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Abstract 
 
The Economic and Monetary Union (EMU) is examined according to a network (complex-system) 
approach. Problems of idiosyncratic, endogenous and systemic risks are addressed. In this perspective, 
six economic paradoxes of the Eurozone are identified: inflation, liquidity, saving, de-leveraging, central 
bank independence from Treasuries, bank capital. They are closely intertwined, but separately 
identifiable: a common thread is the fallacy of composition. All paradoxes defy current economic policies 
of EMU, which are critically assessed: suggested lines of an in-depth rethink are predicated by making 
reference to an enlarged macroprudential policy paradigm, account being taken of the interactions 
between the different economic policies. Key features of an investment compact to bolster the Juncker 
Plan and  to relaunch sustainable and shared growth are outlined. 
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1. Introduction and methodological premises 

Two schools of logic and philosophy stand in stark contrast since Ancient Greece and continue 
to permeate scientific thinking. According to Heraclitus, the only constant is change: «panta rhei -  
everything flows». At the other extreme, according to Parmenides: «that which truly is, has always 
been, and was never becoming». Following the first approach, the only certainty is that nothing is 
always and forever certain. The opposite is true in terms of the second paradigm: that which does 
exist and is true is «the One, timeless, uniform and unchanging».  

As will become shortly evident, I tend to adhere to the first school of thought and its application 
to economics1. Accordingly, current economic policies in the Euroarea will be critically assessed by 
making reference to six paradoxes, examined in the light of a brief review of conventional 
economic wisdom (CW). The logical and economic concepts of fallacies of composition/division 
and the differing dimensions of micro and macro prudential policies will be analysed.  

The concept of CW in economics is well-known and was explored by great authors, e.g. Keynes 
and Friedman. A recognised reference is Galbraith (1958), who defined CW as ideas which are 
esteemed for their acceptability and predictability. CW is neither necessarily true, nor wrong: 
however, a key characteristic is information inertia, which contradicts the tenets of efficient 
information and rational behaviour. Contrary beliefs emerging from newly acquired information are 
instead discounted away. Economic dogmas go undisputed. 

The fallacy of composition is the logical (and economic) fallacy of inferring that something is 
true of the whole from the fact that it is true for every part of the whole. The converse of the fallacy 
of composition is the fallacy of division: something true for the whole must be true of all of its 
parts. Both logical fallacies were first confuted by Aristotle in his Sophistical Refutations, and are 
well-known in modern philosophy and logics. Examples of fallacies of composition outside 
economics are the following: hydrogen is not wet, oxygen is not wet, therefore, water (H2O) is not 
wet; the brain is made of molecules, molecules do not have consciousness, therefore the brain is not 
conscious; everything in the universe is contingent (i.e. could possibly have failed to exist), 
therefore the universe as a whole is contingent. 

In economics, the fundamental fallacy of composition is epitomized by the representative agent 
approach: rational information-efficient economic behaviour at individual level has certain 
properties; therefore, the same outcome  applies  in the aggregate. The fallacy of composition 
contradicts this affirmation and shows that rational behaviour undertaken at individual level can 
lead to unintended, perverse consequences at the macro level. The New Classical Macroeconomics 
(NCM) School led to the belief that the representative price-taker economic agent paradigm and the 
DSGE (Dynamic Stochastic General Equilibrium) macro models had become the reference point in 
economics and that a “General-Golden Age” macroeconomic model was identifiable and applicable 
(Prescott, 2006). As indicated, this approach (which often comprises the Ricardian equivalence 
proposition) proved however questionable and has been cogently criticised (for instance, Stiglitz 
(2013)). Economic theories and models are often fundamentally topical (Hicks, 1967) and should 
therefore be subject to constant monitoring and critical review.  

 
 
 
 
 
 
 
 

                                                 
1 The implications of the Heisenberg indeterminacy principle for the methodology of research in economics are 

examined in Masera (ed.) (2010).  
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2. The six paradoxes and common economic wisdom in the Euroarea 

The following paradoxes are closely intertwined, but also separately identifiable for purposes of 
analytical exposition: a common thread is the fallacy of composition. All paradoxes defy current 
economic policies pursued in the Eurozone, which should accordingly be subject to a holistic 
critical revision, by making reference to Europe’s Economic and Monetary Union (EMU) as a 
network paradigm. 

2.1 The paradox of inflation  

The CW on which the ECB itself was created is the existence of a close – generally verifiable 
across time and space – relationship between the monetary base, money supply and prices: «one of 
the most certain facts in economics» (Issing, 2008 p.105)2. However, this fact appears to be 
contradicted, at least after 2008 and to date, by the very large monetary base injections engineered 
by the ECB which did not activate a traditional money credit creation process and price increases. 
Massive recourse to non-traditional quantitative easing (QE) appears necessary to avoid deflation. 
The links between monetary base, money and prices are by no means as simple and mechanical as 
CW would lead to assume. This paradox manifests itself – in varying degrees – in all major 
advanced countries (Constâncio, 2015 and §3 below). Since 2008, central banks of major advanced 
countries bought an unprecedented $12 trillion of assets, mainly domestic sovereign bonds. 

