, catch the wind in our sails.
For this we must do two things:

First, we should stay the course set out last year. We have still 16 months in which real progress can be made by Par-
liament, Council and Commission. We must use this time to finish what we started in Bratislava and deliver on our
positive agenda.

Secondly, we should chart the direction for the future. As Mark Twain wrote, years from now we will be more disap-
pointed by the things we did not do, than by the ones we did. Now is the time to build a more united, stronger and
more democratic Europe for 2025.

Staying course

As we look to the future, we cannot let ourselves be blown off course. We set out to complete an Energy Union, a
Security Union, a Capital Markets Union, a Banking Union and a Digital Single Market. Together, we have already

come a long way. As the Parliament testified, 80% of the proposals promised at the start of the mandate have al-

ready been put forward by the Commission. We must now work together to turn proposals into law, and law into
practice.

As ever, there will be a degree of give and take. The Commission’s proposals to reform our Common Asylum System
and strengthen rules on the Posting of Workers have caused controversy. Achieving a good result will need all sides
to move towards each other. | want to say today: as long as the outcome is the right one for our Union and is fair to
all member states, the Commission will be open to compromise.
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We are now ready to put the remaining 20% of initiatives on the table by May 2018. | have sent a Letter of Intent
to European Parliament President Antonio Tajani and Prime Minister Jiri Ratas outlining the priorities for the year
ahead. | will not list all our proposals here, but let me mention five which are particularly important.

Firstly, | want us to strengthen our European trade agenda. Yes, Europe is open for business. But there must be rec-
iprocity. We have to get what we give. Trade is not something abstract. Trade is about jobs, creating new opportu-
nities for Europe’s businesses big and small. Every additional €1 billion in exports supports 14,000 extra jobs in Eu-
rope.

Trade is about exporting our standards, be they social or environmental standards, data protection or food safety
requirements. Europe has always been an attractive place to do business. But over the last year, partners across the
globe are lining up at our door to conclude trade agreements with us.

We have just secured a trade agreement with Canada that will provisionally apply as of next week. We have a politi-
cal agreement with Japan on a new economic partnership. By the end of the year, we have a good chance of doing
the same with Mexico and South American countries.

And today, we are proposing to open trade negotiations with Australia and New Zealand. | want all of these agree-
ments to be finalised by the end of this mandate. And | want them negotiated in the fullest transparency.

Open trade must go hand in hand with open policy making. The European Parliament will have the final say on all
trade agreements. So its members, like members of national and regional parliaments, must be kept fully informed
from day one of the negotiations. The Commission will make sure of this. From now on, the Commission will publish
in full all draft negotiating mandates we propose to the Council.
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Citizens have the right to know what the Commission is proposing. Gone are the days of no transparency. Gone
are the days of rumours, of incessantly questioning the Commission’s motives. | call on the Council to do the same
when it adopts the final negotiating mandates.

Let me say once and for all: we are not naive free traders. Europe must always defend its strategic interests. This is
why today we are proposing a new EU framework for investment screening. If a foreign, state-owned, company
wants to purchase a European harbour, part of our energy infrastructure or a defence technology firm, this should
only happen in transparency, with scrutiny and debate. It is a political responsibility to know what is going on in our
own backyard so that we can protect our collective security if needed.

Secondly, | want to make our industry stronger and more competitive. This is particularly true for our manufacturing
base and the 32 million workers that form its backbone. They make the world-class products that give us our edge,
like our cars.

| am proud of our car industry. But | am shocked when consumers are knowingly and deliberately misled. | call on
the car industry to come clean and make it right. Instead of looking for loopholes, they should be investing in the
clean cars of the future. The new Industrial Policy Strategy we are presenting will help our industries stay or become
the world leader in innovation, digitisation and decarbonisation.

Third: | want Europe to be the leader when it comes to the fight against climate change. Last year, we set the global
rules of the game with the Paris Agreement ratified here, in this very House. Set against the collapse of ambition in
the United States, Europe will ensure we make our planet great again. It is the shared heritage of all of humanity.
The Commission will shortly present proposals to reduce the carbon emissions of our transport sector.
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Fourth priority for the year ahead: we need to better protect Europeans in the digital age. In the past three years,
we have made progress in keeping Europeans safe online. New rules, put forward by the Commission, will protect
our intellectual property, our cultural diversity and our personal data. We have stepped up the fight against terrorist
propaganda and radicalisation online. But Europe is still not well equipped when it comes to cyber-attacks.

Cyber-attacks can be more dangerous to the stability of democracies and economies than guns and tanks. Last
year alone there were more than 4,000 ransomware attacks per day and 80% of European companies experienced
at least one cyber-security incident. Cyber-attacks know no borders and no one is immune. This is why, today, the
Commission is proposing new tools, including a European Cybersecurity Agency, to help defend us against such
attacks.

Fifth: migration will stay on our radar. In spite of the debate and controversy around this topic, we have managed to
make solid progress — though admittedly insufficient in many areas.

We are now protecting Europe’s external borders more effectively. Over 1,700 officers from the new European Bor-
der and Coast Guard are now helping member states’ 100,000 national border guards patrol in places like Greece,
Italy, Bulgaria and Spain. We have common borders but member states that by geography are the first in line cannot
be left alone to protect them. Common borders and common protection must go hand in hand.

We have managed to stem irregular flows of migrants, which were a cause of great anxiety for many. We have re-
duced irregular arrivals in the Eastern Mediterranean by 97% thanks our agreement with Turkey. And this summer,
we managed to get more control over the Central Mediterranean route with arrivals in August down by 81% com-
pared to the same month last year.
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In doing so, we have drastically reduced the loss of life in the Mediterranean. Tragically, nearly 2,500 died this year. |
will never accept that people are left to die at sea.

| cannot talk about migration without paying strong tribute to Italy for their tireless and noble work. This summer,
the Commission again worked closely together with Prime Minister Paolo Gentiloni and his government to improve
the situation, notably by training the Libyan Coast Guard. We will continue to offer strong operational and financial
support to Italy. Because Italy is saving Europe’s honour in the Mediterranean.

We must also urgently improve migrants’living conditions in Libya. | am appalled by the inhumane conditions in
detention or reception centres. Europe has a collective responsibility, and the Commission will work in concert with
the United Nations to put an end to this scandalous situation that cannot be made to last.

Even if it saddens me to see that solidarity is not yet equally shared across all our member states, Europe as a whole
has continued to show solidarity. Last year alone, our member states resettled or granted asylum to over 720,000
refugees — three times as much as the United States, Canada and Australia combined. Europe, contrary to what
some say, is not a fortress and must never become one. Europe is and must remain the continent of solidarity where
those fleeing persecution can find refuge.

| am particularly proud of the young Europeans volunteering to give language courses to Syrian refugees or the
thousands more young people who are serving in our new European Solidarity Corps. They are bringing European
solidarity to life. We now need to redouble our efforts. Before the end of the month, the Commission will present a
new set of proposals with an emphasis on returns, solidarity with Africa and opening legal pathways.
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When it comes to returns: people who have no right to stay in Europe must be returned to their countries of origin.
When only 36% of irregular migrants are returned, it is clear we need to significantly step up our work. This is the
only way Europe will be able to show solidarity with refugees in real need of protection.

Solidarity cannot be exclusively intra-European. We must also show solidarity with Africa. Africa is a noble and
young continent, the cradle of humanity. Our €2.7 billion EU-Africa Trust Fund is creating employment opportuni-
ties across the continent. The EU budget fronted the bulk of the money, but all our member states combined have
still only contributed €150 million. The Fund is currently reaching its limits. We know the dangers of a lack of fund-
ing —in 2015 many migrants headed towards Europe when the UN’s World Food Programme ran out of funds. | call
on all Member States to now match their actions with their words and ensure the Africa Trust Fund does not meet
the same fate.

We will also work on opening up legal pathways. Irreqular migration will only stop if there is a real alternative to
perilous journeys. We are close to having resettled 22,000 refugees from Turkey, Jordan and Lebanon and | support
UN High Commissioner Grandi’s call to resettle a further 40,000 refugees from Libya and the surrounding countries.

At the same time, legal migration is a necessity for Europe as an ageing continent. This is why the Commission
made proposals to make it easier for skilled migrants to reach Europe with a Blue Card. | would like to thank the Par-
liament for your support and | call for an ambitious and swift agreement on this important issue.

Setting sail
| have mentioned just a few of the initiatives we should deliver over the next 16 months. But this alone will not be
enough to regain the hearts and minds of Europeans. Now is the time to chart the direction for the future.
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In March, the Commission presented our White Paper on the future of Europe, with five scenarios for what Europe
could look like by 2025. These scenarios have been discussed, scrutinised and partly ripped apart. That is good -
they were conceived for exactly this purpose. | wanted to launch a process in which Europeans determined their
own path and their own future.

The future of Europe cannot be decided by decree. It has to be the result of democratic debate and, ultimately,
broad consensus. This House contributed actively, through the three ambitious resolutions on Europe’s future and
your participation in many of the more than 2,000 public events that the Commission organised since March. Now
is the time to draw first conclusions from this debate. Time to move from reflection to action. From debate to deci-
sion.

Today | would like to present you my view: my own ‘scenario six; if you will. This scenario is rooted in decades of
first-hand experience. | have lived and worked for the European project my entire life. | have seen good times and
bad.

| have sat on many different sides of the table: as a Minister, as Prime Minister, as President of the Eurogroup, and
now as President of the Commission. | was there in Maastricht, Amsterdam, Nice and Lisbon as our Union evolved
and enlarged. | have always fought for Europe. At times | have suffered with and because of Europe and even de-
spaired for it. Through thick and thin, | have never lost my love of Europe.

