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When the European Union introduced a common currency, this was based
on the assumption that there would be increasing economic convergence

of the participating states. These expectations were not met. Instead of grad-
ually converging, the economic performance of euro area countries has
noticeably diverged. The most considerable problem arising from this diver -
gence is that it leads to social differences and to discrepancies in political
interests regarding further direction of economic integration. Thus, in the
long term, the current integration model within the euro area might be

called into question.

Previous analyses of economic differences inthe euro area have mostly
focused on specific groups of countries, such as southern Europe versus
northern Europe or central versus peripheral Europe. This study takes a dif -
ferent approach to the issue of convergence by looking at the three largest
economies in the euro area: Germany, France and Italy.
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Issues ad Recommendations

Divergence and Diversity in the Euro Area.
The Case of Germany, France and Italy

When the European Union introduced a common
currency, this was based onthe assumption that there
would be increasing economic convergence of the
participating states. These expectations were not met.
Instead of gradually converging, the economic per -
formance of euro area countries has noticeably
diverged. The most considerable problem arising from
this divergence is that it leads to social differences
and to discrepancies in political interests regarding
economic and monetary integration. Thus, in the
long term, the existing integration model within the
euro area might be called into question.

Previous analyses of economic differences in the
euro area have mostly focused on specific groups of
countries, such as southern Europe versus northern
Europe or central versus peripheral Europe. This
study takes a different approach to the issue of con-
vergenceby looking at the three largest economies in
the euro area: Germany, France and Italy. There are
good reasonsfor focusing on these countries when
analysing euro area stability . Together they account
for almost 65 percent of the et q n ~ Graks Danes-
tic Product (GDP) and arehome to around 210 million
of the EU-0 8 341 million citizens. All three are
among the most important economies in the world.
They are also the only euro area countries that belong
to the G7 and G20 formats. Furthermore , the stability
of Germany, France and Italy is essential for the euro
area. A massivefinancial assistance package for any
one of these countries, even if unimaginable for Ger-
many or France, would exceed the capacities of the
European Stabiity Mechanism (ESM) Finally, the
main challenge for the euro area is the sustainability
of the economic models of the three largest econo-
mies. ltaly-s economic and social problems (risks in
the banking sector, excessivepublic debt, unemploy-
ment, regional differences) constitute a systemic risk
for the currency area. Similarly, France has to imple -
ment comprehensive structural reforms. Meanwhile,,
the stability of the euro area depends heavily on the
sustainability of the German economic model. Toda vy,
the Federal Repulic of Germany functions as a stabi-
liser for the euro area, whereasin the late 1990s it
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Issues and Recommendations

was still referred to as the &ick man of Europe and favourable political situation in the largest euro area
was regarded as a risk for monetary integration. members. In particular, stabilising the euro areare-
Sghr rcentral focusis the unequal develop- quires continuing the structural changes at member
ment of the three states. The intention is not to state level. The efficiency of state institutions must be
clarify whether or not sustained convergence within improved; as recent research shows this has a major
the monetary union could be promoted , and how, influence on real convergence. The largest euro states
but rather how to deal with limited convergence. should be monitored more intensively and from the
The researchaims to answer key questions about long-term perspective within the framework of the
the future of the euro area. How did the significant European Semestert their importance for the sta bil -
differences in economic performance between the ity of monetary union and the difficulties associated
three countries come about? Where do divergence with structural changes implies this . It is also essen
processes show themselves most clearly? Could a tial to keep monetary policy clearly involved in the
return to national currencies support the necessary stabilisation process and to increasingly share risks,
structural reforms and convergence? And what con- including the joint debt issuance The ESM should be
clusions can be drawn from the economic perfor- strengthened, especially in its role a s backstop of the
mance of the three countries regarding current banking union. This also means increasingthe DRL - r
debateson euro areareform? This study will outline lending capacity. Ul timately, the euro cannot exist
existing concepts of convergence beforeconsidering without the support of public opinion; social inte-
the economic systems of the three states in all their gration therefore needs to be further strengthened
diversity. Thereatfter, it will examine various options in the euro area.

for consolidating euro area stability.

