Shocks, unemployment and
adjustment — the limits of
the European union

By Christophe Blot

In an article published in 2013 in Open Economies Review [1],
C. A. E. Goodhart and D. J. Lee compare the mechanisms for
recovering from the crisis in the United States and Europe.
Based on a comparison of the situation of three states
(Arizona, Spain and Latvia) faced with a property crash and
recession, the authors explore the reasons for the growing
divergence observed among the euro zone countries, a
divergence that is not found in the United States. Their
analysis is based on the criteria for optimum currency areas,
which enable the members of a monetary union to adjust to
adverse shocks and to avoid a lasting difference in their
unemployment rates during an economic slowdown or downturn.
While Latvia is not formally part of a monetary union [2], its
currency nevertheless has remained firmly anchored to the euro
during the crisis. Thus none of the countries studied by
Goodhart and Lee resorted to a nominal devaluation to absorb
the financial and real shocks that they faced. The authors
conclude that while Arizona dealt with the shocks better than
Spain, this was due both to the greater fiscal solidarity that
exists between the states of the United States and to the
greater integration of the US banking system, which helps to
absorb shocks specific to each state.

In addition to de jure or de facto membership in a monetary
union, Arizona, Spain and Latvia also all went through a real
estate boom in the 2000s, followed by a correction that began
in 2006 in Arizona and Latvia, and a year later in Spain
(Figure 1). The real estate crisis was accompanied by a
recession, with the same time lag persisting between Spain and


https://www.ofce.sciences-po.fr/blog/shocks-unemployment-and-adjustment-the-limits-of-the-european-union/
https://www.ofce.sciences-po.fr/blog/shocks-unemployment-and-adjustment-the-limits-of-the-european-union/
https://www.ofce.sciences-po.fr/blog/shocks-unemployment-and-adjustment-the-limits-of-the-european-union/
http://www.ofce.sciences-po.fr/pages-chercheurs/blot.htm
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftn1
file:///C:/Users/laurence-df/Desktop/CB_Post_Adjustment_ES_SLV_cbv2.docx#_ftn2

the other two states. Latvia recorded the sharpest downturn in
activity (-21% between 2007 and 2010). However, the downturns
experienced by Arizona (-5.5% since 2007) and Spain (5% since
2008) were comparable. While the downward adjustment of the
property market stopped in Arizona (recovery 1is underway in
the US state), the recession is continuing in Spain. Overall,
this difference in adjustment is reflected in a continuing
increase in unemployment in Spain, whereas it has fallen by
2.8 percentage points in Arizona from the peak in the first
quarter of 2010 (Figure 2).

Spain’s inability to pull out of the recession along with the
increasing divergence of the economies in the euro zone raises
the question of the capacity of the euro zone countries to
adjust to a negative shock. The theory of optimum currency
areas, originally developed by Mundell in 1961 [3], can help
to evaluate the conditions in which a country may have an
interest in joining a monetary union. The optimality of this
choice depends on the country’s ability to absorb shocks
without resorting to <currency devaluation. Different
adjustment mechanisms are involved. These consist mainly of
the following: [4] the flexibility of prices and in particular
of wages; labour mobility; the existence of fiscal transfers
between the countries in the monetary union; and financial
integration. Price flexibility corresponds to an internal
devaluation mechanism. As for depreciation, the point is to
become more competitive — by lowering relative labour costs —
to stimulate exports and growth during a negative shock.
However, this type of adjustment generally takes much longer
and is more costly, as is suggested by the recent examples of
Iceland and Ireland.[5] Labour mobility makes for an
adjustment whenever the recession leads people to migrate from
a state with high unemployment to one where it is lower. The
implementation of fiscal transfers occurs when various
mechanisms in states where growth is slowing make it possible
to benefit from stabilizing transfers from other states in the
union or from a higher level of government. Finally, Goodhart
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and Lee also consider the stabilizing role of the local
banking system. In this case, in the euro zone, the less the
local banking system has been weakened by the real estate
crisis or the public debt crisis, the greater is its capacity
to absorb the shock.

The authors analyzed the adjustment of the economies 1in
qguestion in the light of these four criteria. They studied in
particular the degree of price flexibility and labour mobility
as a function of unemployment in the three states. Then they
evaluated the importance of fiscal transfers and the
architecture of the banking landscape. Their findings were as
follows:

1. Price flexibility has played only a marginal role 1in
adjustment, except in Latvia where rising unemployment
has led to a decline in unit labor costs. These costs
did not on the other hand react significantly to the
rise in unemployment in Spain and Arizona.

