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High time to change course

pean economy. However, it remains to be seen whether a full-blown recovery

is under way. While the European Commission has shown some flexibility in its
approach to deficit reduction for some countries, austerity remains firmly the order
of the day. In a speech in Vilnius on 13 September, Economic and Financial Affairs
Commissioner Olli Rehn argued for the need to “stay the course of reform”, and so
we can expect more austerity and more labour market “reforms”.

Latest figures suggest that the worst of the recession could be past for the Euro-

[tis all the important, therefore, to remind ourselves that austerity hasn't worked.
That not only has austerity not delivered an economic turnaround but that it has not
even delivered on the central aim of reducing government deficits as a proportion
of economic output (GDP).

EPSU has asked ETUC economic advisor Ronald Janssen to put together a series
of briefings examining the main arguments around austerity, the role of the finan-
cial markets, the links between wages and productivity, the bail-out and proposed
regulation of the banking sector and question of labour market reform.



Introduction

Europe embarked upon in the aftermath of

the 2009 financial crisis is disastrous. It has
pushed Europe’s economies back into a new
recession, a recession that started at the end
of 2010 and which has continued for six quar-
ters in a row. It has destroyed jobs, with em-
ployment in Europe falling by one million over
the past six months.

The sad truth is that 26 million Europeans
are now without a job, 10 million more than
at the start of the crisis. Long- term unemploy-
ment is increasing and youngsters are hit very
hard. Precarious jobs, poverty and inequalities
are increasing sharply.

The news over summer indicated that eco-
nomic activity seemed to be stabilising, how-
ever, the crucial question remains whether this
will be followed by a recovery that is intense
enough to sustain itself or whether economies
will instead continue to ‘bump along the bot-
tom".

Confronted with outcomes such as these,
the least one could expect is that those who
are responsible for these policies would take
a step back and reconsider their course of ac-
tion.

This, unfortunately, is not happening. Un-
der the leadership of the European Central
Bank and with the full support of the corpo-
rate lobby of European business, the basic
policy message coming from European policy
makers is to “stay with the policy course” (for
one example see here: http://blogs.ec.europa.
eu/rehn/recovery-is-within-reach/).

The only thing that is taking place is that
the original argument for fiscal austerity is get-
ting a tweaked a bit. Faced with the fact that
several member states (despite massive cuts
in expenditure) failed to reach the 3% deficit
criteria in 2013 anyway, the Commission had
little choice but to the extend deadlines by or
two years. However, in return for this flexibility,
the Commission is expecting member states to
do two things.

First, they need to undertake new rounds

The policy course of austerity upon which
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of austerity measures, with the Commission
defining a precise amount of structural fiscal
consolidation that is still highly ambitious.

Secondly, member states have to intensify
structural reforms to improve competitiveness,
with ‘structural reforms’ mostly being a code
for a radical deregulation of labour market in-
stitutions that protect workers’ rights and pro-
mote fair wages. This is adding insult to injury.
Fiscal austerity is already damaging enough.
Complementing this with a downwards spiral
of competitive dumping across Europe by de-
valuing wages and undermining wage forma-
tion institutions will only make matters worse.

However, the ‘austerians’ are unshakable
in their beliefs. In their view, their policies are
bearing fruit and are returning growth to the
economy and confidence to financial markets.
In their view, the social outcomes may be dis-
mal but they are a necessary price to pay to
restore competitiveness and access long-term
economic benefits.

This series of briefings denounces their
view. This first part replies to several of the ar-
guments used by the “austerians” to confuse
the discussion and help them continue with
their policies.

The second in the series will focus on the
arguments that claim that all will be well be-
cause austerity, in some way or other, will re-
store ‘confidence’ and reassure financial mar-
kets.

The third and fourth briefings will delve
deeper into the structural reform agenda and
the twin fairy tales of workers being paid wag-
es beyond productivity and the lack of suffi-
cient labour supply.

The final briefing will document how banks
and the corporate sector at large are being
generously supported by policy while at the
same time austerity is being imposed on the
rest of us.

The conclusion from all of this is clear: Eu-
rope cannot continue on the road of austerity
and social deregulation, Europe urgently needs
to choose a different course.



The failure of austerity

The supporters of austerity claim that in practice its impact has been
modest. People have hardly felt the measures, as the president of the Euro-
pean Council has repeatedly stated. Hence, since it is so modest, austerity
can have no significant negative effects on the economy.

The reality is that austerity has had a massive negative impact on the European
economy. In just the five years between 2009 and 2014, deficit cuts have amounted
to 7% of GDP in the Euro Area alone. This represents €700 billion.

Moreover, at the level of individual member states, austerity has been pushed
much further in a futile attempt to appease financial markets.

In Spain, Ireland and Portugal, austerity over this period has taken the equivalent
of respectively 12%, 14% and 16% of GDP out of each economy. In the UK, a
non-euro member state, the figure is 10%. The absolute austerity champion howe-
ver is Greece, with the total value of consolidation programmes reaching a horrific
26% (one quarter!) of its GDP.