The reasons behind the divergence cannot be ad
equately assessed without analysing the structural
problems of the euro area members, whose economic
models are very heterogeneous Differences include,,
for example, the role of the state, the quality of insti -
tutions and economic structures. They are responsible
for the fact that membership of a common currency
area has notbrought about the hoped-for conver-
gence. Instead, the financial and euro crises have
further exacerbated the differences. This is evident in
both nominal and real convergence indicators, which
measure the economic and social divergence of the
three largest euro area countries. The most significant
diff erences are incompetitiveness, current account
balances public debt and the labour market. A com -
parison of the real per-capita GDP growth rates of the
twelve founding members of the euro area since 1999
shows that Italy- deviation is greater than average.
The economic models of Germany, France and Italy
differ to such an extent that it is impossible to pursue
a sustainable convergence path. Reforms in the euro
area must therefore focus on how to stabilise the
single currency under the conditions of limited con -
vergencebetween its largest economies.

Everything suggests that there isno simple solu-
tion to further stabilising the euro area. Neither
return ing to national currencies nor federalising the
euro area are a way out. Convergence and structural
change will heavily depend on independent factors
such as a positiveeconomic environment, as well as a
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Convergence and Diversity in the Monetary Union

The SheerDiversity of
Economic Models Causing the
Lack of Convergence

Convergence and D iversity in the
Monetary Union

Convergence in the EU context means thealignment
ofhmchuhct " k
Sustainable convergence means that economically
weaker countries move towards the level of stronger
economies The term divergence describes the oppo
std9 ° cgheshmf °
There are different types of convergence that can
be measured by specific indicators. Nominal conver-
gence describesharmonisation by nominal variables
such as inflation, interest rates, budget deficit or
public debt. This has been a condition for entry into
the euro area snce the beginning of monetary union .
Real convergence, on the other hand, is measured in
terms of how much a country -s general standard of
living, working conditions, economic instit utions and
structures change for the better in comparison with
better positioned countries.? This study analyses the
main aspects of real and nominal convergence using
concrete examples relating to competitiveness, public
finances, income levels and the labour market. There
is a special focuson the role, efficiency and particu-
larities of national institutions.

The wish to promote convergence has always played
a central role in the historical development of mon -

1 Juan Luiz Diaz del Hoyo, Ettore Dorrucci, Frigyes Ferdi-
nand Heinz and Sona Muzikarova, Real Convergence in the

EurozoneA LonglermPerspectiy&CB Occasional Paper Series,

no. 203 (Frankfurt: European Central Bank [ECB], December
2017), 10.

2 Robert Anderton+ Q  x A  qqdkk
@ lacroeconomic Convergence in Europe: Achievements and

Oqg nr o d lEsonomie Cohvenge and Monetary Union in Europe

ed. Ray Barrell, 2ff. (London: SAGE Publications, 1991).

“thed, |

etary integration . As long ago as 1974, theCouncil
of the European Communities made it clear that the
project of economic and monetary union could not

be tackled as long as convergenceinl dl adq r s~
| ecbnandicperforsnansed.r -economic policies could not be achieved and main -

tained.® The 1989 Delors Report, named after the then-
President of the European Commission, argued that
a monetary union without sufficient convergence of

0~ q formarees.r snatonlleconanix pataies vohld notdsey vive in the

long term and could harm the Commu nity. *

The current EU Treaties contain references to real
and nominal convergence. Article 3 TEU sets out
the objective of promoting the well -being of member
states and s g @cor@mic, social and territorial co -
hesion  between them. Article 121 para 3 TFEU pro
vides that the Council shall monitor economic devel -
opments in each member state and in the Union in
nqcdg sn ®dmrtqgd bknrdqg
policies and sustained convergence of the economic
odgengl mbdr ne sThdonlycoh-adq
crete definition of convergence provided by EU law is
in Artic le 140 para 1 TFEU which specifies the nomi -
nal convergence criteria for candidate countries for
monetary union. °> However, exceptions have already

3 Council of the European Communities, Council Decision
of 18 February 1974 on the attainment of a high degree of
convergence of the economic policies of the Member States
of the European Economic Community , Brussels, 18 Feb
ruary 1974 (74/120/EEC)http://eur -lex.europa.eu/legal-
content/EN/TXT/HTME?uri=CELEX31974D0120&from=EN
(accessed 3 July 2018).

