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Introduction: the European model of permanent deflation
1- Being part of both the European Union and the Euro Zone France and Spain have to comply with a set of harsh constraints on their economic and social policy. Those policy norms are a genuine strait-jacket depriving the political power whatever its level of any freedom.

2- As it will be shown those constraints contradict the core principles of modern monetary economies, which explains why efforts to apply them generate increasing effective unemployment and unsustainable instability. The proof of this diagnostic is both theoretical and empirical. Sound empirical studies reveal that the poor performance of Europe relative to the USA is explained by the fact that the USA never enslaved themselves to such a strait-jacket.

3- The paradox is thereby that the European Model is the ultimate outcome of pure self-imposed choices made a long time ago by mainly France and Germany at least since the mid seventies. It will be explained that the shock-therapy program imposed in 1983 by the Mitterrand administration was the ultimate choice engineering the European strait-jacket. Contrary to the conventional wisdom, the french shock-therapy was a genuine free choice from which French governments never deviated

4- Such a diagnostic raises the last resort question: how countries like France or Spain may free themselves from those choices within the European framework? Is it possible to play with the rules or is it necessary to think of another Europe free from the ideological strait-jacket?

I / The Strait-Jacket

Since its inception, the European Union has imposed on member states an increasing set of constraints targeting the inexistence of any possibility of choice of their economic and social policy. Their degree of freedom is today lower than that of a state of the USA own possibility of action. The harsch strait-jacket is the outcome of both the very core or spirit of the Union and the existence of the Euro-System imposed by the treaties of Maastrich and Amsterdam (the root of the Growth and Stability Pact).

I .1- The Core Constraints  : They aim at creating the perfect model of General Equilibrium by imposing on all States :

-Perfect Competition within their economy to approach the conditions imposed by the general equilibrium theory
-Thereby deregulation and privatization targeting especially the so-called labour-market.

I. 2- Enforcement : They are to be enforced by the creation of the Euro-Zone targeting a quasi-restoration of the Gold Zone that has been created by France in 1931. Euro as a quasi-Gold is rooted into rules of exception  :

- A Sovereign fully Supra-national Central Bank which, by consent of all members, rewrote  its charter and explicitly endorsed high unemployment as the key to its initial supreme goal, quasi-zero inflation. It is today the last central-bank still believing in the natural rate of unemployment initially invented by Phelps. To attain this goal it determines rates of interest high enough to squeeze aggregate demand whatever the cause of “inflation”. Such a monetary policy requires according to the Euro Treaties that the Central Bank never creates money, directly or indirectly for member states

-The unceasingly reinforced Growth and Stability Pact(GSP) targeting both directly “public deficits” and “public debt”. From a maximum limit of 3% of GDP for public deficits and 60% for public debt, the GSP evolved into a permanent surplus of fiscal account (net of financial burden) and a reduction of public indebtness towards a minimum quite below the 60% (many countries in Europe cannot comply whith that limit). Those stringent constraints indirectly target public expenditures at all levels and taxation. Taking care of the Core Constraints they impose a long-run squeeze of public expenditures since progressive taxation is looked at “Anti-Market”

II/ The model contradicts the principles of the modern monetary economy

II.1- What must be deemed the European Economics contradicts the fundamental principles of modern economics. All the countries of the Euro-Zone, including France and Spain of course, are monetary economies and monetary creation should exist to soften or suppress most of constraints on expenditures of all groups participating to the generation of real wealth. 
It means that banks create money generating expenditures of firms, household (in excess of their income) ans State as liabilities which are paid back by revenues created by those expenditures. It may be proven that the State plays a crucial role as the existence condition of this process (more in Bliek and Parguez 2007) :

-Private Sector ability to get money is limited by banks expectations of the success of private bets on the future. A key factor is expectations of profits and the required rate of profit (Profits/wage-bill) displaying firms sustainability

-The State is not limited by such a constraint. Understanding modern economies requires the “discovery” perfectly fitting facts that 
*State expenditures are not and cannot be financed by taxes. They generate an instantaneous creation of money.

*Taxes are raised on the outcome of aggregate initial expenditures of all groups. They destroy money within the private sector.

*Thereby the counterpart of the so-called public deficit is a surplus (net saving) of the private sector.