The starting point in the critical review of economic dogmas in the Euroarea is precisely the 
relation between the monetary base impulses and price developments. Paolo Sylos Labini (1998) 
offered, already at the outset of the ECB, a radically different approach, which appears to be 
confirmed by economic trends in the past twenty years of globalisation. The key insight was that 
wages/unit labour costs from emerging market economies would act as a powerful restraining factor 
for wage increases (corrected for productivity and exchange rates) and for prices in advanced 
economies. His model helps explain the paradox of the huge monetary base creation being 
paralleled by deflationary processes. 

2.2 The paradox of liquidity 

A specific declination of the inflation paradox is the “liquidity trap” which the ECB encounters. 
Unconventional monetary expansive impulses fail to reach many economic agents. Monetary policy 
is purportedly very expansionary, but in fact hardly effective in terms of both inflation and output 
(Maddaloni and Peydro, 2013). Market liquidity is often scarcely affected because a process of 
credit creation is not set in motion. This reminds the conditions of a liquidity trap, where and when 
central banks cannot “push on a string”. The implications of a liquidity trap for the mix of monetary 
and fiscal policies are outlined by Krugman (2016).  

The paradox of liquidity is also linked to the workings of capital constraints on banking firms 
(§2.6). This paradox and the previous one are clear signals that the traditional monetary policy 
process require urgent and profound rethinking, especially in the EMU, but also world-wide. A 
strong warning came from the Head of the Monetary and Economic Department of the BIS: 
«Despite exceptionally easy monetary conditions, in key jurisdictions growth has been 
disappointing and inflation has remained stubbornly low. Market participants have taken notice. 
And their confidence in central banks’ healing powers has – probably for the first time – been 
faltering» (Borio, 2016). 

 

                                                 
2 An alternative model for inflation processes and ECB policies in a global market system was offered by Sylos 

Labini (1998). 
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2.3 The paradox of saving 

This paradox is often attributed to Keynes, but it had been clearly expounded by Smith himself, 
who evidently did not find it inconsistent with his invisible hand paradigm. Although individual 
efforts to save more are well-founded from a micro perspective, the attempt by all agents/sectors to 
increase the saving rate may ultimately result in a decline of income and hence in total saving. This 
well-known example of a possible fallacy of composition is especially relevant if aggregate 
effective demand is faltering. This represents the fundamental criticism to the simultaneous 
imposition of accelerated fiscal restraint to all sectors in all Eurozone countries (including those 
with a very high current account surplus) (Masera, 2012; Visco, 2014). If deflation sets in (see 
§2.1), the risk of a vicious loop leading to increasing debt/income ratios as a response to the 
austerity measures is heightened. 

2.4 The paradox of de-leveraging 

Excessive leverage is unsound for the single agent and for the economy as a whole: it is a source 
of moral hazard and can lead to idiosyncratic and systemic risks, as happened during the Great 
Financial Crisis. It was – and still is – therefore necessary to engineer a sustainable de-levering 
process. But, sustainable reduction of leverage requires careful consideration of transition and 
aggregation issues. If all individuals, sectors and notably all banking firms (also as a result of Basel 
standards requirements, as declined in the EU) try to de-leverage at the same time in accord to the 
CW approach, the result can be a negative feedback loop. Because of firesales, asset price can fall 
rapidly and imply an increase in leverage, as a result of the decline in agents’ net worth. The 
problem is especially acute for the banking sector, also a consequence of the forced disposal of 
problem loans. 

The paradox of de-leveraging is, from many points of view, the financial stock counterpart to the 
paradox of thrift. It is generally attributed to Minsky (Roncaglia, 2013), but has been accepted in 
the aftermath of the 2007-2008 crisis by the Fed’s Yellen (2009) and by the ECB’s Cour-Thimann 
and Winkler (2012), with specific reference to the Eurozone. 

The crucial role of sustainable de-leveraging and the interaction with previously examined 
paradoxes have been underlined by Eggertsson and Krugman (2012). An inescapable conclusion of 
this paradox is the need to abolish tax advantages of debt with respect to equity for all corporations, 
preferably on an international basis: common equity is the only form of capital with full loss-
absorption character3. 

2.5 The paradox of central banks’ independence from Treasuries 

The move (late ’80 – early ’90) to independence of central banks was fundamentally motivated 
by the objective of avoiding that monetary policy be dominated by fiscal exigencies. Budget 
dominance was regarded as an intrinsic factor leading to inflation tax and/or financial repression. 
Independence was meant to ensure that balance sheets of central banks would not be monopolised 
by government debt (monetisation of debt). This accepted wisdom clearly permeated the creation of 
the ECB.  