But there is rarely love without pain. Love for Europe because Europe and the European Union have achieved some-
thing unique in this fraying world: peace within and outside of Europe. Prosperity for many if not yet for all. This is
something we have to remember during the European Year of Cultural Heritage. 2018 must be a celebration of cul-
tural diversity.
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A union of values

Our values are our compass. For me, Europe is more than just a single market. More than money, more than the
euro. It was always about values. In my scenario six, there are three principles that must always anchor our Union:
freedom, equality and the rule of law.

Europe is first of all a Union of freedom. Freedom from the kind of oppression and dictatorship our continent knows
all too well - sadly none more than central and Eastern Europe. Freedom to voice your opinion, as a citizen and as

a journalist — a freedom we too often take for granted. It was on these freedoms that our Union was built. But free-
dom does not fall from the sky. It must be fought for. In Europe and throughout world.

Second, Europe must be a Union of equality. Equality between its members, big and small, East and West, North
and South. Make no mistake, Europe extends from Vigo to Varna. From Spain to Bulgaria. East to West: Europe must
breathe with both lungs. Otherwise our continent will struggle for air.

In a Union of equals, there can be no second-class citizens. It is unacceptable that in 2017 there are still children dy-
ing of diseases that should long have been eradicated in Europe. Children in Romania or Italy must have the same
access to measles vaccines as other children right across Europe. No ifs, no buts. This is why we are working with all
member states to support national vaccination efforts. Avoidable deaths must not occur in Europe.

In a Union of equals, there can be no second-class workers. Workers should earn the same pay for the same work in
the same place. This is why the Commission proposed new rules on posting of workers. We should make sure that
all EU rules on labour mobility are enforced in a fair, simple and effective way by a new European inspection and en-
forcement body. It seems absurd to have a Banking Authority to police banking standards, but no common Labour
Authority for ensuring fairness in our single market. We will create one.
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In a Union of equals, there can be no second-class consumers. | will not accept that in some parts of Europe, people
are sold food of lower quality than in other countries, despite the packaging and branding being identical. Slovaks
do not deserve less fish in their fish fingers. Hungarians less meat in their meals. Czechs less cacao in their choco-
late. EU law outlaws such practices already. We must now equip national authorities with stronger powers to cut out
any illegal practices wherever they exist.

Third, in Europe the strength of the law replaced the law of the strong. The rule of law means that law and justice
are upheld by an independent judiciary. Accepting and respecting a final judgement is what it means to be part of
a Union based on the rule of law. Member states gave final jurisdiction to the European Court of Justice. The judge-
ments of the Court have to be respected by all. To undermine them, or to undermine the independence of national
courts, is to strip citizens of their fundamental rights.

The rule of law is not optional in the European Union. It is a must. Our Union is not a State but it is a community of
law.

A more united Union

These three principles must be the foundations on which we build a more united, stronger and more democratic
Union. When we talk about our future, experience tells me new Treaties and new institutions are not the answer
people are looking for. They are merely a means to an end, nothing more, nothing less. They might mean something
to us here in Strasbourg and in Brussels. But they do not mean a lot to anyone else.

| am only interested in institutional reforms if they lead to more efficiency in our Union. Instead of hiding behind
calls for Treaty change — which is in any case inevitable — we must first change the mind-set that for some to win
others must lose.
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Democracy is about compromise. And the right compromise makes winners out of everyone. A more united Union
should see compromise, not as something negative, but as the art of bridging differences. Democracy cannot func-
tion without compromise. Europe cannot function without compromise. This is what the work between Parliament,
Council and Commission should always be about.

A more united Union also needs to become more inclusive. If we want to strengthen the protection of our exter-
nal borders, then we need to open the Schengen area of free movement to Bulgaria and Romania immediately. We
should also allow Croatia to become a full Schengen member once it meets all the criteria.

If we want the euro to unite rather than divide our continent, then it should be more than the currency of a select
group of countries. The euro is meant to be the single currency of the European Union as a whole. All but two of our
member states are required and entitled to join the euro once they fulfil all conditions.

Member states that want to join the euro must be able to do so. This is why | am proposing to create a Euro-acces-
sion Instrument, offering technical and even financial assistance. If we want banks to operate under the same rules
and under the same supervision across our continent, then we should encourage all member states to join the
Banking Union.

Completing the Banking Union is a matter of urgency. We need to reduce the remaining risks in the banking sys-

tems of some of our member states. Banking Union can only function if risk-reduction and risk-sharing go hand in
hand. As everyone well knows, this can only be achieved if the conditions, as proposed by the Commission in No-
vember 2015, are met. To get access to a common deposit insurance scheme you first need to do your homework.

If we want to avoid social fragmentation and social dumping in Europe, then member states should agree on the
European Pillar of Social Rights as soon as possible and at the latest at the Gothenburg summit in November. Na-
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tional social systems will still remain diverse and separate for a long time. But at the very least, we should work for a
European Social Standards Union in which we have a common understanding of what is socially fair.

Europe cannot work if it shuns workers. If we want more stability in our neighbourhood, then we must maintain a
credible enlargement perspective for the Western Balkans. It is clear that there will be no further enlargement dur-
ing the mandate of this Commission and this Parliament. No candidate is ready yet. But thereafter the European
Union will be greater than 27 in number. Accession candidates must give the rule of law, justice and fundamental
rights utmost priority.

This rules out EU membership for Turkey for the foreseeable future. Turkey has been taking giant strides away from
the European Union for some time. Journalists belong in newsrooms not in prisons. They belong where freedom of
expression reigns. The call | make to those in power in Turkey is this: let our journalists go. And not just them either.
Stop insulting our member states by comparing their leaders to fascists and Nazis. Europe is a continent of mature
democracies. Insults create roadblocks. Sometimes | get the feeling Turkey is intentionally placing these roadblocks
so that it can blame Europe for any breakdown in accession talks. As for us, we will always keep our hands stretched
out towards the great Turkish people and those who are ready to work with us on the basis of our values.

A stronger Union

Our Union must also grow stronger. | want a stronger single market. When it comes to important single market
questions, | want decisions in the Council to be taken more often and more easily by qualified majority — with the
equal involvement of the European Parliament. We do not need to change the Treaties for this. There are so-called
“passerelle clauses” in the current Treaties which allow us to move from unanimity to qualified majority voting in cer-
tain areas - if all Heads of State or Government agree to do so.
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| am also strongly in favour of moving to qualified majority voting for decisions on the common consolidated cor-
porate tax base, on VAT, on fair taxes for the digital industry and on the financial transaction tax. Europe has to be
able to act quicker and more decisively.

| want a stronger Economic and Monetary Union. The euro area is more resilient now than in years past. We now
have the European Stabilisation Mechanism (ESM). | believe the ESM should now progressively graduate into a Eu-
ropean Monetary Fund and be firmly anchored in our Union. The Commission will make concrete proposals for this
in December.

We need a European Minister of Economy and Finance: a European Minister that promotes and supports structural
reforms in our member states. He or she can build on the work the Commission has been doing since 2015 with our
Structural Reform Support Service. The new Minister should coordinate all EU financial instruments that can be de-
ployed when a member state is in a recession or hit by a fundamental crisis.

| am not calling for a new position just for the sake of it. | am calling for efficiency. The Commissioner for economic
and financial affairs — ideally also a Vice-President — should assume the role of Economy and Finance Minister. He or
she should also preside the Eurogroup. The European Economy and Finance Minister must be accountable to the
European Parliament.

We do not need parallel structures. We do not need a budget for the euro area but a strong euro area budget line
within the EU budget. | am also not fond of the idea of having a separate euro area parliament.
The Parliament of the euro area is the European Parliament.

The European Union must also be stronger in fighting terrorism. In the past three years, we have made real pro-
gress. But we still lack the means to act quickly in case of cross-border terrorist threats. This is why | call for a Euro-
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pean intelligence unit that ensures data concerning terrorists and foreign fighters are automatically shared among
intelligence services and with the police. | also see a strong case for tasking the new European Public Prosecutor
with prosecuting cross-border terrorist crimes.

| want our Union to become a stronger global actor. In order to have more weight in the world, we must be able
to take foreign policy decisions quicker. This is why | want member states to look at which foreign policy decisions
could be moved from unanimity to qualified majority voting. The Treaty already provides for this, if all member
states agree to do it.

And | want us to dedicate further efforts to defence matters. A new European Defence Fund is in the offing. As is a
Permanent Structured Cooperation in the area of defence. By 2025 we need a fully-fledged European Defence Un-
ion. We need it. And NATO wants it.

Last but not least, | want our Union to have a stronger focus on things that matter, building on the work this Com-
mission has already undertaken. We should not meddle in the everyday lives of European citizens by regulating
every aspect. We should be big on the big things. We should not march in with a stream of new initiatives or seek
ever growing competences. We should give back competences to Member States where it makes sense.

This is why this Commission has been big on big issues and small on the small ones, putting forward less than 25
new initiatives a year where previous Commissions proposed over 100. We have handed back powers where it
makes more sense for national governments to deal with things. Thanks to the good work of Commissioner Vestag-
er, we have delegated 90% of state aid decisions to the regional or local level.

To finish the work we started, | am setting up a Subsidiarity and Proportionality Task Force as of this month to take
a very critical look at all policy areas to make sure we are only acting where the EU adds value. First Vice-President
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Frans Timmermans, who has a proven track record on better regulation, will head this Task Force. The Timmermans
Task Force, which should include members of this Parliament as well as members of national Parliaments, should
report back in a years'time.