These numbers are historical records. They testify to the fact that what is going
on in Europe is a doubtful experiment in which a policy of fiscal contraction is being
applied on a massive scale and in a coordinated way across big parts of Europe.
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The advocates of austerity claim it is working and that deficits in Europe
have already fallen from 7% of GDP in 2010 to below 4% of GDP in 2012.

Considering the total amount of fiscal cuts that had to be made in order to reach
this result, this can hardly be seen as a success. In effect, governments have had to
cut expenditure and raise taxes to the tune of 7% of GDP to achieve this 3% deficit
reduction for the Euro Area.

At the level of individual member states, the same phenomenon can be obser-
ved. While Portugal squeezed 16% of GDP out of its economy, the deficit there
fell by only 5%. In Spain, a 12% fiscal contraction brought about a 3% fall in the
deficit, while in Greece, the corresponding figures are 26% and 9%. In the UK,
to reduce the deficit by 5%, cuts to the order of 10% of GDP had to be imposed.

The reason for this is straightforward. If pushed too hard and particularly when
economic activity is weak, deficit cuts bring about large falls in economic activity.
However, a faltering economy means tax revenues fall while unemployment bene-
fits go up. This pushes the deficit back up so that governments, if they want to stick
to the initial deficit targets, have to go for a new round of austerity.

In the end, the price that Europe is paying for austerity is huge — a prolonged
downturn of the economy with enormous job losses. Five years after the 2009 fi-
nancial crisis, economic activity in the Euro Area will still be far below the pre-crisis
level (see graph). In Spain, Portugal and Italy, activity in 2014 will be 8% to 10%
below the pre-crisis level. Under the weight of austerity, the Greek economy has
simply collapsed and economic activity has shrunk by a quarter since 2008 with
unemployment exploding to 26% of the active population. In France and the UK,
activity is due finally to catch up with its pre-crisis level in 2014 but this still repre-
sents half a decade of economic stagnation.

These are not results to boast about. Yes, the deficit has been reduced
somewhat but the price paid is simply too high while the initial deficit tar-
gets have not been reached. Moreover, the same policies will produce the
same results. If the strategy of austerity is continued and if additional cuts
are made to reduce the deficit further from 4% to below 3% and then close
to zero, there’s actually still serious economic and social pain to come.
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Their claim is that austerity is necessary to halt the trend increase in
public debt and to lower public debt ratios.

When public debt ratios are concerned, the policy of austerity is completely self
defeating. Despite (or rather exactly because of) massive austerity, public debts and
public debt ratios have simply kept increasing. In the financially distressed econo-
mies where austerity has been massive (Greece, Spain, Ireland), public debts have
exploded (see graph).
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Austerity itself is to blame. The massive doses of fiscal cuts lead to economic
collapse, not only in in real terms (activity and jobs) but also in nominal terms (lower
inflation) with falling or stagnating nominal GDP in several economies as a result.
However, since public debt is expressed as a ratio with nominal GDP in the denomi-
nator, this fall in nominal GDP immediately works to push public debt as a percen-
tage of GDP back up. This ‘denominator’ effect of a falling nominal GDP has proven
to be more powerful than the (limited) falls in deficit numbers in the nominator. The
end result is a substantial increase in the public debt ratio.



Their claim is that all of these setbacks are just temporary. Once struc-
tural deficits have been sufficiently brought down, cuts are no longer ne-
cessary so that growth can resume and can start pushing public debts back
down.

The distinction economists tend to make between the long term and the short
term is a theoretical construction. First, the ‘short term’ can take a very long time. In
practice, the short term boils down to a half or even an entire decade. Second, an
austerity induced collapse of the economy also impacts negatively on the potential
for the economy to grow in future. The consequence is that, also in the long term,
the expected positive effects of austerity do not materialise either or only in an
insufficient way.

Different mechanisms are at work here: A prolonged recession increases the
number of long term unemployed, resulting in a cohort of demotivated workers
detached from the labour market (‘human capital effect’). An enduring crisis also
translates itself into an increase in the incidence of precarious contracts (agency
work, fixed term work). This in turn tends to end up in employers discriminating
against workers with a history of such contracts because these workers are being
perceived as unable to hold to a steady job. Finally, recession means business and
the public sector cut down on investment, thereby reducing the economy'’s stock of
capital and holding back innovation.

One illustration is the damage austerity is inflicting through the channel of pu-
blic investments. All across Europe, governments have slashed public investment in
a desperate attempt to reach their deficit targets. Public spending on investment
has collapsed, from 2,9% of GDP in Europe in 2009 to just 2,2% in 2013.And this
is actually just the tip of the iceberg. These figures cover public material and in-
frastructure investment and don’t reflect the fact that government expenditure on
education and health has also been slashed.

How can the European austerians hope to build a future competitive
economy with good growth performance on the basis of downgraded
educational expenditure and the nation’s investments in the future?
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