In fact, central bank holdings of government debt of large central banks peaked at around 20 per 
cent of total monetary base assets during the Great Depression and in the aftermath of World War 
II. But, the ratio of public debt to total assets and increases in total high-powered money have never 
been so high as in the New Millennium: this is true notably in the US, the UK and Japan. As 
already indicated, the ECB has undertaken similar policies which are at the basis of QE and of 

                                                 
3 There is a significant literature on the need to address the debt-equity tax bias. Reference can be made to an EC 

paper (Fatica et al., 2012). 
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negative interest rates. Also in the Eurozone the intertwining of fiscal and monetary policies has 
become a key feature of the system (Masera, 2015a), which should be reassessed. 

2.6 The paradox of bank capital requirements 

Basel capital requirements on the banking system based on a risk-weighted asset (RWA) 
approach aim to improve banks’ ability to absorb shocks, possibly leading to liquidity and solvency 
crises. Micro prudential regulation fosters very high capital cushions with a view to raising the 
resilience of each and every banking firm in periods of stress. The objective of rapidly increasing 
capital standards was however also predicated on the incorrect application of the Modigliani-Miller 
propositions on the irrelevance of the funding structure of any firm/banking institution (Masera and 
Mazzoni, 2016). 

A CW contention is that micro prudential aims are complementary to containing macro 
prudential systemic risks, and therefore to ensuring the overarching objective of financial stability. 
The argument is therefore advanced that greater resilience at the individual representative bank 
level always reduces the risk of systemic shocks. 

This conclusion is flawed because a fallacy of composition can be at work. A paradox within the 
paradox is represented by the fact that the first to clarify this trade-off was the Director General of 
the BIS Andrew Crockett well before the Great Financial Crisis. He indicated that the micro 
prudential objective is geared to limiting the likelihood of failure of individual institutions, i.e. 
idiosyncratic risk. The macro prudential dimension focuses instead on the overall performance of 
the portfolio of banking firms. The micro approach does not take into account the endogenous 
results which can be determined by the collective behaviour of each and all banking firms. These 
results are taken as exogenous, i.e. given, for the individual bank. The macro dimension must 
instead focus also on feedback effects: for instance, increasing capital and other requirements 
during a prolonged recessionary phase implies that all banks try simultaneously to tighten lending 
standards. But this may lead to a negative perverse loop: economic activity falls with a further 
deterioration in the credit quality of banks’ portfolios, and hence with higher capital requirements. 
In the words of Crockett (2000, p. 3) «the macro prudential paradigm stresses the possibility that 
actions that may seem desirable or reasonable from the perspective of individual institutions may 
result in unwelcome system outcomes». 

The paradox of capital and the need to clearly distinguish between micro and macro dimensions 
is made even more stringent because capital constraints have de facto replaced reserve requirements 
as the limiting factor in money/credit supply processes (Masera, 2016a). Increasing capital 
requirements beyond certain limits may therefore blunt monetary policy4. 

3. Complex economic systems: exogenous, endogenous and systemic risks 

According to the network approach adopted here, economic and financial systems are complex 
systems composed of a very large number of dynamic interconnected units (networks/nodes/links)5. 
Complex systems cannot be fully grasped through the study and analysis of the individual 
components. The whole is more than/different from the sum of the parts. This is especially so if the 
fallacies of composition/division are duly recognized. The global financial system (Figure 1), which 
includes EMU, is an example of a complex system/network. 

Economic and financial systems are characterized by problems of idiosyncratic/fundamental risk 
and systemic risk (which are common to all complex systems). The first is specific to one element 
of the system, the second influences the entire market/financial system. Systemic risk implies 

                                                 
4 Evidence on the changed environment can be obtained by comparing the conclusions by Angeloni et al. (2002), 

with the new findings of many authors: Basset and Covas (2013), Angelini et al. (2014), Aiyar et al. (2014), Basset et 
al. (2014), Bridges et al. (2014), Labonne and Lamé (2014), Uluc and Wieladek (2015). 

5 For the application of this analytical framework to economics, see Haldane (2015) and Battiston et al. (2016). 
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fundamental analysis. This is a result of an incorrect modeling of the volatility and non-stationarity 
of the underlying stochastic models, the homogenization of risk aversion and buying/selling 
strategies on the markets (Danielsson et al., 2011). 

4. Macroeconomic policies: the traditional vs the macro prudential paradigms 

The 2007-2009 Great Financial Crisis provided evidence of the lack of a reliable theoretical and 
policy framework to identify, prevent and ultimately address the consequences of systemic risk and 
large adverse shocks in economic systems. The intertwining of real and financial imbalances was 
neglected, structural factors were not considered and the need for a complex, interactive use of 
corrective economic policies was not recognised. Prior to the crisis, a strong consensus had 
developed among professional economists, banking regulators and policy-makers that a modern 
market economy, in the absence of short-term destabilising policy impulses, was inherently self-
corrective.  

In this framework, policy objectives and instruments should be fundamentally segmented and 
independently pursued within a medium-term, transparent, policy setting. In particular, there was 
ample agreement on the advances of financial surveillance and risk analysis, after the Basel 
standards revolution. All these tenets proved incorrect and risk increased sharply, acquiring 
systemic features. 