A more democratic Union

Our Union needs to take a democratic leap forward. | would like to see European political parties start campaigning
for the next elections much earlier than in the past. Too often Europe-wide elections have been reduced to nothing
more than the sum of national campaigns. European democracy deserves better.

The Commission is proposing new rules on the financing of political parties and foundations. We should not be
filling the coffers of anti-European extremists. We should be giving European parties the means to better organise
themselves. | also have sympathy for the idea of having transnational lists — though | am aware this is an idea more
than a few of you disagree with. Such lists would help make European Parliament elections more European and
more democratic.

| also believe that, over the months to come, we should involve national Parliaments and civil society at national, re-
gional and local level more in the work on the future of Europe. Over the last three years, members of the Commis-
sion have visited national Parliaments more than 650 times. They also debated in more than 300 interactive Citizens’
Dialogues in more than 80 cities and towns across 27 member states. But we can still do more. This is why | support
President Macron’s idea of organising democratic conventions across Europe in 2018.

As the debate gathers pace, | will personally pay particular attention to Estonia, Latvia, Lithuania and Romania in
2018. This is the year they will celebrate their 100" anniversary. Those who want to shape the future of our conti-
nent should well understand and honour our common history. This includes these four countries — Europe would
not be whole without them.
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The need to strengthen democracy also has implications for the European Commission. Today, | am sending the
European Parliament a new Code of Conduct for Commissioners. The new Code first of all makes clear that Commis-
sioners can be candidates in European Parliament elections under the same conditions as everyone else. The new
Code will of course strengthen the integrity requirements for Commissioners both during and after their mandate.

If you want to strengthen European democracy, then you cannot reverse the democratic progress seen with the cre-
ation of lead candidates - ‘Spitzenkandidaten’ | am convinced that any future President will benefit greatly from the
unique experience of having campaigned in all quarters of our beautiful continent. To understand the challenges of
his or her job and the diversity of our member states, a future President should have met citizens in the townhalls of
Helsinki as well as in the squares of Athens. In my personal experience of such a campaign, it makes you more hum-
ble, but also strengthens you during your mandate. And you can face the other leaders in the European Council
with the confidence that you have been elected, just as they have. This is good for the balance of our Union.

More democracy means more efficiency. Europe would function better if we were to merge the Presidents of the
European Commission and the European Council. This is nothing against my good friend Donald, with whom | have
worked seamlessly together for the past three years. This is nothing against Donald or against me. Europe would

be easier to understand if one captain was steering the ship. Having a single President would better reflect the true
nature of our European Union as both a Union of States and a Union of citizens.

Our Roadmap

The vision of a more united, stronger and more democratic Europe | am outlining today combines elements from
all of the scenarios | set out in March. But our future cannot remain a scenario, a sketch, an idea amongst others. We
have to prepare the Union of tomorrow, today.
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| have sent a Roadmap to President Tajani, President Tusk as well as to the holders of the rotating Presidencies of the
Council between now and March 2019, outlining where we should go from here. An important element will be the
plans the Commission will present in May 2018 for how the future EU budget can match our ambition and make
sure we can deliver on everything we promise.

On 29 March 2019, the United Kingdom will leave the European Union. This will be a very sad and tragic moment.
We will always regret it. But we have to respect the will of the British people. On 30 March 2019, we will be a Union
of 27. | suggest that we prepare for this moment well, amongst the 27 and within the EU institutions.

European Parliament elections will take place just a few weeks later, in May 2019. Europeans have a date with de-
mocracy. They need to go to the polls with a clear understanding of how the European Union will develop over the
years to come.

This is why I call on President Tusk and Romania, the country holding the Presidency in the first half of 2019, to or-
ganise a Special Summit in Romania on 30 March 2019. My wish is that this summit be held in the beautiful ancient
city of Sibiu, or Hermannstadt as | know it. It should be the moment we come together to take the decisions needed
for a more united, stronger and democratic Europe.

My hope is that on 30 March 2019, Europeans will wake up to a Union where we all stand by our values. Where all
member states firmly respect the rule of law. Where being a full member of the euro area, the Banking Union and
the Schengen area has become the norm for all EU member states. Where we have shored up the foundations of
our Economic and Monetary Union so that we can defend our single currency in good times and bad, without hav-
ing to call on external help.
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Where our single market will be fairer towards workers from the East and from the West. Where we managed to
agree on a strong pillar of social standards. Where profits will be taxed where they were made. Where terrorists have
no loopholes to exploit. Where we have agreed on a proper European Defence Union. Where a single President
leads the work of the Commission and the European Council, having been elected after a democratic Europe-wide
election campaign.

If our citizens wake up to this Union on 30 March 2019, then they should be able vote in the European Parliament
elections a few weeks later with the firm conviction that our Union is a place that works for them.

Conclusion

Europe was not made to stand still. It must never do so. Helmut Kohl and Jacques Delors taught me that Europe
only moves forward when it is bold. The single market, Schengen and the single currency were all written off as
pipe dreams before they happened. And yet these three ambitious projects are now a reality.

| hear those who say we should not rock the boat now that things have started to get better. But now is not the time
to err on the side of caution. We started to fix the roof. But we must complete the job now that the sun is shining

and whilst it still is. Because when the next clouds appear on the horizon — and they will - it will be too late. So let’s
throw off the bowlines. Sail away from the harbour. And catch the trade winds in our sails. =

Jean-Claude Juncker is President of the European Commission

Based on the State of the Union Address given to Members of the European Parliament, Brussels, 13 September 2017
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Introduction

Europe’s future depends on being competitive. It depends on jobs for our young people. On the growth that creates
opportunities for them. And to produce those jobs, and that growth, we need businesses that can compete in mar-
kets all around the world.

Right now - ten years after the financial crisis began - jobs and growth are back in Europe. Every EU economy grew
last year. Some 234 million people have jobs in the EU - that’s more than ever before.

To build on that recovery, so it makes life better for all Europeans, we need to make our economy even more com-
petitive. And we have what it takes. Of the top 20 countries in the World Bank'’s Doing Business rankings, nine are
members of the European Union. In the World Intellectual Property Organisation’s Global Innovation Index, ten of
the top 20 countries were from the EU.

So Europe starts from a strong position. With skilled people, and innovative businesses. And being competitive is
really about making the most of those strengths.

Competition and competitiveness

It's about having a single market where innovative businesses can thrive. And for that, we need competition. Com-
petition keeps down the cost of the things our businesses rely on. Last year, our decisions on cartels and mergers
saved customers - including businesses — some €30 billion.

Those are cases like a cartel that fixed gross list prices of trucks for fourteen years. Or the merger between two ship-
ping companies, Maersk and Hamburg Stid, which would have raised shipping costs if we hadn't stepped in.
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Defending competition also means dealing with government subsidies. So that every business in Europe can com-
pete on equal terms. And so success goes to the companies that are most efficient and innovative - not to the ones

that get most help from government.

That's what's at stake when we deal with state aid in the form of special tax treatment. Or when we make sure that
state support for banks uses as little public money as possible, and doesn’t undermine competition.

Competition and innovation
Because competition gives our most innovative companies a chance to thrive. But the link between competition
and innovation goes even deeper. Because it's competition that drives companies to innovate.

.. fair competition is the way for Europe to succeed.
But it needs to be based on a real level playing field


http://www.worldcommercereview.com

Look at our decision involving Google. In most European countries, Google’s search engine has more than 90% of
the market. And we don't object to that success — after all, it inspires others to innovate. But we do have a problem
with Google using that dominance to deny others a chance to compete. By making sure its own comparison shop-
ping service was always at the top of the first page of its search results — and its rivals, on average, only on page four.

Because that sort of behaviour discourages innovation. There’s no point innovating, if consumers will never know
your service is there. And if successful companies can hold back innovation, we won't get the most out of Europe’s
potential.

We deal with the same issue when we look at mergers. Earlier this year, we found that the merger between Dow
and DuPont would not just raise prices, but also hold back innovation. Because they were two of only five compa-
nies that were active in all stages of developing pesticides, to meet the needs of farmers throughout the world. And
we found evidence that they were planning to cut back their research efforts after the merger.

So we only approved that deal after the companies agreed to sell large parts of DuPont’s pesticide business, which
brought in revenues of about 1.4 billion dollars last year, and which included DuPont’s worldwide research arm for
pesticides.

Financing innovation

But competition alone isn’'t enough. To get new ideas to the market in the first place, our innovators need money.
And this Commission is determined to help them find that money. That’s why our plan for a Capital Markets Un-
ion will unlock new sources of money for growing companies. In May, the European Parliament and the Council
reached agreement on our proposal to make it easier for venture capital funds to invest in smaller companies.
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It's why innovation is an essential part of the Juncker Investment Plan. The projects that have already been ap-
proved under that plan could trigger more than 225 billion euros of investment — and more than a fifth of that is
aimed at research, development and innovation.

And it's why the Horizon 2020 programme - our biggest ever programme for research and innovation — will provide
money to help take new ideas from the lab to the market.

State aid rules and innovation
Of course, when EU governments hand out support for innovation, they need to follow the state aid rules. We have
to make sure that support really does help innovation, without harming competition.

But there’s no reason why that should stop money getting where it's needed, quickly and efficiently.

In the last few years, we've been working to make it even simpler for EU governments to give state aid that doesn't
harm competition — including state support for innovation. Last year, almost all state aid measures for research and
innovation were given without needing our approval in advance.

And even when support does need our approval, that doesn’t stand in the way of innovation. We've approved pro-
jects like the more than €350 million that France and Germany are providing to help Airbus develop an innovative
new helicopter.