4 Committee for the Study of Economic and Monetary

m Uhdn kRepbit onliEconomic Monetary Union in the European Com

munity [@elors Report] (Luxembourg, 12 April 1989), 28.
5 Article 140 contains four convergence criteria: s table
prices, stable public finances, stable participation in the
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The Sheer Diversity of Economic Models Causing the Lack of Convergence

been made in practice. Italy, for example, was ac-
cepted as a member of the monetary union even
though it failed the sovereign debt criterion. It was
generally assumed that membership of the single
currency zone would give a strong impetus to
national economic reforms because the countries
concerned could no longer rely on the exchange rate
adjustment instrument .° However, this expectation
has not been fulfilled. Instead, a substantial number
of the monetary union members have neglected
urgently needed structural reforms since the intro -
duction of the euro.

The main challenge to the smooth
functioning of monetary union is the
diversity of its member states

Convergence plays akey role in the functioning of
monetary union. Sustainable convergence could bring
the euro area closer to being an optimal currency
area, which would stre ngthen its stability. This could
be achieved, inter alia, by promoting worker mobility
and fiscal transfers.” The convergence of per capita
incomes within the monetary union also plays a
major role. It is not only an important objective of
economic integration, but also contributes to the
overall cohesion of the euro area.’

There are no studies that show what degree of
convergencewould be necessary for the monetary
union system and how much divergence it can with -
stand. In general, however, it is clear th at divergent
economic performance by states can undermine the
stability of the economic area in two ways. First, the
excessivepublic debt of individual economies poses
an increased risk to the entire monetary union. In
such cases, the ECB or the ESMan assist by alleviat -
ing the pressure of financial markets on the countries

exchange rate mechanism of the European Monetary System
for at least two years, and stable long-term interest rate
levels. Exact figures can be found in Protocol 13 of 7 Decem-
ber 1992 on convergence criteria.

6 See, e.g., Marco Buti and Andre Sapir,Economic Policy in
EMU(Oxford: Clarendon Press, 1998).

7 Diaz del Hoyo et al., Real Convergence inEuozone
(seenote 1), 14ff.

8 Jeffrey Franks, Bergljot Barkbu, Rodolphe Blavy, William

Oman and Hanni Schoelermann, Economic Convergence in the

EurozoneComing Together or Drifting Apait?= Working
Paper, WP/18/10 (Washington, D.C.: International Monetary
Fund [IMF], 2018), 7.
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concerned. However, this requires a convergence of
political interests at the euro level, as other countries
must agree to bear the costs and risks d financial as -
sisance. Second a lack of sufficient political inte gra-
tion and convergence of interests can posea risk to
the stability of the currency area. Different economic
performances lead to different social situations; in
turn , this results in differing political objectives for
European integration. ° As aconsequence the social
aspects of economic divergence have increasingly
come to the fore since the beginning of the euro
crisis. If the political objectives of the largest econo-
mies diverge significantly and become increasin gly
difficult to reconcile, this could lead to the disintegra-
tion of monetary union.

The EU-19 format brings together economies of
different sizes, following different economic models
and at different stages of economic development.

The common monetary pol icy and strict fiscal policy
therefore complicate overall economic policy. Some
countries in the currency area found it easier to cope
with the consequences of the global financial crisis
and the euro crisis, while others are still struggling
with the eco nomic, financial, political and social
consequences. The wide range and scale of these
problems are particularly evident in the case of the
three largest euro area economies.

The main challenge to the smooth functioning of
monetary union is member state diversity. They differ
in their traditions, institutions and patterns of eco -
nomic thought and action. The fact that their eco nomic
institutions, such as the labour market, are not equal ly
efficient and flexible contributed directly to the dif -
ferencein h mc huhct ~ kecdnomicpesfor-h d r -
mance during the crisis. Such particularities are diffi -
cult to bring together under a common umbrella of
a single currency, uniform fiscal rules and uniform
monetary policy. Another important factor is that
while mo netary policy is regulated centrally by the
ECB, economic policy is still the responsibility of
member states. There are certain fiscal rules to which
all states must adhere, but it is still up to national
institutions to shape economic policies. Differences in
the quality of state and economic institutions as well
as in economic and social models are therefore consti-

9 Odsdg Adbjdg+ ®Chd rnyh" kd
in Die Zukunft der EurozoWgie wir den Euro retten und Europa
zusammenhaltered. Alexander Schellinger and Philip Stein -
berg, 173+ 188 (176) (Bielefeld: Transcript, 2016).



tutive for the differences in m ember states-
development.