The necessity of overall repair led to a profound reassessment of the analytical and policy 
paradigms and to the development of a new “macro prudential” framework for economic policies to 
cope with systemic shocks, and notably with the perverse interaction of bank failures, government 
deficits/debts and sovereign risk in the Euroarea (de Larosière Report, 2009)6.  

This note offers a framework that takes into account a double order of interconnections: first, 
light is shed on the complex interactions between the micro and macro levels (with possible 
fallacies, but also synergies, of composition); secondly, reference is made to the links between 
different economic policies, notably regulatory and monetary/credit policies. From this perspective, 
macroprudential policies – aimed at preventing/containing systemic risk and instability – take on 
particular significance, and it is proposed to extend them beyond the common focus (and related 
dichotomy) with respect to the requirements of micro supervision in the financial field. 

The traditional approach to policy making focuses on fiscal, monetary/credit and structural 
policies. The first two policies are fundamentally macroeconomic and demand-side. The third are 
microeconomic and supply–side. The traditional goals of economic policies are price stability, 
sustainable full employment and growth. The two alternative approaches to their adoption are 
discretionary vs. rule-based policies.  

The adjective “prudential” has a well-defined but very broad meaning: inspired/dictated by 
prudence, i.e. the exercising and applying of prudence and good judgment. In accordance with the 
etymological definition, policies are defined here as macro prudential if they use analytical models 
and policy tools to prevent/reduce systemic risks to the economy and in particular to pursue the 
goal of financial stability. The definition developed here is broader than that which circumscribes 
macro prudential policy to the examination of financial and banking regulation (Hanson et al., 
2011); it also includes the examination of other economic policies affecting the economic system  
which, if mismanaged, can trigger systemic risk and financial instability. On the one hand, financial 
stability and prevention of systemic risk become the overarching objective of overall policy making. 
On the other hand, the complex/network system framework highlights the multiple-
instrument/multiple-authority interactions of the macroprudential policy paradigm. 

Evidently, the links between macro prudential and “traditional” economic policies are especially 
close and relevant with reference to the micro prudential and monetary policies (Goodhart, 2014). 
However, it is also necessary, in a complex system, to identify and analyse potentially destabilizing 

                                                 
6 For a survey of the governance framework of the EMU for the conduct of appropriate economic policies, see 

Donatelli et al. (2016). 
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new institutional setting, the crucial function of lending of last resort (LLR) to significant banks 
should be given to the ECB itself – and no longer to national central banks, to better insure financial 
stability in the Euroarea9 

5. Links between economic policies and micro-macro interactions: some examples 

The focus of the macro prudential framework presented here is on the possibility of 
fallacies/synergies of composition and on the interactions between the different economic policy 
processes in a medium term framework, which is necessary also to capture transition and 
aggregation mechanisms (Scazzieri, 2015). Accordingly, Table 1 below offers a few examples of 
these links, examined, for simplicity’s sake, on the basis of bilateral relationships between policies. 

 
Table 1 – Links between economic policies and possible fallacies/synergies of compositions: 
some examples in the framework of a network approach to macro prudential and other 
economic policies. 
 

Policies Links 

Fiscal and Structural 
Policies 

The intertwining of structural adjustments and fiscal policy compulsory 
targets is now a formal features of the EU complex budgetary procedure. To 
recall, the Stability and Growth Pact is the centrepiece of the EU rulebook 
to foster fiscal responsibility and budget discipline, and to create the 
appropriate conditions for monetary union, since its adoption in 1997. 
Reforms and complements were agreed in 2005 and in 2011-2013. As of 
January 2015, existing rules are applied to strengthen the links between 
fiscal policy commitments and structural reforms on the one hand, and 
promotion of investment – in the context of the Juncker Plan and the 
European Fund for Strategic Investment (EFSI) – on the other hand (EC, 
2015). In particular, under the Preventive Arm of the Pact, Member States 
implementing major structural reforms are now allowed to deviate 
temporarily from their medium-term budget objective (MTO) or the 
adjustment path to it. The temporary deviation must be less than 0.5% of 
GDP. The unduly restrictiveness of this limit is underlined by Paganetto 
(2015). 
Excessive rigidity in budget targets can lead to strong increases in taxation 
which undermine the willingness to invest and to work (the Mundell-Laffer 
approach), and hence to lower total revenues. 

Fiscal and Monetary 
Policies 

Budget restraint can create linkages: hyperinflation, public debt defaults,  
sovereign/ banking risks… (unanticipated) inflation as a tax on monetary 
base and on government bonds. On the other hand, purchases of 
government debt can become the necessary avenue to extraordinary 
monetary easing. 
Excessive fiscal contraction can lead to output losses and destabilizing 
debt/income processes (fallacy of composition) which may be hard to offset 
by  monetary policy.                                                                                           

Crisis Management & 
Resolution Policies and 
Fiscal Policy 

In the absence of Resolution Policies, banking/ financial crises can lead to 
budget/debt shocks and widespread moral hazard, because the risks of a 
systemic real/financial crisis can outweigh the fiscal costs of bail-outs 
(Masera and  Mazzoni, 2011). 