Under our rules, governments can cover up to 90% of the costs for small companies doing applied research. The
rules allow even higher levels of support, if a similar project outside the EU is supported by state aid.
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And for multinational projects of common European interest — projects where a number of EU countries and com-
panies cooperate, and which benefit Europe as a whole — governments can provide up to 100% of the missing
funds.

Because state aid rules shouldn’t get in the way of supporting innovation. And we take that pledge very seriously
indeed. It's why, for example, we're about to launch a study, to collect evidence that will help us better understand
how the state aid rules affect public support for innovation.

International control of subsidies

But of course, to give European companies a real chance to succeed, we need fair competition, not just in Europe,
but all around the world. In many areas, like dealing with climate change or preventing tax avoidance, the EU has
given the lead that has made international agreement possible. We should do the same when it comes to the rules
that make international trade not just free, but also fair.

Our state aid rules can be a model for a better international approach to subsidies. In the last few months, the lead-
ers of the G7 and the G20 have made clear that we need to deal with subsidies that undermine competition.

We've signed an agreement with China, to set up a dialogue on state aid that will help us discuss subsidies that can
harm competition. And we've reached agreement in principle on a free trade agreement with Japan, including a
commitment to be more open about subsidies, and to avoid the most harmful types of support.

Those experiences can help us to work with partners around the world, to improve the WTO rules that deal with
subsidies. So transparency about those subsidies really works in practice. And so the rules cover more of the sup-
port that harms competition the most.


http://www.worldcommercereview.com

Conclusion

Because we know that fair competition is the way for Europe to succeed. But it needs to be based on a real level
playing field. In the last few months, we've heard concerns about foreign - often state-owned - investors taking
over European companies that control key technologies.

This issue isn’t simple. It needs careful consideration, before we decide how to act. We're working on this issue now,
and we plan to put forward concrete proposals in the autumn.

Because European businesses have what it takes to succeed. Our job is to build the right conditions, so they — and
we — can make the most of that potential. m

Margrethe Vestager is the European Commissioner for Competition

Based on a speech delivered at the Ambrosetti Forum, Villa d’Este, 2 September 2017
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n July, the German government expanded its powers to block the foreign takeover of German companies. The
decision was a reaction to the accelerating acquisition of German high-tech firms by Chinese companies, includ-
ing the landmark purchase last year of Kuka, Germany’s largest maker of industrial robotics, by Midea, a Chinese
appliance maker.

The move by the German government followed almost immediately an aborted attempt by France, Germany and
Italy to set up an EU mechanism to monitor and, if needed, veto third country buyouts.

According to press reports, the three countries’demand was met with strong opposition from a majority of EU
countries at this year’s June European Council summit. As a result, the summit conclusion did not include an invita-
tion to the Commission to “examine the need and ways to screen investment from third countries in strategic sectors’, as
a previous draft had proposed. Instead it simply called on the Commission to “analyse investments from third coun-
tries in strategic sectors, while fully respecting member states’ competences’.

But this setback for France, Germany and Italy may only be temporary. The Financial Times recently reported that, in
his State of the Union speech on 13 September, the European Commission president, Jean-Claude Juncker, “will call
for more rigorous screening of foreign takeovers of European companies, as it seeks to address mounting concerns about
a surge of Chinese investment into the bloc’s high-tech manufacturing, energy and infrastructure sectors.”

So, should the EU rethink its position and give the Commission the power to vet foreign takeovers? Here two Brue-
gel scholars give different answers to this timely question.
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André Sapir: YES, but...
There are three reasons why the EU should have the power to vet foreign takeovers.

The first reason is that 13 of the EU’s 28 members already have national legislation for screening takeovers to eval-
uate whether they constitute a threat to national security or other public policy goals'. Having an EU mechanism
instead of national mechanisms would be preferable. It would be better for the functioning of the single market.
Having different national rules creates problems for dealing with firms that operate in several EU countries. Better to
have a single EU rule for the smooth functioning of the single market. An EU-level vetting process also offers greater
size and leverage. Having a single EU rule gives each EU country greater leverage over foreign countries than having
a national rule.

EU competition policy could become a convenient
substitute for a European-level investment protection
policy in the same way as EU competition policy has
long been known for being used for trade policy
purposes
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There is obviously a counter-argument to this reasoning. It is that 15 EU members do not feel the need for legis-
lation to screen foreign takeovers, presumably because they consider that foreign investment is always desirable.
Moreover, even among the 13 countries that currently have a system to vet foreign takeovers, there are many differ-
ences in the rules which reflect differences in national preferences.

The question, therefore, is whether the benefits of a single EU rule (smoother functioning of the single market and
greater leverage vis-a-vis foreign countries) outweigh the costs associated with different national preferences. This
is obviously a difficult question. However, we should remember that EU members have extended, with the Lisbon
Treaty, the EU’s exclusive competence in the field of trade to cover foreign direct investment (with the exception of
dispute settlement between investors and states). This implies that EU countries may be willing to forego national
preferences for common EU action in the area of foreign takeovers as well.

The second reason is that the United States has long vetted foreign takeovers, through its Committee on Foreign
Investment (CFIUS). CFIUS has sometime even prevented foreign firms from buying EU companies. For instance, last
year CFIUS blocked the purchase of a US-based unit of Philips, the Dutch giant, and of a German-based chip equip-
ment maker, Aixtron, by Chinese companies on national security grounds.

The third reason is China. There is a strong asymmetry between the EU and China regarding the treatment of for-
eign investment by state authorities. This asymmetry basically stems from the fact that Chinese state-owned enter-
prises (SOEs) are “bigger, more pervasive and more dominant than their EU counterparts”, as Alicia Garcia-Herrero and
Jianwei Xu explain in a recent Bruegel paper. The implication is that Chinese investors in the EU are often connected
to the Chinese state, which potentially raises national security issues that are rarely scrutinised by EU states. Typical-
ly, whether they are connected to the Chinese state or not, Chinese investors are treated on equal footing with EU
investors in the EU. On the other hand, EU investors in China are rarely connected to EU states, yet they often en-
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counter great difficulty both in setting up production and, if they succeed, in competing with local firms that bene-
fit from state connections.

An EU mechanism to vet third country buyouts, including from China, would strengthen the hand of the EU in its bi-
lateral investment negotiations with China. These started more than three years ago and are making slow progress
due to the vexing (for the EU) SOE question.

Taken together, these three reasons seem compelling in favour of setting up an EU mechanism to monitor and, if
needed, stop foreign takeovers.

There are, however, two important questions that need to be addressed before signing up to the idea.

The first concerns the scope of the strategic sectors or assets that would be scrutinised by the new mechanism. This
is crucial to ensure that this mechanism serves genuine security concerns rather than protectionist interests.

The second question concerns the heterogeneity of preferences within the EU. For instance, there is understanda-
ble worry is some EU countries, especially those where foreign direct investment is badly needed to improve their
growth prospects, that an EU mechanism to vet takeovers may slow down the inflow of such investment. One way
to deal with this issue, and more broadly with the heterogeneity of preferences within the EU towards, would be to
let EU states activate the EU mechanism at their request rather than having the EU decide when to activate it, ex-
cept under certain well-specified conditions.

Combining these two questions, the scope and the heterogeneity, one could have a two-level system. Under cer-
tain narrow conditions, the EU mechanism would need to give its green light for a foreign takeover. Under some-
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what broader conditions, the EU mechanism could be involved if the relevant member state so wishes.

For the cases when the involvement of the EU mechanism would be mandatory, the body in charge of the mech-
anism (presumably the European Commission) would make a recommendation to the Council, which would ulti-
mately decide whether to block or not the proposed takeover?.

Alicia Garcia-Herrero: NO, but...

There are many reasons for the rising chorus of voices asking to protect European companies from foreign buyers.
But China comes to mind first. Chinese companies have been acquiring foreign targets at an astounding pace, with
over 30 billion USD in confirmed deals in 2016 and close to USD 100 billion if we were to add all deals which have
been announced and not completed. Beyond the high numbers, one should note that both the announced and the
completed Chinese acquisitions of European targets were larger than those of US targets (See Figure 1).

The sharp slowdown in mergers and acquisitions (M&A) in 2017 is actually not only for European targets but for Chi-
na’s M&A globally (with a 20% reduction in the first half of 2017)3. In the absence of a global slowdown or tighten-
ing of financial conditions, such a sharp slowdown in Chinese M&A can only be explained by the recent change of
direction of the Chinese government as regards foreign acquisitions, or at least ‘too exuberant’in less economically
important sectors.

However, the headline figures hide a more interesting story. Fewer Chinese takeovers succeed in Europe than in the
US. When analysing the M&A data more carefully, it appears that a smaller percentage of deals has been completed
successfully in Europe as compared to the US during the last few years (Figure 2). This evidence runs counter to the
presumption that an investment protection agency, like CFIUS, would reduce the number of deals completed. In re-
ality, there are many other reasons why potential merger and acquisitions do not come through, the most obvious
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Figure 1. Cross border M&A deals by Chinese corporates
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Figure 2. Cross border M&A deals by Chinese corporates by deal status (USD billion)
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one being the lack of agreement on the terms between the two parties as well as the difficulties that the buyer may
find to finance the operation. In fact, when one looks at US M&A operations in Europe, the percentage of deals that
are completed is nearly as low as those of Chinese corporates trying to acquire targets in Europe (Figure 3 a,b c).

In other words, it seems difficult to argue that Chinese investors are being pushed out of Europe, at least not more
than US investors.