*As long as State expenditures are fully productive, this surplus (net saving) is both financial and real. It is embodied into an increase in the stock of public or collective capital (tangible, non tangible).
*Thereby, there is not the the least reason to fear the threat of the growth of the public debt which is both an engine of growth and the anchor of the stability of the financial system. Raising today its debt for productive spending, the State operates a net transfer of wealth to future generations (Eisner 1994, Parguez 2008) including the income earned by future holders of the debt. Those who invoke the debt burden bluntly ignore what really matters for future generations. Reasoning in some stationary economy while postulating a fully unproductive State they just rely on the old Ricardian equivalence postulate:! Debts are to be repaid out of an always increasing net taxation squandering wealth.
II. 2- The usual objections to this description of monetary economics do not hold. This description perfectly applies to an open economy:

           -The so-called Foreign Constraint does not exist as long as the State does not strive to maintain an unsustainable fixed exchange-rate.

            -There is no real trade-off between true inflation and a full-employment policy relying on the long-run growth of public expenditures targeting the generation of real wealth.

II.3- Thereby as long as member States strive to apply the European Model, they are doomed to get stagflation or rather a mix of genuine decrease in growth and rising inflation. An ongoing empirical research (Giovannoni 2008) displays a positive-sloped Phillips curve in 

the long run for the USA economy; the more unemployment is increasing the more inflation grows. A perfect example of this failure is the French case since at least the mid seventies. The more governments want to squeeze expenditures to generate surpluses, the more they get forced deficits without any positive impact, accelerated growth of effective unemployment and inflation.
Neither the french authorities nor the European Central banks understand the true nature of contemporary inflation. They still believe that Central Banks can perfectly control inflation by imposing interest rates. There should be some inverse relationship between the rate of inflation and the level of the rate of interest under direct control of the Central Bank. Herein lies the root of the so-called “targeted inflation doctrine” and its twin the natural rate of unemployment granting price stability. Those twin policies rely on the postulate that raising enough the rate of interest allows the required increase in unemployment (out of a squeeze of aggregate demand) imposing enough constraint on money wages. The postulate contradicts hard facts : for a long time, at least since the early 1970’s, excess increase in labour income is not the cause of inflation. What generates today’s inflation is the long run increase in raw materials, energy and food while firms strive to increase their rate of profit (mark-up) and include in their production costs capital losses resulting from excess capacity. In such a situation, inflation can be deemed purely structural and raising interest rates cannot tame it. It could even accelerate its pace because of the impact of interest hikes (see Parguez Dijon 2007).
The outcome is that in Europe, labour incomes lag more and more behind prices. Thereby real labour income falls relative to productivity, which fits the target of an increase share of profits pursued by all governments of the Euro-zone which mistake the share of profits with aggregate profits and a postulate that investment is only motivated by the expected share of profits. Their operating models ignore the consumption led accelerated investment function discovered by Eisner (1960).
II. 4- It is part of the proof that our description of modern monetary economics is sustained by a converging set of sound empirical studies proving that:

       -   It is wrong to explain the European stagnation by the postulated rigidity of Europe    relative to the USA. The so-called Reforms today so fashionable are just destroying what remained of the welfare model without any positive impact.

· American growth in the long-run is entirely explained by the growth of consumption and public expenditures.

· In the USA there exists an anti-phillips  curve proving  that growth is associated with declining inflation.

· In any case, contemporary inflation cannot be cured by a squeeze of demand. It is beyond the power of Central Banks
· -The so-called twin deficits theorem (according to which a budget deficit generates an equal trade deficit) is empirically wrong for the USA especially.

III Genesis of the European Model

III.1- 1983The Mitterrand choice
The European Model has not been imposed on member States by pure economic logic.

It is the outcome of pure ideological choices made a very long time ago by the two core countries, Germany and mainly France. The truth is that in the long run France, allied with Germany played the leading role. Through the Euro Treaties, they forced all member States to adjust forever to their ideological choices of a permanent shock-therapy embodying the most anti-keynesian vision of the economy.

As it will be explained, the cornerstone of the European Model is the free choice of permanent shock-therapy by the Mitterrand administration in early 1983. It reveals the long-run choices in terms of spending policy, taxation, monetary policy of France aiming at the creation of the perfect market- oriented capitalist economy. The whole conventional history of the Mitterrand turn to the right is entirely wrong :

*As shown by Sceworski1(1959) from 1938 to 1955 there had been already a collapse of the share of labour in France contrary to what happened in the USA and UK. It was the outcome of a long run policy targeting the freezing of consumption. Thereby “Fordism” whatever its true nature never existed in France. This interpretation is supported by Bliek and Parguez (2006) and explained in Parguez(2007). It means that a long time ago, right wing economists and the so-called french marxists in their last incarnation; the regulation school, agreed on a deflationary synthesis reflecting the most absolute anti-keynesian vision of economics. Jacques Attali, the adviser to Mitterrand played a crucial role. What they had in mind was already the shock-therapy forcing accumulation out of a decrease of the share of labour allowing a drop in consumption. What was required was a strait-jacket on public expenditures targeting surpluses of public accounts, less progressive taxation targeting more household saving and a strong currency.