Energy, Environmental 
and Fiscal Policies 

The public objective of  Green energy can imply government incentives and 
guarantees leading to unprofitable/loss making energy investments and to 
large budget costs. Ultimately, it could even be self-defeating, if substitute 
technologies lower the relative price of fossil fuels (Sinn, 2012).                      

                                                 
9 On these points see, for instance, Goodhart and Schoenmaker (2014). 
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Structural/Supply Side 
Policies and  
Monetary/Fiscal Policies   

No monetary or fiscal stimulus can be successful if it is not accompanied by 
the right structural policies (synergy of composition) (Draghi, 2014). 

Monetary/Credit 
Policies and  
Capital Regulation             

In a phase  of  recession/faltering recovery and of  financial stress excessive 
capital requirements (predicated on micro prudential grounds) can lead to 
cumulative destabilizing credit restraint, invalidating monetary policy 
impulses: procyclicality and fallacy of  composition. 
Leverage is a  key aggregate/regulatory requirement which should be at the 
center of micro/macroprudential analysis. The paradox of deleveraging 
must be taken into account (Yellen, 2009; Cour-Thimann and Winkler, 
2012). 
The money/credit supply process can be affected by equity requirements. 
Capital (and not bank reserves) can become the key factor, limiting bank 
credit and undermining the reliability and effectiveness of the monetary 
transmission mechanism. 
Non-proportional capital rules can lead to artificial expansion of shadow 
banking and to systemic risk. 
If monetary policy is overloaded and forced to resort to unconventional 
expansionary impulses – leading to negative interest rates for prolonged 
periods – a negative anticipated effect on banks’ sustainable relation 
between profitability and cost of finance is unavoidable. The value creation 
of banking firms lies primarily on the asset side of the balance sheet: for 
given required returns to financial investors, what matters is that the 
expected profitability should be higher than the overall cost of finance. In 
the situation considered here, more capital does not represent a sufficient 
precondition to foster long-term stability: it might even become an adverse 
condition (Masera and Mazzoni, 2016). 

Macro Prudential and 
Monetary Policies 

Too loose monetary policy can create financial bubbles and inflation. Too 
tight can lead to  recession/ deflation. In both instances financial and 
systemic stability is at stake: the delicate balance requires an overall 
assessment of the two types of systemic risk. 

 
As is evident from these simple examples, the intertwining of policy processes in the 

macroprudential framework highlights the need to overcome the well-known Tinbergen principle of 
separation, which still represents a reference point for economic policy in the Eurozone. According 
to this principle, in order to achieve a given number of independent economic policy objectives over 
time, one must have (and use separately) an equal number of independent instruments. 

The model proposed here does not deny the principle but modifies it profoundly, in that it 
underlines the need to take into account the interactions between tools, the fallacies of composition 
and integration synergies between policies and instruments. Moreover, the linearity of Tinbergen’s 
mathematical and econometric approach must be amended to take into account the existence of 
endogenous risk, possible regime shifts and reconfiguration of stochastic reference models that 
herald systemic risk. In this context the problems and the effectiveness of the conduct of economic 
policy reside primarily in integration rather than in separation. Conversely, the ECB was created on 
the basis of the “Separation principle” (Bordes and Clerc, 2012). Separation and independence 
should not be confused.              
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6. Towards a new policy architecture in the Euroarea 

As indicated, the economic policies of the Eurozone are characterised by paradoxes which 
deserve critical scrutiny and, in any event, can hardly be defined as successful. The objectives of a 
European EMU of sustained capital accumulation, significant productivity gains, stable prices, open 
markets, shared prosperity10, employment, innovation and sustainable growth have been advocated 
and actively pursued, but the task of overcoming the difficulties of monetary unification in a non-
optimal currency area has not been accomplished.  

The following charts and table taken from studies published by members of the Board of the 
ECB (Praet, 2015 and Constâncio, 2015) offer synthetic evidence of this contention, notably in 
comparison with the United States11.  

 
Figure 6: Total Factor Productivity. 

 
Source: Praet (2015). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
10 This stated objective runs contrary to the growing economic inequality. 
11 On these points see also Lin (2016). Figures 6 and 7 highlight the poor performance in terms of investment and of 

factor productivity. The two elements are clearly intertwined, as evidenced by many studies and by the Juncker Plan 
(2015) itself. 
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Figure 7: Real domestic demand. 

 
Source: Praet (2015). 

 
 

Figure 8: Bank loans to private sector. 

 
Source: Praet (2015). 
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Figure 9: Monetary base and broad money. 

 
Source: Constâncio (2015). 

 
 

Figure 10: Ratios of broad money and credit to the monetary base. 
 