While the aggregate numbers do not show a clear protectionist trend in Europe yet, the reality is that warning sig-
nals are rising. There are a number of reasons for this. The first, and probably most important, is related to China’s
economic model and, more importantly, company ownership structure. Still today, 64% of China’s listed corporates
are state-owned, which raises eyebrows in European circles regarding potential national security threats. A second
one, also important, is Europe’s fear of losing its comparative advantage as China moves up the ladder, which can
be facilitated through the technological transfers embedded in China’s acquisition of European high-tech compa-
nies.

While understandable, such arguments need to come to terms with standard economic theory by which openness
to foreign direct investment (FDI) should bring net benefits to a country. As for international trade, openness to for-
eign investment promotes competition and, thus, benefits consumers. Full openness to foreign investors should,
thus, be the first-best approach. But this is with one very important assumption, namely that all countries follow the
same reasoning: there is no free rider, or at least not a systemically important one.

China, the second largest economy in the world and second largest foreign direct investor in 2016, is the fourth
most restrictive country for FDI in a sample of sixty-three major countries, after the Philippines, Saudi Arabia and
Myanmar*,
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Figure 3a. Cross border M&A deals by Chinese corporates by deal status (2011 - 2017, Europe)

» Withdrawn 18% = Terminated 18% = Proposed 2%
* Pending 8% * Completed 54%

Source: Natixis, Bloomberg *2017 data as of 29 August 2017
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Figure 3b. Cross border M&A deals by Chinese corporates by deal status (2011 - 2017, US)
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Source: Natixis, Bloomberg *2017 data as of 29 August 2017
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Figure 3c. Cross border M&A deals by US corporates into Europe by deal status (2011 - 2017)
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With this background, and given the size of China’s domestic market and the increasingly globalised business of
corporations, it seems farfetched to solve Europe’s challenges with Chinese investment with a new European agen-
cy in charge of investment protection. Such an agency could potentially stop some of the most problematic deals,
especially if related to European-level security threats. But it would not solve a much wider issue for European inter-
ests, namely the threat of unfair competition — not only in Europe but actually globally.

Such unfair competition could stem from Chinese corporates preferential - sometimes even oligopolistic — access
to the world’s largest — but also very protected — market in many sectors, namely that of China. In fact, the combi-
nation of such a protected market with the very large share of state ownership complicates matters even further:
European concerns on national security issues cannot always been disentangled from competition issues.

In that regard, pushing for more market access in China seems like the best way for European companies to protect
themselves and, clearly, also a more optimal solution globally. There are two ways forward to ensure this first-best
solution (equally free access by foreign investors in China and Europe). The first is multilateral and the second is bi-
lateral.

The multilateral route is extremely difficult, if not impossible with the current international financial architecture.
Multilateral processes for investment liberalisation are less institutionalised than for trade and, even there, there is
no room for optimism in the current geopolitical juncture.

The latter option, the bilateral route, is currently being pursued by the Chinese government and EU Commission,
which have been negotiating a bilateral investment agreement since late 2013. Unfortunately, the prospects for
China agreeing to open its market to foreign investors on an equal footing, in exchange for keeping its ability to
purchase companies is Europe, are quite dim. China’s access to M&A deals is relatively ample (USD 30 billion in com-
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pleted acquisitions in 2016 says it all) so the only threat is that action is taken to reduce it. The reality is that it will
take time for the EU to come up with a formalised vetting system as member states clearly have different opinions
in this issue. It is much more likely that member states come up with new restrictions at the national level, further
harming the European single market.

Moving to a second-best world — in which granting free access to Chinese investors does not correspond with more
market access for European companies in China - Europe may prefer a more realistic and quicker solution to deal
with any potential threats stemming from Chinese purchases of European corporations. The most obvious one is
the application of Europe’s competition rules. More specifically, Chinese companies operating in Europe — or explor-
ing new acquisitions in Europe — need to comply with European competition rules, which include the avoidance of
a dominant position negatively affecting the functioning of the European Single Market.

The Glencor-Lonhor case in 1999 shows that EU Commission’s powers can go as far as refusing a merger of two
foreign companies already approved by the local requlator if it creates a dominant position globally, affecting the
good functioning of the European single market. This case is increasingly relevant for China, which has embarked
on a process of mergers to rationalise large SOEs, creating national champions to compete globally. The most recent
Google case, relating to its abuse of dominance in search, also constitutes a good warning signal for Chinese tech
companies with global/European ambitions of.

More generally, EU competition policy could become a convenient substitute for a European-level investment
protection policy in the same way as EU competition policy has long been known for being used for trade policy
purposes (especially for antidumping)®. Beyond competition policy, Europe can make use of its very high environ-
mental and labour protection standards, which every company operating in Europe should comply with. The funda-
mental principle is that the best way to keep an open investment environment is to protect Europe’s single market
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with its existing rules and regulations — which not only European companies but also foreign ones need to abide to.

In sum, beyond the wishful thinking of a first-best world, full application of European competition policy and other
rules and regulations to protect the European single market seems to be quickest and most efficient way to go to
confront potential issues with Chinese investment. m

André Sapir and Alicia Garcia-Herrero are Senior Fellows at Bruegel
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Japan's choice
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“Given his long record of broken promises and unrealized goals, collective amnesia is his best bet

”i

for regaining voters’ trust”.

ou may have been forgiven for thinking the writer of the comment above was speaking of President Trump.
In fact, the quote comes from a recent commentary on PM Abe’s second tenure as PM following the Gover-
nor Koike’s Tomin First victory in the Tokyo Metropolitan election?.

PM Abe’s return as Prime Minister in December 2012 brought with it economic growth (Figure 1), growing security
ties in and outside the region?, expanded consumer confidence and political stability. This in part has been related
to a plethora of policies that falls under rubric of Abenomics* which includes but is not exclusive to quantitative
easing, deregulation, improved corporate governance’ standards and a host of other policies. The results have been
increased capital investment (Figure 2) and increased corporate profits (Figure 3).

Figures from the Cabinet Office since 2010 are evidence that the policy approach, although not without problems
and concerns has delivered economic growth. At the same time, PM Abe’s push for constitutional reform®, his right
leaning conservative track record’, and a series of scandals® and gaffs® involving members of his Cabinet and even
himself has shaken his support amongst his conservative base. This drop resulted in a Cabinet reshuffle in early Au-
gust allowing him to regain some of his support'.

While PM Abe’s second stint as PM has not been without problems, missteps and questionable relationships, char-
acterizing it as a “long list of broken promises and unrealized goals” fails to recognize the achievements of arguably


http://www.worldcommercereview.com

Figure 1. Nominal GDP and growth rate
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Figure 2. Capital investment Figure 3. Corporate profits
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the most consequential PM in Japanese post WW 2 history. At the same time, the comments fail to highlight where
the current administration could and should have done better.

It is in this environment that voters are now faced with a dilemma, do they continue to support a leader that has
brought political stability, increased security through a tightening of the US-Japan Alliance and a series of strategic
partnerships with intra and extra regional powers such as Australia', India'?, and Vietnam'?, and economic growth
or do they choose economic stagnation, increased insecurity and relative decline owing to weak leadership and
incoherent policy?

The Japanese would need to ask themselves, why
throw out a leader that has been successful and
stable domestically, regionally and on the world
stage as well?
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While this is not a binary choice, investors should be concerned as well as a change in government in Japan could
lead to a return to the revolving door of Prime Ministers and policy inconsistency that plagued Japan for much of
the past 20 years.

Questionable right-wing associations and controversial policies

PM Abe’s refusal to distance himself from right-wing organizations such as the Nippon Kaigi'* has tarred PM Abe
with a far-right wing reputation, despite his track record as pragmatic PM that governs more from the centre than
we would have expected by examining his pre-PM political career’.

These groups are problematic for PM Abe as they argue that in order to reinvigorate Japan, the Japanese Constitu-
tion needs to be revised to include the following principles:

1) To nurture patriotism and position the Imperial Family at the centre of Japan’s identity;

2) To create a new Constitution based on Japan’s traditional characteristics;

3) To safeguard the sovereignty and honour of Japan;

4) To include the teaching of tradition in education to inculcate pride and love of citizens for their nation;

5) To cultivate a willingness to protect the nation and to provide it with enough defensive power to secure its
safety and contribute to world peace; and lastly

6) To foster coexistence and contribute to promoting the nation’s status in the global community and to building
friendship’.
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While these proposals are supported by some political elites with roots in Japan’s imperial past, they do not repre-
sent mainstream Japanese citizens with no ties to Japan’s imperial past'.

At the same time, PM Abe has pushed through rational yet, controversial collective security legislation'® that the
public has misgivings about do to deeply held post WW 2 pacifist norms and a lack of security literacy amongst
quotidian Japanese'.

Critics of PM Abe have also voice concern over the new anti-conspiracy bill raising important questions about the
state’s commitment to democracy?’. While timely and needed to deal with the growing threat of terrorism and
growing threats from abroad, the legislation has been perceived by voters as not having been accurately vetted and
explained to citizens.

To gain back some of his credibility amongst voters PM Abe has pushed out some of the more extreme elements of
his Cabinet during the recent Cabinet shuffle?!, suggesting a more centrist approach to governance and the avoid-
ance of ideologically-based politics which could upset trade relations with both China and South Korea, important
markets for Japan’s export dependent economy.

The jury is still out though whether these changes will be enough to allay the concerns of voters or prevent a politi-
cal insurgence from within the LDP to push PM Abe out. What is clear though that questionable right-wing associa-
tions and controversial policies are leading voters to explore other political alternatives that may not lead to further
political, economic and foreign policy insecurity.