*The so-called Mitterrand reflation was just a makeshift program aiming at attracting people who suffered from the Barre deflation (1976-1981). Attali and his team hoped to go back to their program as soon as possible. To do so they convinced Mitterrand to maintain the extreme over-valuation of the currency (20 to 25%) which had been the outcome of the Barre policy.  Indeed, as soon as markets expected that the exchange-rate was unsustainable, the government renounced its policy of reflation while it was already successful. The shock-  therapy plan of 1983 was much more constraining that both the Barre policy and policies implanted elsewhere by conservatice governments in Germany, UK and theUSA.

In fact nothing required the choice of the shock therapy. Such was the diagnostic the great american economist Robert Eisner wrote for the government (see Eisner 1983).

Eisner proved that the reflation program had been successful by bailing out the French economy of the recession engineered by the Barre deflation program. Unemployment was no more rising, growth started being driven by consumption and the State deficit, profits were increasing for the first time since 1976 which could justify an expectation of an investment boom. Eisner emphasised that it was not true that the budget deficit had generated an equal trade deficit. The increase in the aggregate balance of payment deficit was perfectly sustainable; what was just required was a floating exchange rate abolishing the gross overvaluation of the currency. The foreign constraint did not exist as soon as economic fundamentals were substituted for fear-driven ideology.
1/ Adam Sceworski was the research assistant of the great economist Michal Kalecki who asked him to do this study.

III.2 The legacy of the Mitterrand choice
From 1983 onwards, France long-run policy became the model on which the European model was woven. It relies on the following principles embodying the most extreme version of “Classical Economics” restoring some agrarian vision of the economy. :

-In the long run, State outlays are to fall as a share of the GDP. As such they are non-productive.

-Thereby, the State has to target a surplus. No distinction is made between current and capital expenditures.

-Thereby full-employment cannot be a target. Jacques Attali was quite explicit on the necessity of unemployment and on the equal necessity of a dramatic fall in the share of labour in distribution.

-Thereby constraints on public debt were required while monetary policy had to target a permanent reflation of the currency to force firms to cut real wages to increase their competitiveness 

-Household saving had to rise out of  a change in tax policy and pensions system.

III. 2- From the shock-therapy to the European strait-jacket
Very soon, architects of the french model of reforms understood that it could survive if and only if it was embodied into a rigid structure forbidding any change. It explains why french elites were that enthusiast for the European Union and for its ultimate achievement, the Euro System. Again, an accurate observation of facts prove that the Euro-System was born in France and that the french Government rallied Germany through a bargain: accept the euro, we will accept reunification. In some way there has been a true hijacking of the European ideal by the Neo-Conservative French. The French left rallied without any debate for reasons already explained (its crude ricardo-marxist training generating extreme anti- keynesianism)

IV A diagnostic for the future
IV. 1- As long as a government strives to be faithful to the European Model, it cannot escape the present fate of France and Germany:

-Excessive real rates of interest partly responsible of the over-valuation of the currency by at least 40 to 50%

-Dramatic constraints on public expenditures even the most productive investment in tangible and non tangible capital.

-Squeeze of household leading to over-indebtness to escape from drop in consumption.

-Reforms of which the legitimacy is to save money by hollowing the State through ubiquitous privatization of both State corporations and State activities.
-Ultimately, regressive taxation

All those factors explained together the increasing financial instability.

IV. 2- What could therefore be the minimum required agenda for a dynamic country like Spain where there are still debates (contrary to France and Germany)

*Playing with the GSP Constraints by accepting rising deficits required by productive public investment, which could allow household to reduce their indebtness without generating a unsustainable lack of aggregate demand.

-It would require a strong will of the Government to bypass the Commission and the expected veto of Germany (possible) and France (Certainly with the new Regime) Allies could be found as long as the policy is explained.
-It would also require some halt in the Reform Agenda “à la française”.

*There would remain the obstacle of the ECB. Spain alone cannot force the ECB to change the policy enshrined in its charts. I am not over-pessimistic. Today Governments do nothing but empty words against the ECB (The French President is a perfect example), while their own administration is always pushing for more squeeze under the guise of reforms. A strong will Government could act at the European Council by explaining why the ECB charter is leading to increasing instability. I am convinced that the forthcoming American election is a unique opportunity for such an action. Since it is sensible to assume that a Democrat administration would, at least, indulge into some expansionist policy, the European Model “à la française” would become unsustainable. 
At last, the European public could understand that economic future is built out of productive expenditures, useful money creation and not by reforms hollowing the Political Power by depriving it of means of action.
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