Fundamental Differences in
Economic Models

The economic models of EU countries differ in the
way their product and labour markets function , in
their welfare and education systems, politics, culture
and even underlying ideology. *° Large economies,
which are often complex, cannot always be assigneda
universal classification. The three economic models
are indeed classified differently. Germany and France
are often referred to as belonging to the continental
model, Italy to the Mediterranean model. ** Some-
times Germany and France are alsocategorisedas
®mn gestgmb nms hmd ms * k ~

Within the monetary union, there are further
categories.One group consists of Germany, the
Netherlands, Austria, Belgium and Finland. They
pursue an export-orient ated growth model and are
referred to as Coordinated Market Economies (CME).
Such market economies prefer to coordinate their
relations with other economic actors rather than rely
on pure market forces. The southern European coun-
tries are Mediterranean Market Economies (MME):
Spain, Portugal, Greece and Italy® These countries
have a limited in stitutional capacity to coordinate
wages and implement long -term growth strategies.
Before joining the Monetary Union, they used peri -
odic devaluations of their respective currencies as an
instrument to increase their competitiveness.

In this typology, th e French model is situated in
between CME and MME, although it has more simi-

10 See, e.g., B. Steven Rosefield&Comparative Economic
Systems. Culture, Wealth, and Power in the 21st Cvialfgn,

Mass.: Blackwell, 2002); Bruno Amable, The Diversity of Modern

Captalism(Oxford and New York: Oxford University Press,

Fundamental Differences in Economic Models

d b n mnldrittedwith the Southern European variant. **Italy- r

economic model also has some specific features, in
particular the importance of correlations between
central and regional ins titutions (regional capital-
ism).'® The economic models of the CME euro states
are said to be more adaptable to changing external
conditions because their growth strategies are ®&x-
ternally — orient ated, and becausethey have pro-
nounced cultures of internal c ooperation. This is
particularly important in the face of strong external
shocks such as the global financial crisis. The type
of economic model therefore plays a crucial role in
ab n t msegoromic development. With monetary
integration, the Euro area member states lost a con
stitutive component of their options for steering eco-
nomic policy. This particularly affected those econo -
mies whose competitive strategy was based on pert
odically devaluing their own currency within the
framework of an autonomous monetary policy.

The overview of the three major economies in
Table 1 (p. 10) shows their considerable differences: in
terri torial design, the role of the state and its relation -
ship to the economy, but also in economic philoso-
phy and the objectives of economic policy. The char -
acteristics of the Italian model are difficult to capture
in some categories, but in most cases it can be located
between the German and French systems Moreover,
the Italian South represents a different model than
the North, where industrial production and services
play a much more important role.

The three countries also differ in the dominant
schools of economic thought. Germanx -Qrdoliberal-
ism and France-s neo-Keynesian orientation, in par -
ticular, are often in opposition. German and French
economic thinking differ s, among other things,
in terms of the prevailing rules, the government- r
freedom to borrow, the role of monetary policy and
inflation, and freedom of trade and competition. *’
The most important factors in German economic
thinking are personal responsibility, the disciplinary

2003); Beata FarkasModels of Capitalism in the European Union.function of the financial markets, low inflation,

Postrisis Perspecti@asingstoke:Palgrave Macmillan, 2016).
11 Amable, The Diversity of Modern Capital{see notel0), 92.
12 Farkas,Models of Capitalism in the European Union
(seenote 10), 146+ 70.

13 Peter A. Hall and David Soskice,Varieties of Capitalism:
Thelnstitutional Foundations of Comparative Advan{&péord:
Oxford Scholarship Online, 2003).

14 Peter A. Hall, ®/arieties of Capitalism in Light of the
Euro Crisis , Journal of European Public Pdgyno. 1 (2018):
7+ 30 (11ff).

stable finances and the independence of the central

15 Ibid.

16 Carlo Trigilia and Luigi Burroni, @®taly: Rise, Decline
and Restructuring of a Regionalized Capitalism ~, Economy and
Society8, no. 4 (2009): 63& 53.