Lukewarm commitment to reform
Critics of PM Abe have argued that his Abenomics has only half succeeded mostly because of lukewarm commit-
ment to essential structural reform?2, Whereas large exporters benefit from the yen'’s devaluation, domestically ori-
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ented small and mid-sized businesses as well as families are said not to receive the benefits of Abenomics, only the
higher prices of imports.

Others have argued that Abenomics has been hobbled by “Japan’s consensus-based society, not favouring top down
decision making” stressing that “it takes time to change long-standing policies, in particular those relating to labour
markets”.?

The agriculture sector is a particularly illustrative example of a tepid commitment to structure reform. Instead of a
full commitment to agreements signed in the initial TPP, we see the ‘agricultural tribe’ (nérin zoku) of the ruling Lib-
eral Democratic Party (LDP) poor cold water on real agricultural reforms through advocating a series of proposals,
subsidies and assistance programs to blunt the impact that a fully implemented TPP would have on the agricultural
sector®,

The International Monetary Fund’s (IMF) Country Report on Japan which was released on July 31, 2017 which out-
lined a series of nuanced of assessments on the success or failure of Abenomics. In the report, the IMF stresses that
“structural impediments underlie Japan’s struggle with stagnant growth and deflation” and that “Abenomics has im-
proved economic conditions and engendered structural reform, but key policy targets remain out of reach under current
policies™.

The report stressed that low birth rates and its ageing society are structural pressures that are preventing growth
from gathering momentum and productivity increasing. Through committed labour market reform, increasing the
number of foreign workers and the adoption of horizontal labour mobility policies, the IMF stresses that Abenomics
would garner more momentum.
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In short, greater commitment by political leaders in pushing through structural reforms is needed.

Security and economic achievements

PM Abe’s star has shined most brightly in the areas of security and economic policy, a welcome relief to voters and
investors. Sustained strategic commitment to expanding the number and quality of security partnerships in South-
east Asia, South Asia as well as with extra-regional powers such as Australia, the UK, France and the UK are notewor-
thy achievements in that they strengthen Japan’s security while abiding by Article 9 of Japan’s Pacifist constitution-
al.

Focusing on capacity building, multi-layered and multidimensional security cooperation with ASEAN and other
countries, Japan under PM Abe has taken an important role in alleviating some of its and her neighbours security
concerns®. This has been welcomed by Southeast Asian and South Asian countries but also by voters who have
growing concerns about North Korea’s belligerence and Chinese behaviour in the East China Sea and South China
Sea. This support has deepened in light of the missile and nuclear tests by Pyongyang in the summer of 2017 and
the island building activities in the South China Sea.

The advent of the strategic partnerships with India and Vietnam are significant as they expand the geographic co-
operation of Japan through the Indo-Pacific bringing in new security partners. Above and beyond their security
partnerships, the Indo-Pacific framework increases the scope of economic cooperation by connecting the capital
rich, developed Japanese market to India and Vietnam, both developing countries with young populations to act as
labourers for Japanese manufactures but also consumers of Japanese products.

While security achievements have infused a sense of stable stewardship of Japan'’s foreign policy, in the economic
realm Yen devaluation through quantitative easing has increased the competitiveness of Japanese exports in and
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outside the region. These policies alongside the relaxation of visa requirements for Southeast Asian countries and
China have dramatically boosted the number of tourists from the region into Japan.

Tourism related industries such as hotels, restaurants, tour copies, ski and hot spring resorts, temples, and some ru-
ral areas have been transformed from a domestically oriented tourist business model to one that actively seeks out
and accommodates foreign tourists.

Government policies to promote corporate governance and economic leadership in terms of signing the Japan -EU
Economic Partnership (EPA) in July 2017 and PM Abe’s commitment to realizing the TPP 11 are important markers
that the current leadership in Tokyo is committed to bolstering trade, deregulation and creating new trade rules
that project intellectual property rights.

Japan’s choice

Pragmatism, not ideology has driven Japan'’s security and economic achievements since 2012. More needs to be
done to ensure that the rural areas such as those in Northeast Japan and the Fukushima area benefit from policies
associated with Abenomics and PM Abe that are positively impacting Japan'’s urban areas such as Tokyo, Osaka and
Kyoto. To date, reforms initiated under PM Abe haven’t much effect on the rural areas that are plagued a rapidly
greying population and an exodus of the youth.

As to the political fate of PM Abe? What is important is a continuation and deepening commitment to current pol-
icies rather than PM Abe remaining Prime Minister. That being said, despite the stability that ordinary Japanese
have experienced during PM Abe’s tenure, the recent scandals have had less of an effect on voters than the idea of a
third term. For the average Tanaka, right or wrong, this smells like dictatorship. Businesses and investors on the oth-
er hand, may give more leeway on the possibility of a third term for PM Abe if it means political stability and deeper
and broader economic reform.
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With that, there is one more important consideration, the penchant of ordinary Japanese to prefer stability and to
avoid risk. Voting out PM Abe can be understood as a high-risk choice. The Japanese would need to ask themselves,
why throw out a leader that has been successful and stable domestically, regionally and on the world stage as well?

This is Japan’s choice. The answer to this question will have ramifications for Japanese citizens, investors and the
region as a dynamic, economically invigorated, democratic Japan could provide an essential leadership role in the
region.

It would be a beacon for developing countries by demonstrating that in East Asia and other regions, that open
and democratic societies can prosper and provide sustainable economic growth without sacrificing their freedom,
openness and independence. m

Stephen RNagy is a Senior Associate Professor in the Department of Politics and International Studies
at the International Christian University, Tokyo
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he Great Recession has reignited the debate on‘who creates money; on the relationship between base

money/outside money supplied by central banks and the inside money, which is created by commercial

banks. It is in this context that the old controversy regarding the fractional-reserve banking system should

be placed. This dispute should be linked with the equally old observation that the financial system is prone
to crises, to instances of panic - to‘runs.

What has been quite surprising to not a few is that a deep crisis hit so badly advanced economies which rely, pre-
sumably, on solid institutions and knowledgeable regulatory authorities. No wonder then that some voices have
gone beyond the need for tight financial regulation and supervision and have come up with proposals aimed at a
fundamental rethinking of the banking/financial system.

Mervyn King'(who was governor of the Bank of England until 2013), Adair Turner? (former Chairman of the UK’s Fi-
nancial Services Authority), John Kay?, Jaromir Benes and Michael Kumhof [BNR1]*, Martin Wolf, are among those
involved in this debate. How banks are perceived by many citizens in not a few countries is also the proposal made
in Switzerland for a referendum on fractional-reserves; similar heated debates have raged in other countries too.

The thoughts below dwell on money creation and the relationship between central banks and commercial banks,
the money vs. credit debate, money creation and financial stability, unconventional policies, crypto-currencies and
the money supply.

Commercial banks precede central banks

Central banks came up long after commercial banks; over time they developed their functions as we know them to-
day: currency issue, monetary policy, lender of last resort (LoLR), deposit guarantee, safeguarding financial stability°.
Some ‘central banks’ were established to serve another purpose as well: to finance military state campaigns, as was
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the case in England and France. This is what we would nowadays refer to as direct financing of general government
budget deficits via money printing.

Commercial banks went through a period of ‘free banking, which translated into unhindered competition and the
absence of a central bank as issuer of a single currency and lender of last resort. The fractional-reserve system does
not, therefore, originate in a philosophy (paradigm) of central bank functioning; it precedes the advent of central
banks and is the outcome of commercial banks’ realizing that they can grant loans and expand their balance sheets/
business way beyond own funds and deposits taken. It may be asserted that central banks inherited the fraction-

There is need for an effective requlation of the
financial system... including shadow banking,
stronger capitalization of financial entities, capping
leverage, etc. The purpose of macro-prudential tools
is to cool down dangerous credit expansion
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al-reserve system, but imposed prudential rules on the banking system - reserves to be held at the central bank,
capital and liquidity requirements to be met in relation to bank assets, etc.

A central bank, as an issuing house, must ensure trust in the currency, particularly when dealing with fiat money.
Modern economies are monetary par excellence, using money in financial and exchange transactions®.

When central banks became issuing houses and LoLR, fractional reserves interacted with monetary policy. This hap-
pened because central banks tried to ensure price stability by controlling the quantity of money (monetary aggre-
gates) and, during the past decades, especially via monetary policy rates (inflation targeting) — through the price

of money. The shift away from controlling the quantity of money (monetary aggregates) to controlling the price of
money, via the monetary policy rate, was grounded in the excessive variability of the relationship between base
money and broad money, between the money issued by the central bank and the‘inside money’ created by com-
mercial banks.

The money vs. credit debate

The money vs. credit argument is old, amid the evolution of the fractional-reserve banking system. More than half a
century ago, a much-debated report in the UK claimed that credit is also money (the Radcliffe Report). This thesis is
revisited in a Bank of England study by Michael McLeay, Amar Radia and Ryland Thomas’, which triggered, arguably,
overdone controversy. This holds true to the extent one considers that inflation targeting, through the control over
the price of money (via the policy rate), has stimulated credit expansion and made the financial cycle® more ample.

However, even by assuming that commercial banks create ‘money’ (inside money) via lending, it should be stressed
that this is done by virtue of a mandate. The latter means that commercial banks work with/multiply base money
(high powered money); they do not work with their own money. Banks use equity and deposits to acquire mon-
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etary resources. That in the UK, for instance, the central bank’s money creation has come to account for merely
around 3 percent of broad money does not change the process of money creation fundamentally, in the sense that
the Bank of England can, ultimately, contain credit expansion through the price of money (through the policy rate
and the transmission of the signal to money/financial markets).