 
Source: Constâncio (2015). 
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Figure 11: Real GDP and CPI inflation. 

 
Source: Constâncio (2015). 

 
 

Table 2 - Fiscal policy: GDP losses in relation to baseline, resulting from simultaneous fiscal 
consolidations in seven euro area countries from 2011 to 2013 simulated by the EU 

Commission model QUEST. 

 
Source: Constâncio (2015). 

 
The evidence presented here does not require explanatory comments: it is clearly indicative of a 

poor track record in terms of real variables (total factor productivity, domestic demand, capital 
accumulation and GDP growth12), of the money/credit supply process (monetary base, broad 
money, credit), of inflation objectives and of fiscal policies results. 

The critical assessment of Euroarea policy is not inconsistent with the frank admissions of the 
“Five Presidents’ Report” (5PR) of June 2015 (Juncker et al., 2015). The Report recognises that the 
euro area, as of today, does not represent a genuine EMU, fulfilling the aspirations and expectations 
repeatedly expressed, since 1969, by the Council, the Commission and the European Parliament: 

 
«Europe’s Economic and Monetary Union (EMU) today is like a house that was built over decades 
but only partially finished. When the storm hit, its walls and roof had to be stabilised quickly. It is now 
high time to reinforce its foundations and turn it into what EMU was meant to be: a place of 

                                                 
12 The widening “real” gap with the United States is also documented in an IMF working paper (Lin, 2016), where it 

is, in particular, highlighted that «In PPP terms, nominal GDP per capita in the euro area is now nearly $15,000 below 
that in the United States, the highest gap since the start of EMU». 



 

prosp
econo
steps 

 
The mo

“coronation
held that m
economic, 
the upper 
monetary u

It shoul
by both P
indicated a
complemen
January 19

Kohl el
cannot be 
and monet
of sustainin

The issu
network a
Approach”
the 5PR – h

 
Figure 12:

 

 
* «All
must p
Union
euro ar
 

Sourc
 
             
13 It is ha

created no pr
14 For an 

perity based
omy, aiming 
to complete 

onetary unio
n” theory o
monetary un
fiscal and p
hand. The 

union shoul
d be underl

President M
above and 
nted by pol

993.  
laborated th
repeated of
ary union (E
ng an econo
ue of politi

architecture 
” has great i
has also sho

: The Five 

l four Unions d
participate in a

n… After many
rea will do mor

ce: Masera (20

                  
ard not to agr
rogress toward
interesting law

d on balance
at full emplo
EMU» (Jun

on is a uniqu
of EMU adv
nion should
political un
view expre
d come firs
lined, howe

Mitterand an
agreed tha
itical union

hese points 
ften enough
EMU)… Re
omic and m
ical union h

and the p
interest and
ortcomings 

Presidents
‛Genu

depend on each 
all Unions for t
y years of crisis
re than just surv

015b). 

                  
ee with a key
ds political un
w and econom

ed economic
oyment and 
cker et al., 2

ue experime
vocated by G
d have been
nion. Ultima
essed notab
t and would
ver, that the
nd Chancel
at economic
n. The deadl

in a famou
h. Political u
ecent histor
onetary uni

has been tak
policy proc

d evident va
and points w

’ Four inte
uine Econo

other. Therefor
the euro area to
s, governments
vive» (Juncker e

y observer as 
nion has been m
mic policy fram

17 

c growth an
social progr

2015 p.4). 

ent of a sing
Germany an
n the final 
ately, it was
bly by Fran
d force econ
e key politi
llor Kohl (
c and mone
line they ind

us statement
union is the
ry, and not j
ion overtime
ken up aga
cess appro
alidity, but –
which need

erdependen
mic and M

re they must de
o gradually evo
s and institution
et al., 2015 p.5

Otmar Issing,
made – or eve
mework to EM

nd price sta
ress. To achi

gle currency
nd the Neth
“coronation
s instead th

nce, Belgium
nomic conve
ical impulse
(1990) who
etary union
dicated to th

t to the Bun
e indispens
just that of 
e without po
in in the 5P
ach adopte
– perhaps a

d clarificatio

nt Unions to
Monetary Un

evelop in parall
olve towards a
ns must demon
).  

, who recently
en really attem
MU see Caprig

ability, a com
eve this, we 

y without a 
herlands (the
n” of a pro
e monetaris

m and EC C
ergence and
e to the sing
o overcame
n should ha
he Irish Pre

ndestag of 6
able counte
Germany, t
olitical unio
PR (Figure 
ed in this 
as a consequ
ons.  

o transform
nion’*. 

el and all euro 
genuine Econ

nstrate to citizen

y argued that,
mpted» (Issing
glione and Sac

ompetitive so
will need to

state. In th
e economis

ocess of com
st approach
Commissio
d institution
gle currency
e the two 
ave been im
esidency in 