2. Though migration 1is more marked in the United States
than in Europe, the differences are still not able to
explain the gap in the adjustment of unemployment rates.
However, 1t appears that the role of migration as an
adjustment mechanism has strengthened in Europe.
Nevertheless, this is still insufficient to ensure the
convergence of unemployment rates.

3. In 2009 and 2010, Arizona received substantial transfers
from the federal government, whereas at the European
level there 1is no automatic mechanism for transfers
between states. Even so, Latvia received assistance from
the IMF in 2009, while the euro zone countries came to
the aid of Spain’s banks. Nevertheless, in the absence
of a more substantial EU budget, the European countries
can benefit only from emergency assistance, which, while
able to meet a specific need for funds, 1is not
sufficient to play the role of an economic stabilizer.

4. Finally, the authors emphasize that the financial



amplification of the shocks was on a lesser scale in
Arizona in so far as the bulk of the banking business is
conducted by national banks that are consequently less
sensitive to local macroeconomic and financial
conditions. The risk of credit rationing 1is thus
lessened, which helps to better absorb the initial
shock. In Spain, with the exception of a few banks with
international operations, which enables them to
diversify their risks, banking depends on local banks,
which are therefore more vulnerable. This increased
fragility pushes the banks to restrict access to credit,
which reinforces the initial shock. Latvia 1is in an
alternative position in that its financial activity is
carried out mainly by foreign banks. The nature of risk
thus differs, because local financial activity 1is
disconnected from Latvia’s macroeconomic situation and
depends instead on the situation in the country where
these banks conduct their principal activity (1i.e.
Sweden, to a great extent).

The crisis in the euro zone thus has an institutional
dimension. From the moment the countries freely consented to
surrender their monetary sovereignty, they in effect also
abandoned the use of a currency devaluation to cushion
recessions. However, it 1is essential that alternative
adjustment mechanisms are operative in order to ensure the
“sustainability” of monetary unification. In this respect, the
article written by Goodhart and Lee is a reminder that such
mechanisms are still lacking in the euro zone. Negotiations
over the EU budget have not offered any prospect for the
implementation of fiscal transfers to stabilize shocks at the
European level. The discussion on Eurobonds has stalled.
Although the European Stability Mechanism (ESM) acts as a tool
for solidarity between Member States, it meets a different
need, because it involves only emergency financial assistance
and is not a mechanism for automatic stabilization. Banking
integration could also help dampen fluctuations. However, the



crisis has led to greater fragmentation of European banking
markets. The latest report on financial integration in Europe,
published by the ECB, shows a 30% decrease in cross-border
bank flows in the recent period. Similarly, despite the common
monetary policy, the interest rates charged by European banks
have recently diverged [6] (Figure 3). Thus, despite the
European banking passport created by the European Directive of
15 December 1989 on the mutual recognition of authorizations
of credit institutions, cross-border banking in Europe 1is
still relatively undeveloped. The retail banking model 1is
based on the existence of long-term relationships between the
bank and its clients, which undoubtedly explains why the
integration process is taking much longer than for the stocks,
bonds and currency markets. It is nevertheless still the case
that a banking union could be a further step in this difficult
process of integration. This would promote the development of
transnational activity, which would also help to de-link the
problem of bank solvency and liquidity from the problem of
financing the public debt.

Figure 1: Changes in real estate prices in real terms
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Sowrce : Bank of International Settlements, Federal Housing Finance Agency.
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Figure 2 : Unemployment rates
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Figure 3 : Dispersion of rates charged by banks in the euro zone
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[1] “Adjustment mechanisms in a currency area”, Open Economies
Review, January 2013. A preliminary version of this article
can be downloaded at:
http://www.lse.ac.uk/fmg/workingPapers/specialPapers/PDF/SP212

.pdf

[2] Latvia has been part of the European currency mechanism
since 2005 and is to adopt the euro on 1 January 2014.
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[3] “A theory of optimum currency areas”, American Economic
Review, vol. 51, 1961.

[4] One could also add the level of an economy’s openness or
the degree of diversification of production. Mongelli (2002)
offers a detailed review of these various criteria. See: “New
views on the optimum currency area theory: what is EMU telling
us?”, ECB Working Paper, no. 138.