Refuting this causality chain is like denying the role of prices in the economy, in the expansion or contraction of
economic activity; or it would be tantamount to the assumption that commercial banks ignore the price of money
pursued by the central bank — and, hence, that there would not be a monetary policy any longer. It is true that the
transmission mechanism can be impaired, even break down, particularly during hard times (like in the recent finan-
cial crisis), but this does not invalidate the role of central banks in fulfilling their basic functions.

A telling evidence shows that the cash injected by a central bank into the banking system lies at the root of money
creation. When the financial system ran the risk of collapse, as in the recent big financial crisis, central banks in the
US and in EU member states, the ECB itself, had no choice but to inject massive liquidity, base money; it was not
commercial banks that‘injected themselves’ with money they had created. There is one more thing worth mulling
over: when panic strikes, people withdraw their money from banks and may choose to keep it in‘money vaults.
Money could be transferred over to banks perceived as safer, yet a system-wide run on banks can be countered only
via liquidity injections from a credible LoLR, which is an issuing house (a central bank).

Even if cash were abolished, things would not fundamentally be different because the functions of cash would be

taken over by e-money (there are already suggestions in this regard, based on the need to cap the outflow of cash
from the banking system). Cash could be replaced, let’s say, by purchasing power units (PPUs) that would circulate
electronically only. Banks' equity and deposits would be solely in this form; reserves at the central bank would also
consist of such units. In other words, cash would drop out of the money-creation process without altering the rela-
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tionship between base money and broad money. Commercial banks would provide loans in PPUs and credit expan-
sion would hinge on household and corporate demand relative to the price of money (interest rates).

Commercial banks cannot create inside money (by granting loans) in an unlimited manner, by disregarding the
price of money which is set by the monetary policy rate and the monetary transmission mechanism. It is true that,
in an environment of very low policy rates (as is currently the case), monetary policy effectiveness is very much re-
duced. But even so, if demand for credit is highly subdued, commercial banks cannot embark on a money creation
spree.

Several observations are warranted with regard to the relationship between central banks and commercial banks in
today’s world, when banking systems are no longer based on a gold standard or other metal equivalents:

money in the system is fiduciary, it is based on trust, on the guarantees provided by public authorities (the
state);

- commercial banks may not supply other money than that which is sanctioned by central banks. In economies
where other currencies are in circulation as well (with substantial dollarization, euroization), it is possible to
grant loans denominated in foreign currencies which are accepted by the central bank (though other curren-
cies may also circulate in the informal economy);

- commercial banks are licensed by central banks;

- commercial banks are under the central bank’s regulatory and supervisory scope.
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Periods of time with intense deleveraging are also proof that base money sets the tone in the economy. Inside mon-
ey (ie. the money created by commercial banks via multiplying credit) may vanish suddenly, whereas base money

is not affected unless there is an outflow of non-residents’ funds. This is what happened in numerous economies
during the current crisis’ years. While the stock of ‘inside money’ may contract via deleveraging, base money does
not automatically decrease — unless the system witnesses outflows of funds. Granted, the monetary base could be
caught in what Keynes called the‘liquidity trap; for during a deep crisis and very low inflation, the liquidity prefer-
ence skyrockets®.

Lending should be viewed in relation to the expansion of banks’ financial operations. It is noteworthy that, in the
context of over-financialization, the bulk of large banks’ net income comes from trading, arbitrage, derivatives. Giv-
en growing interconnectedness, the result is an increasing fragility of the banking system as a whole.

Money creation and financial stability

There are two big challenges that a central bank has to deal with when it comes to monetary/financial stability: a)
the effectiveness of the monetary policy transmission mechanism, via monetary aggregates control, or through the
monetary policy rate — both instruments (a quantitative and a price tool respectively) trying to influence the level of
economic activity, price dynamics (inflation); and b) what the money that is multiplied by banks is used for.

In recent decades monetary transmission has relied in most of the industrialized world on inflation targeting (IT),
after it had been noticed that a control of monetary aggregates was pretty approximate, mainly due to money de-
mand instability. But the recent financial crisis, while not bringing the end of IT, has shown major drawbacks of this
regime too; these drawbacks refer to an under-looking of systemic risks and overreliance on price stability at the
expense of financial stability (by disregarding financial asset prices).
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Extreme events (‘Black Swans, as named by Nassim Taleb), as well as rising uncertainty (Mervyn King calls it ‘radical
uncertainty, op.cit) which is to be distinguished from risk'®, have also revealed the limitations of approaches which
presume a smooth functioning of markets (‘the efficient markets hypothesis’). Hence, a growing dissatisfaction has
emerged with macroeconomic models. As Claudio Borio from the Bank of International Settlements (BIS) put it,
models in which the role of finance is underplayed are like ‘Hamlet without the Prince’

The other challenge, which does not pertain solely to a central bank, but rather to the financial system in its entire-
ty, to the economy, is what is done with money. When the prevailing use is speculation deeply distorted financial
cycles take shape, and this ends up in boom and bust episodes. A financial system that fosters speculation and in-
debtedness' is disruptive for the economy and unavoidably leads to deep crises — especially when contagion ef-
fects are strong. The past decades have witnessed a huge rise in the interconnectedness among banking/financial
entities through the sheer size of derivatives.

When the US Fed was established back in 1913, what JP Morgan and others had in mind was the need for a lend-

er of last resort in order to put an end to financial panic, to contagion (like that of 1907). But saving someone who
deserves to live on is one thing, and rescuing an entity just because it is ‘too big to fail’is another. There is a big di-
lemma in this respect. Similarly, the bail-in procedure, which is part of an overhaul of the functioning of banks in
the European Union, is an attempt to involve investors in solving highly intricate situations, against the backdrop of
very strained public budgets.

However, bailing-ins themselves present pitfalls. And in the case of big banks, gigantic financial entities, bail-outs
will probably be resorted to eventually for fear of system contagion. No wonder Simon Johnson (former chief econ-
omist of the IMF), Neel Kashkari (one of the promoters of the package of measures known as TARP, whereby the col-
lapse of the financial system in the US, and actually worldwide, was averted in 2008) and others advocate a break-
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up of giant banks. In his current position as president of the Federal Reserve Bank of Minneapolis, Kashkari said that
huge banks are a systemic risk in itself to the economy, that they are ‘too big to fail, and that they need to be broken
‘into smaller pieces; to be shrunk'? Size is clearly a huge policy issue, but not less is interconnectedness; this is be-
cause even smaller entities can bring the whole system down if contagion is unstoppable.

The problem for central banks is therefore two-pronged: a) what kind of monetary policy to pursue (alongside mac-
ro-prudential measures/MPP) and b) how to regulate the financial system so as to mitigate/prevent crises. This is the
context that has triggered debates on regulatory and supervision reform, as well as on the reform of the banking/
financial system.

Unconventional policies

Quantitative easing (QE), which has been resorted to by major central banks as a means to stimulate economic ac-
tivity — in an environment of very low monetary policy rates (ZLB - zero lower bound), translates into bond purchas-
es on secondary markets; this is tantamount to injecting base money into the system (also through purchases of
government securities). For instance, the Fed’s balance sheet ballooned from USD 800 billion in 2008 to more than
USD 4 trillion at end 2014. At the same time, inflation was stuck to very low level, with the‘liquidity trap’and disin-
flationary (deflationary) pressures at work globally.

In economies where capital markets play a major role (the US being the outstanding case), quantitative easing
seeks to alter bonds’yields to maturity, which in turn would, arguably, entail a change in the propensity for current
vs. future consumption; the assumption is that the economy faces an aggregate demand shortfall, to which adds

a strong hysteresis effect (amid chronic underutilization of resources). In Europe, where banks account for three
fourths of economy funding, bets are particularly on the impact exerted by low interest rates on lending. Howev-
er, the limited effectiveness of QE in this respect is quite visible. The problem is that the transmission mechanism is
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fractured, as lowering of interest rates do not stimulate credit demand as it is hoped for. But this should not be sur-
prising in an environment of big debt overhang and high uncertainty.

Unconventional policies are an expression of concern about the state of economies, about the dwindling effects of
implemented policies; some officials have dubbed the current state of affairs as ‘sailing in uncharted territories. Yet
unorthodox policies themselves have limitations and twisted effects. That concerns are running high is also obvious
in that some prominent voices allude to ‘helicopter money; a phrase which was coined by Milton Friedman decades
ago; this money, it is imagined, would feed through into consumption not via commercial banks, but as fiscal stimu-
lus from the public budget. Budget deficits could be monetized as well through this method.

When the financial system ran the risk of collapse
major central banks had no choice but to inject
massive liquidity, base money; it was not commercial
banks that ‘injected themselves’ with money they
had created
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One should not forget that, in the early years of post-communist transition, deficit monetization was carried out to
the dismay of many who underestimated the structural strain in economic systems when new relative prices called
for a drastic reallocation of resources. But price liberalization caused pretty high inflation in transition (post-com-
munist) economies (where repressed inflation was the modus operandi of the command system) whereas the Great
Recession has entailed a much keener appetite for liquidity holdings, the so called ‘liquidity trap’ being at work.

Crypto (parallel)-currencies and the money supply

Bitcoin and other crypto-currencies (currencies that are not issued by central banks) have made a name for them-
selves against the backdrop of the Great Recession. At the start, it may have been the fear of huge instability and,
eventually, of big inflation, which has fostered the emergence of parallel currencies as safer assets. But inflation has
hardly materialized (at least, until now) and, instead, deflation (debt-deflation) has turned into a major headache
for central banks and governments. And instability, disruptions and rising uncertainty are ongoing concerns in the
global economy.