6 Novembe
erpart to the
teaches us th
on is a fallac
12), which
study14. T

uence of the

m the euro 

area Member S
nomic and Mon
ens and markets

, instead, «sin
g, 2015). 
cco Ginevri (2

ocial market
take further

e 1980s the
t approach)
mpletion of

h which had
on held that
n building. 
y was given
approaches
mmediately
1990 was 1

er 1991: «It
e economic
hat the idea
cy»13. 

h shares the
The “Union
e brevity of

area into a

 

States 
netary 
s that 

nce EMU was

2016). 

t 
r 

e 
) 
f 
d 
t 

n 
s 
y 

 

t 
c 
a 

e 
n 
f 

a 

s 



18 
 

To start with, it does not address the fundamental issue of a recognition of the flaws of the 
analytical and policy paradigms before and after the Great Financial Crisis, and of the appropriate 
road to repair. In the second place, it diverts attention from a critical analysis of the policy actions 
taken – and the paradoxes outlined here – and does not provide explanations for the unsatisfactory 
results documented by the ECB itself. Finally, it neglects the need for a truly interactive macro 
prudential policy framework capable of identifying the links between monetary, credit, fiscal and 
structural policies and their fallacies of composition/division. This is surprising because the 4/6 
Union Model is based on these premises: «All Unions depend on each other and must develop in 
parallel…». Without a complete analysis of the analytical framework and the policy interactions, 
especially under stress, the proposed Union model may convey the wrong impression that 
institutional and political changes would automatically lead to the goal of a genuine EMU. 

7. Policy proposals and concluding remarks 

A key feature of the broad macroprudential paradigm is the focus: (i) on the links and 
interactions of the various economic policies (and, therefore, the effectiveness and potency on the 
policy mix) and (ii) on the role of fallacies of composition/division. In the Eurozone, this complex 
approach goes beyond political economy and addresses directly the issue of political union. The 
Eurozone must be seen as a network of economic policies, governance and political integration. 
This broad approach should not however become an excuse to avoid a critical analysis of the 
economic policies pursued, which are based – in some instances – on questionable, falsifiable, or 
even false premises and on inadequate economic policy modelling. 

In particular, the links between fiscal, monetary, credit and bank capital policies should be 
reassessed along the lines indicated in the previous paragraphs, without putting into question the 
objectives of fiscal rehabilitation, price stability and sustainable growth. The issue is not so much 
that of flexibility, but primarily of redefinition of the appropriate instruments, which now put an 
excessive reliance on monetary policy. This, as indicated, may ultimately result in perverse effects 
on systemic risk. 

The six paradoxes examined in this note are indicative of the need for an in-depth rethink of the 
Euroarea economic policies with reference to a macroprudential framework. A key point which 
must be subject to scrutiny is the alleged “fact” that a close relationship exists between the 
monetary base, monetary supply and prices. The economic results obtained since the crisis show a 
poor policy track record, as confirmed also by studies published by members of the Board of the 
ECB. 

The Five EU Presidents admitted that the current Economic and Monetary Union is not 'genuine' 
and argued that parallel developments in the six underlying Unions are required. This is not a 
novelty. Already in 1990 President Mitterand and Chancellor Kohl indicated to the Euro Summit 
that EMU should be immediately complemented by political union: «The idea of sustaining an 
Economic and Monetary Union over time without political union is a fallacy (Kohl, 1991)». Let it 
be noted in this respect that in the EU the correct interpretation of the acronym EMU is not 
European Monetary Union, as was recently suggested by Weidmann (2016). 

The macroprudential paradigm shows the need to focus on the links and interactions among the 
various economic policies, and on the role of fallacies of composition/division, in a medium-term 
framework. In these concluding remarks, we focus on some key issues, with a view to making for 
explicit policy proposals. 

As indicated, a central point is represented by the contradictory effects of (i) ever increasing 
capital and other requirements on banks (including incomplete/unsatisfactory rule-making on 
resolution mechanisms), and (ii) the simultaneous pursual of  continued loosening of monetary 
policy/negative interest rates. The constraints on banks affected and continue to affect growth. This 
creates a vicious circle. The aim of microprudential safety and soundness becomes contradictory 
with the macroprudential requirement of sustainable growth. Financial stability requires soundness 
of the banking system. But, financial stability also requires growth: the trade-off between regulation 
and growth is an issue of social cost-benefit analysis: the EU (one-size-fits-all) approach has gone 
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too far in increasing requirements on banks. This affected growth and thwarted monetary policy (de 
Larosière, 2013). Also of great concern is the “collateral damage” resulting from the conjunction of: 
(i) the EC untiered banking regulation and (ii) the ECB negative interest rate policy. This has a 
profound negative effect on the profitability of “traditional” small and medium sized banks and 
hence on their possibility to raise fresh capital. On the other hand, wholesale-finance specialty 
banks (notably leasing, factoring, consumer loans…) benefit from the availability of law-interest 
funding from the Central Bank and the parallel decline in borrowing and lending rates. 