[5] See Blot and Antonin (2013) for a comparative analysis of
the cases of Ireland and Iceland.

[6] C. Blot and F. Labondance (2013) offer an analysis of the
transmission of currency policy to the rates charged by the
banks to non-financial companies (see here) and to real estate
loans (see here).

On cosmopolitan currency

By Maxime Parodi, sociologist at the OFCE

A cosmopolitan currency is a currency common to many nations
and explicitly based on a form of co-sovereignty (for a more
in-depth analysis, see OFCE working paper 2013-09, June 2013).
A currency like this is possible only by accepting a monetary
policy and fiscal and taxation policies that are based on
shared motivations, where each is responsible for the monetary
commitments it makes and co-responsible for the ability of all
to pursue a suitable economic policy. To be lasting, this
currency requires sustained attention to macroeconomic
divergences between the partners and the difficulties that
each 1s encountering; it requires open dialogue about the
reasons for these divergences and difficulties; it requires a
determination to propose possible remedies over the short,
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medium and long term; and finally, it requires everyone to
cooperate voluntarily, so long that is as they have the
ability to do so.

Of all the classical sociologists, Simmel alone could have
envisaged such a currency. Indeed, he was the only one to
study socialization itself, to seek to understand society in
the making, whereas Durkheim always started from an already
established society, from an individual who was always already
socialized, and Weber started from people always already
constituted, “completed”, without at the same time considering
them as subjects likely to influence each other and make
society deliberately. Yet a cosmopolitan union is precisely a
union that is always trying to make itself; it is never
definitively established. This type of union is weak by
nature, but at the same time it only ever appears in contexts
where it is objectively necessary for its citizens. Such a
union 1is constantly renewed, constantly re-worked, because
there is an objective terrain of neighbouring or overlapping
interests, and everyone therefore considers it desirable to
come to the best resolution of the neighbourhood’s problems.
Thus, in the name of the union, it becomes possible to resolve
certain conflicts fairly and to develop tighter bonds.

From this perspective, the act of adopting a common currency
is not a trivial matter in a cosmopolitan union. All of a
sudden, everyone is committed to respecting their monetary
promises to their neighbours. This is obviously a major
change, which has immediate and foreseeable consequences: the
transaction costs between partners disappear, and 1in
particular there is no longer any risk associated with holding
a foreign currency, as the currency 1is now common and
politically guaranteed. But there are also less immediate,
more hidden consequences. For instance, this common commitment
often calls into question the economic culture of the nations
concerned, by obliging them to explain some of the ways they
operate: governments in the habit of solving their problems by



inflation or a currency devaluation must now tell their
citizens that it is necessary to raise taxes or spend less;
banks that are “too big to fail” must now draw up wills
instead of relying on the implicit guarantees of the citizens,
and so forth. Finally, the cosmopolitan currency creates a new
relationship between the partners, which in principle leads
them to be concerned about their neighbours. In fact, the
partners have made a commitment not only to keep their
promises to everyone else, but also that each is able to
uphold its own commitments (since trust is not divisible).

The cosmopolitan currency also introduces a kind of solidarity
within the union. One must now be concerned about whether
one’s neighbour has the ability to meet its monetary
commitments. This implies guaranteeing the latter a capacity
for debt and / or a flow of investment into its territory. But
unlike solidarity within a nation, this guarantee is more
moral than legal: it is not entirely engraved in stone in the
union, but must be discussed case by case. The risk of moral
hazard 1s thus avoided.

The euro seems to be the paradigmatic case of a cosmopolitan
currency. It is even the only case in history where
cosmopolitanism actually laid the basis for a currency. This
unprecedented feature also poses difficulties by upsetting
national economic cultures. Since the beginning of the
monetary crisis in 2008, everyone is discovering how Europe’s
vertical institutions (European Commission, European Central
Bank) address problems and respond to them. A culture of the
euro, even a jurisprudence, 1is thereby forged. This 1is,
incidentally, why the European Council should consider the
impact of its decisions on this emerging culture: is the euro
zone 1in the process of adopting a custom of “immediate
returns”? Is this a doctrine born of distrust? If a
cosmopolitan currency 1is possible, it 1is nevertheless
necessary to accept both sides — the co-responsibility no less
than the responsibility.