Crypto-currencies epitomize another feature of the impact of the Great Recession on society: a dramatic diminution
of the trust citizens have in governments, policy elites; and central banks are seen as key institutional constructs of
the modern public policy architecture and guardians of economic stability in a broad sense. The Crisis has shaken
the trust in the capacity of governments and central banks to secure essential public goods.

A simplistic economic paradigm, with its ensuing reflection in the regulatory framework (light touch regulation),
the belief in price stability as automatic purveyor of financial stability, are at the roots of the deep malaise. Bitcoin
and other crypto-currencies mirror this mistrust; they are an attempt to create parallel money markets, to provide a
medium of exchange which is not under the control of central authority (central banks), and which would fit non-hi-
erarchical structures in society. Their social and economic significance runs consequently quite deeply.


http://www.worldcommercereview.com

Is money creation given an altered life by crypto-currencies? The latter are still an insignificant portion of the
amount of money that serves as medium of exchange and store of value. And the propensity of cash to leave banks
and circulate through non-bank circuits (not least owing to very low deposit rates) does not seem to have grown to
a relevant extent.

In addition, it is not clear that crypto-currencies are as trustworthy as some claim them to be. Some of them have
also been associated with online drug sales and hackers asking for ransom'3; and they witness extreme volatility,
which is not a commendable feature for a store of value. In the end, what matters for money to be accepted and
used on a big scale is the comparative trust one puts in the issuer and its capacity to deliver what it claims to do.

Central banks, in spite of the huge psychological, social and economic fallout from the Great Recession, have been -
as Mohamed El Erian put it - ‘the only game in town] and the rescuer of last resort, as they are supposed to be. And
this is likely to stay so for a long time. This said, however, finance has to change its behaviour and central banks and
governments have a long way to go in order to redeem their reputation when it comes to the regulation and super-
vision of banks and non-banks alike. For business (finance) conduct has become a big systemic risk.

Fintech, however, with the block-chain as a formidable technological(financial) innovation can help banks and cen-
tral banks to make payment systems more robust. Fintech, in general, is a formidable challenge for the financial in-
dustry, for banking. And central banks need to consider carefully the proliferation of non-banks, of companies that
provide financial services which were, traditionally, in commercial banks’yard.

Financial system overhaul proposals
Some reform proposals are aimed at tightening regulation and supervision, without touching the core architecture
of the banking/financial system - recourse is made to higher capital and liquidity requirements, restraining certain
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operations, increased transparency, capping bankers’income, etc. The massive reduction in leverage (the possibility
of using borrowed funds) is such a proposal'™.

It is worth mentioning here is the distortion brought about by practices in the logic of the Miller-Modigliani theo-
rem and related theses, which posit that the capital structure (issuing debt instead of equity) is irrelevant. This kind
of thinking had a twisted effect on the conduct of banks, which have increased their leverage (indebtedness) in a
bid to improve their return on equity. With higher risk-taking, the system as a whole is ever more fragile.

Assertions that banks know how to manage their own risks become less credible considering the implicit subsidy
they enjoyed over time (which also translates into moral hazard), the manner of determining the risk-adjusted value
of assets (with underlying models being questionable), as well as the business conduct of many banks - in blatant
disregard of what is lawful and ethical, and of central banks’ prudential norms.

Mike Carney, the current Governor of the Bank of England and Chair of the Financial Stability Board, pointed sever-
al times to a big issue of ‘banking culture, of banks’ behaviour - an idea reiterated by top IMF and BIS officials. The
market rigging that not a few large banks resorted to and many toxic products that clients were cheated into buy-
ing substantiate this profound ethical problem. This business conduct has enhanced the functioning of a banking/
financial system as a quasi-perpetual source of systemic risks. The taxation system, which makes interest expenses
tax deductible, has also added to the distortion that is linked with the logic of the Miller-Modigliani theorem.

The Dodd-Frank Act in the US and the reforms launched in Europe (in the EU) seek to regulate banking activity
more strictly, shadow banking included. But there are numerous loopholes and the banking lobby goes to great
lengths to ‘sweeten’the legislation in line with the industry’s own interests. In Europe, an attempt has been under-
way to separate retail from investment banking, yet universal banks are still standing. It is noteworthy that the Liika-
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nen Report speaks about the separation of activities, but does it with much caution, understandably so by consider-
ing the source of banks’income — mostly from trading.

There are also reform proposals aimed at changing the design of the system, at changing business models. Eyes
are set on the‘structure’ of the banking system, which still enhances the use of derivatives, speculation; to this end
there are opinions which support the introduction of a financial transaction tax (Tobin tax)'. In the EU, some mem-
ber states (France and Germany, among others) advocate the taxation of short-term financial transactions.

Other views are quite radical and call for the demise of the fractional-reserve system; they have in mind ideas which
were proposed, in the wake of the Great Depression, by Irving Fisher, Frank Knight (to whom we owe the distinction
between risk and uncertainty), Henry Simons and Paul Douglas through The Chicago Plan. This plan was revisited
by Jaromir Benes and Michael Kumhof (from the IMF) and is alluded to by Mervyn King (op. cit.).

Essentially, it is about breaking the link between base money and credit in the sense that banks which attract de-
posits should not extend credit by multiplying the funds taken in (or, as it is groundlessly claimed, that money is
created out of nothing). The authors of the Plan and those who embrace this idea would break the banking system
in two parts: deposit banks, which should not extend credit (and should be 100 percent backed by their assets), and
lending banks, funded via private capital and long-term loans or via borrowings from the central bank. Thus, the
whole money supply would consist of base money.

Finance reform proposals and what would happen to credit

None of the proposals to reform the banking system denies the need for and the usefulness of credit. The issue at
stake concerns credit dynamics and, in this context, what is done with money. The use of money, which may cause
excessive instability, is worth looking into. Along this line of reasoning one meets the financial cycle concept, which
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— according to BIS experts — may reveal substantial misallocation of resources (Jaime Caruana'®, Claudio Borio).
Therefore, credit dynamics and what money is used for present much interest.

When resources are grossly misallocated, with ensuing major imbalances, the stage is set for a big crisis. A lesson of
the recent crisis is that it makes sense to contemplate and use credit restriction measures (macro-prudential meas-
ures) while not ignoring market failures in resource allocation (for instance, the ‘boom’in non-tradables).

But who is to supply credit? Even by assuming, in fantasy scenario, that base money alone (ie. money created by
central banks) were to mediate transactions (narrow banks, as deposit banks, would no longer create ‘inside mon-
ey’), it would still end up in crises if investment failed on a large scale. What is envisaged here is not a natural cycli-
cal motion of the economy, but rather a severe recession. If recourse were made to strict narrow banking (no credit
done on banks’ part), credit would migrate towards other financial institutions; this is already noticeable with shad-
ow banking development.

Systemic risks would show up and would intensify in other areas of the financial system; panic and runs would take
place on those particular segments of the financial system. All the more so if one considers the expansion of shad-
ow banking and the very large volume of transactions which are conducted through it, the amounts of funds that
move markets, as well as financial asset prices.

Moreover, it is natural to wonder whether, or to what extent the government is entitled, in a market economy, to
control credit allocation. In so doing, not only that it may not foster good allocation, but it could undermine the

very logic of market functioning, the free choices of firms and households alike. That a central bank may resort to
macro-prudential measures to limit credit expansion, and possibly to influence certain trends, is a different story.
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One question would be whether regulation can shape the system so that speculation made by banks can be di-
minished. That this is the case can be seen from the focus of requlators on the functioning of shadow banking, of
capital markets with a huge turnover'’. Could a financial transaction tax downsize on the volume of speculation?
The answer is not clearly cut.

Financial markets in emerging economies are in general less developed, but this state of affairs is not necessarily
negative; the thesis that economic development calls for deep financial markets should be fine-tuned - not least in
light of the lessons of the Great Recession. Because what finance does, what money is used for matters enormously.
It is a good thing for capital markets to develop, but it should finance, primarily, the economy alongside banks, or as
an alternative to bank financing (when banks are reluctant to extend credit); if the stock market merely serves as a
playing field, a‘casino’ does not benefit the economy too much.

Concluding remarks

Monetary policy, in the future, will probably be a mix of monetary aggregates control (via the use of macro-pru-
dential measures — which are a euphemism for capital movement control) and more pragmatic inflation targeting'@.
Banking, financial markets in general, will evolve along lines that are mentioned below:

- a clearer segregation between banking functions (retail vs. investment);
- tighter regulation and supervision, with limits on leverage and higher reserves;
- clients might have to pay for deposits (the other way round than is the case now): an effect of very low in-

terest rates and savings on the rise (fear of sitting on a cash pile will make up for the lack of remuneration of
deposits)
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- regulation of shadow banking, given that it plays an increasing role and may compound systemic risks;
- capital markets will be regulated more tightly (not least due to quasi-banking type activities)

- fintech will also have to be requlated.

Crises cannot be eliminated; however, they can be contained in terms of magnitude, and systemic risks can be mit-
igated, although not completely done away with. There is need for an effective regulation of the financial system
(and separation of retail banking from investment banking - restoration of a Glass-Steagall type legislation makes
sense), including shadow banking, stronger capitalization of financial entities, capping leverage, etc. The purpose of
macro-prudential tools is to cool down dangerous credit expansion.

Unless we manage to stave off a new major crisis in the near future, a very radical reform of monetary/financial sys-
tems cannot be ruled out, similar in spirit to the proposals aimed at separating lending banks from deposit banks
(with full coverage of deposits by liquid assets), in a‘narrow banking’ vein, and at ensuring a very strict regulation of
banks and non-banks that provide credit. m
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