United States experience offers evidence of a radically different approach to these issues (TARP, 
GSE, support to securitisations and, above all, a tiered regulatory framework). The tiered approach 
(Tarullo, 2014 and Yellen, 2014 and 2015) is in the realm of the American law balancing principle. 
It is somewhat surprising that the German (Prussian) proportionality model has not been followed 
in the area of Banking Regulation by the EU15. An important recognition of the need to reassess the 
regulation/growth trade-off has been made by Commissioner Hill (2016). 

A second clear instance of a wrong policy mix is offered by monetary and fiscal policies. Fiscal 
rehabilitation and the reduction of debt/income ratios are a highly desirable objective, but the 
austerity approach – as concretely applied, with emphasis on the short-term budget balance – 
created vicious loops. The outcome in terms of lower output and higher unemployment has been 
underestimated: hence, the ratios of debt to income increased in many countries with high debt 
ratios. In Italy, for instance, the increase in the ratio was especially high during the austerity-driven 
Monti and Letta governments. These perverse effects were heightened because of (i) the 
inappropriate burden of the banking regulation concretely implemented in the Banking Union 
framework, and (ii) the fact that certain countries have been consistently characterised by very high 
current account surpluses (which exacerbated the paradox of saving). The burden on monetary 
policy to avoid deflation/depression is extremely high and the collateral negative effects create 
increasing damage. 

There is also a need to combine the appropriate fiscal and monetary actions with well-designed, 
mutually consistent structural policies. A key structural policy to be adopted through a concerted 
action by Eurozone countries would consist in ensuring tax neutrality of debt and equity: this is key 
to overcoming the paradox of de-leveraging in the private sector. This is especially important now: 
the perverse effects of the combination of very low/negative interest rates and of tax incentives for 
debt are evident: financial bubbles may put at risk the long-term stability of the Euroarea. Saving is 
penalised in the attempt to reduce the imbalance between saving and investment!  

It has been argued that interest rates are negative in the Euroarea fundamentally because of an 
excess of saving over investment (Draghi, 2016). Also from this point of view, it is necessary to 
foster investment from the lows recorded in the past decade. The new European investment plan – 
as is certified by the EFSI and the EIB – shows that there are ample opportunities for public and 
private investments in infrastructure, human capital, the environment, innovation, with positive 
social and private returns. These investments also yield significant returns in mitigating the adverse 
impact on low income groups of fiscal consolidations (Ostry et al., 2016). 

If public investment projects are rigorously selected and effected undertaken on the basis of 
economic return, effectiveness and cost-efficiency – preferably within a PPP framework – public 
and private investment become fundamentally complementary (Valla et al., 2014; Economic 
Insight, 2015; Masera, 2016b). Under the conditions outlined, public capital has a crowding-in 
effect on private investment: increases in public capital raise the marginal productivity of private 
capital. These arguments carry special weight in the current situation of excess saving, negative 
nominal interest rates, and slowing multi-factor productivity (OECD, 2016). The Ricardian 
equivalence preoccupations recede (the marginal productivity of new investment outlays is higher 
than the nominal and the real cost of funding. 

A compelling case can therefore be made to adopt now in the Euroarea a, say, three-year (or until 
nominal rates of interest remain negative) investment compact to reinforce the Juncker Plan (2015). 

                                                 
15 On the two models see Cohen-Eliya and Porat (2010). 
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More specifically, public investments selected by the EFSI – with direct country contributions to its 
capital, in the form of guarantees or cash – would be exempted from the Stability and Growth Pact, 
possibly up to predetermined ceilings. The proposal made here: (i) ensures the effectiveness and 
productivity of new public capital, financed at negative interest rates; (ii) helps overcome the 
current market failures and inappropriate burden of monetary policy; (iii) ensures that EFSI- 
financed projects are allocated on their merits in a European perspective, and not on the basis of 
national keys. The problem of “juste retour” would thus be overcome16. 

Under the special circumstances of the EMU process and the vital need to foster growth, 
innovation, productivity, a forward-looking D/Y fiscal policy framework would temporarily be 
adopted (with the emphasis on the sustainable decline of the ratio, and not on the actual decline of 
the stock of public debt). Admittedly, this might require in Germany a rescheduling of the debt-
brake policy at the federal level (e.g. from 2016 to 2020 as already envisaged at the level of the 
regional governments) (Federal Ministry of Finance, 2015). Ad indicated, this programme would be 
accompanied by precise commitments of Member Countries to enact in-depth structural reforms to 
help raise economic growth. 

A final point is the need to reconsider also the international financial architecture in which 
Eurozone policies are necessarily inserted: in particular, the simplistic approach to the exchange 
rate and to current account imbalances must be questioned. The assumption according to which the 
market is left to determine the Euro exchange rate, so that the ECB can direct money and credit 
policies to the domestic objective is evidently reductive. EMU growth should be anchored to 
sustainable expansion of domestic demand in the internal market, not on net exports and on a 
depreciating Euro. 

 

                                                 
16 On these points see ECB (2016, pp.75-88). 
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