17 See Markus K. Brunnermeier, Harold James and Jean
Pierre Landau, The Euro and the Battle of Id@&inceton
University Press, 2016; Kindle edition), 1236+ 1496.
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Table 1

The SheerDiversity of Economic Models Causing the Lack of Convergence

The Economic Models of Germany, France and Italy

Germany

France

Italy

Type of state

federalism

centralised unitary state

regional unitary state

Model of capitalism

®l " m  fdc

b ° o statecapitalism

dysfunctional
state capitalism,
regionalised capitalism

State/economy relations

state as guarantor of free
competition, state as
regulator

state as driver, govern-
ment control

state oriented towards
patronage and subsidies

Dominant economic
philosophy

Ordoliberalism

(Neo)Keynesianism

elements of both, domi -
nated by (Neo)Keynes
janism

Growth model

export-based

based on domestic
demand

mixed

Orientation of economic
policy

supply policy

demand policy

demand policy

Priorities of economic
policy

price stability, economic
growth, employment,
balance

economic growth,
employment

economic growth,
employment

@t sgnqg-r

oqdr dms s hnm Deutschdaod undiréankiRibhnm KyiseRntagagemnknk der+EukKanpeomisse trotz unter

schiedlicher PraferenzéRfeie Universitat Berlin, 2016), 45; Markus K. Brunnermeier, Harold James and JeanPierre Landau, The Euro
and the Battle of IdeéRrinceton, NJ: Princeton University Press, 2016); Vincent Della Sala@rhe ltalian Model of Capitalism: On the
Road between Globalization and Europeanization?, burnal of European Public Polidy no. 6 (2004): 104} 57; Carlo Trigilia and
Luigi Burroni, ®taly: Rise, Decline and Restructuring of a Regionalized Capitalism~, Economy and Soci&§, no. 4 (2009): 63& 53.

bank.'® Italian economic thinking, in turn,

has been

strongly influenced by both Germany and France
The Italian and French economies are similar in their
demand-led, Keynesinspired economic policies. *
Such deviations in interests and theoretical approaches
make it difficult for euro area members to agree on a
common direction in economic policy. This increases
the divergence of economic policies, which are main ly
the responsibility of member states.

18 Franz-Josef MeiersFd q |

mx-r

Questor a More Perfect Monetary Unf{@mam: Springer 2015),

11+ 15.

19 Bruno Amable, Elvire Guillaud and Stefano Palom -

barini, K- abnmnl hd
H-85qgkhd
normale supérieure, 2012).

etc d
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The Role of the State and Social Dialogue

An important feature in which the three major
economies differ is the role of the state. The inequali-
ties in this area are relevant to both the emergence
of divergences and the necessary adjustment mecha

nisms.

In France, the state plays an especially important
role. Compared to Germany and Italy, the country
has a very long tradition of state centralisation , which
originated with King Louis XIV (1638t 1715). The

Qn k dA dhgrk hsmatidn expetiencd withrstatehood, on the other hand,

is less continuous. Until the foundation of the King -
dom in 1861, Italy was really only a geographical
concept. Despite theb n t lzndsre%nalrdiversity,\the

k h | . K E
u'}\ltarg-s?tﬂe madel w?asjr chosen to blild & 8ompact
Tkl,.Oqgdrrdr c¢d h-ab,nd

nation state. This marked the beginning of the con -

flict between the central government and the regions,

g mbd



which manifests itself particularly strongly in south -
ern Italy. An important feature that distinguishes

Italy from Germany and France is the North -South
divide in economic development.

The differences in the role of the state are evident,
for example, in public expenditure as a share of GDP.
A historically evolved feature of the French economic
model is the high level of government spending in
relation to general economic output. According to the
OECD,hm 1/ 06 gBwrhmehtéxpenditure ratio
was 56.4 percent of GDP and was the highest ofall
OECD countries.In Italy, this indicator is lower than
for France, at 48.7 percent, but the strong interven-
tion of the state clearly distinguishes both from the
German model, where the level of government spend -
ing relative to GDP is only 43.9 percent.”® France is
an active shareholder of the largest companies. This
is problematic in so far as the government shares
responsibility forthe b n 1 o ° rfitadcial-situation,
as well as their protection against foreign takeover. #

As the example of the Nordic countries shows, a
stronger role of the state in the economy and high tax
burdens do not necessarily lead to lower economic
performance. However, the Nordic economic models
have specific characteristics such as efficient state
institutions, a businessfriendly environment , high
competitiveness through innovation, low product
market regulation, efficient social protection, a high
degree of media freedom, low corruption, effective
collective bargaining and high -quality education with
broad access. h the absence of thesecharacteristics,
however, a high level of government spending has
considerable negative consequences. Firg the risk
of misallocation of resources increases as the state
inter venes in the allocation process and the latter
is no longer guided by market mechanisms. Second,
it multi plies the social groups that engage in® q ¢ ms
seeking + kd~ c hmf
Where the state exercises a stronger redistributive
role, there are, as a rule,large number s of domestic
actors who are not interested in the status quo
changing.

Political institutions should above all preserve the
stability of a coun try and at the same time be able

20 Organisation for Economic Co-operation and Develop-
ment (OECD),General Government Spendindicator), 2018,
doi: 10.1787/a31cbf4den (accessed 26 April 2018).

21 Michael Stothard, &rance: The Politics of State Owner
ship~, Financial Time4.3 November 2016.

The Role of the State and Social Dialogue

to initiate reforms. In Italy, political instability +
reflected in frequent changes of government £ isa
major obstacle to coherent economic policies. Con-
stant changes of government stand in the way of
long-term strategies, such as those requiredto devel-
op southern Italy. Italy has a tradition of technocratic
government (governo tecnicim) compensate for the in -
ability of political parties to form stable coalitions.
Such governments usually take on the difficult task
of implementing reforms that are unpopular in
society.?? Although political cycles in France are
much more stable than in Italy, internal party con -
flicts often block reforms. To surmount such situa-
tions, the Paris Government can use the legal instru-
ment of the decree or Article 49.3 of the French Con-
stitution. The latter allows the government to force

a bill through parliament unless parliament votes a
no confidence measure in the government. This pro-
cedure was used several times between 2015 and
2017 to implement labour market reforms. The Ger-
man political system is currently in a state of flux
because theb n t mspqglitical scene is becoming
increasingly fragmented; this makes it more difficult
to form government coalitions.

Another important factor is the ability of the most
important actors in the economy, including trade
unions, to influence economic policy. France has one
of the lowest rates of union membership in the OECD
(7.9 percent in 2015) and yet the highest percentage
of workers covered by collective agreements (98.5 per
cent in 2014). This means that French unions nego-
tiate not only for their own members, but for the
sector as a whole,making them much more powerful
than unions in Germany. There the proportion of
trade union members is si gnificantly higher than in
France+ in 2015t stood at 17,6 percent = without
this being reflected in greater influence. Ascan be

ation obtrardfers. n k h shisdoved in negotiation s, French trade unions are

more politicis ed than German ones. In Italy, the role
of trade unions is yet more complex. At 35.7 percent
(2015), the proportion of members is considerably
higher again than in Germany. However, the influ -
ence of Italian trade unions varies from sector to

22 Examplesof such (short-lived) governments are the ones
headed by Lamberto Dini (1995/96), Carlo Azeglio Ciampi
(1993/94) or Mario Monti (2011+ 2013), see Elisa Cencig,
Hs " kx-r DBuromon& oxh rhinr s’gndc
Working Paper FG 1, 2012/05 (Berlin: Stiftung Wissenschaft
und Politik, September 2012), 31.
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The Sheer Diversity of Economic Models Causing the Lack of Convergence

sector and region to region. In addition, Italy has a
large number of small enterprises with few workers
and a high level of irregular employment.

The Efficiency of Public Institutions

There is a positive correlation between the economic
institutions of a state and its economic performance.
The quality of institutions is someti mes presented as
decisive for the success or failure of entire nations.
More recent analyseshave also shown that institu-
tions are an important factor in explaining the eco -
nomic divergence between members of the monetary
union. % There is evidence of a drect link between
institutions and public debt on the one hand and eco -
nomic growth on the other. % Moreover, the research
in institutional econom ics demonstrates that the fun -
damental prerequisite for better economic policy is to
reform the social and political institutions that shape it.

The institutional perspective must therefore be
taken into account in explain ing the euro crisis. The
@orthern ~ economies of Europe, including Germany,
had more institutional capacity than the ®outhern—
ones to pursue export-orient ated growth strategies.
Such strategies require coordination between pro -
ducers, coordinated wage bargaining and cooperation
in vocational training with a focus on skills and inno -
vation promotion. %

The efficiency of state institutions and state regula-
tion has a direct impact on a country -s economic ac

23 Daron Acemoglu and James A. Robinson,Why Nations
Fail: The Origins of Power, Prosperity, and P@veniyon, 2012).
Douglass North, among others, has analysedthe role of insti -
tutions in the economy. He emphasises the importance

of obstacles, such as ideologies and cultural norms, to the
formation of efficient institutions, Douglass C. North , Insti-
tutions, Institutional Change and Economic Perfornfasideal
Economy of Institutions and Decis{@asnbridge, 1990), & 10.
24  ®&Real Convergence in the Euro Area: Evidence, Theory
and Policy Implications ~, ECB Economic Bulletio. 5 (2015):
30+ 45; Elias Papaioannou,&Z Original Sin? Nominal
Rather than Institutional Convergence ,UNW BDOQ- r
Portal 7 September 2015, https://voxeu.org/article/nominal -
rather -institutional -convergenceez (accessed 3 July 2018).
25 Klaus Masuch, Edmund Moshammer and Beatrice Pier
luigi, Institutions, Public Debt and Growth in Eurg@B Work-
ing Paper Series, n0.1963 (Frankfurt, September 2016).

26 Hall, ®arieties of Capitalism in Light of the Euro Crisis —
(see noteld).
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tivity. It is a prerequisite for innovation and produc-
tivity. The World Bank -s @oing Business analyses
show this correlation. ?” They identify legal obstacles
in Italy, for example, which are reflected in a low
recovery rate and high insolvency costs. In addition,
these hurdles have a negative impact on current
efforts to restructure the country -s banking sector,
which is suffering from non -performing loans. Re-
gional data, on the other hand, show that there are
significant differences in the efficiency of public in  sti-
tutions between the north and the south of Italy. %

Economic Sructures:
Differences and Connections

One of the main characteristics of the euro area is a
high level of economic-structures different iation at
the national level: some are demandled, others sup-
ply-led.”® At present, the three largest economies in
the euro area show marked differences.*

An open economy has some advantages for a coun
try -s competitiveness and convergence towards more
efficient economies. It expands the markets for do-
mestic companies and exposes them to international
competition. @m d b n nsadcess i international
competition depends directly on the quality of gov -
ernment institutions and regulatory practices, on
productivity, infrastructure and human capital. *! The

27 The World Bank, Doing Business 2018. Reforming to Create

JobgWashington, D.C., 2018), http://www.doingbusiness.org/
(accessed 7 June 2018).
28 See, e.g., Annamaria Nifo and Gaetano Vecchione,
@Vleasuring Institutional Quality in Italy ~, Rivista economica
delMezzogiornd/2 (2015): 15% 82.
29 Alison Johnston and Aidan Regan, &uropean Monetary
Integration and the Incompatibility of National Varieties of
Capitalism—, Journal of Common Market Studiésno. 2 (2016):
318+ 36.
30 In Germany, industry has a high share of GDP (30.1 per
cent) and agriculture a low share (0.6 percent). In France, on
the other hand, industry accounts for only 19.4 percent of
GDP and agriculture for 1.6 percent. In Italy, these figures

O ark MIpercent and 2.1 percent respectively. See Central Intet
ligence Agency (CIA),World Factbook. GBFComposition, by
Sector of Origjrttps://www.cia.gov/library/publications/the -
world -factbook/fields/2012.html (accessed 3 July 2018)
31 World Economic Forum, The Case for Trade and @eth

tivenessGlobal Agenda Councils on Competitiveness and Trade and

FDI(Geneva, September 2015)http://www3.weforum.org/docs/
WEF_GAC_Competitiveness_2105.pdfaccessed 3 July 2018).
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German economy has a higher degree of openness
than the Italian or French economies. It is strongly
geared to exports, which accounted for 46 percent of
Geman GDP in 20163 That year, Germany generated
the largest trade surplus worldwide. There are now
also many competitive companies in Italy t hat are
successfully expanding in foreign markets . However,
the level of Italian exports to GDP is significantly

lower (30 percent).

The economies of the three countries being exam-
ined here are closely connected. There are more inter-
dependencies between the French and German econe
mies than between each of the two and the Italian
economy. How mutual economic relations have de-
veloped also has to do with the extent to which the
three countries cooperated politically after the S econd
World War. France and Germany worked closely
together, which led to a strong economic exchange
and mutual dependencies between the two econo-
mies. For both France and Italy, the German economy
carries enormous weight ,* achieving a significant
surplus in bilateral trade. 3* All three countries are
also important sources and targets of reciprocal direct
investment. Although their financial secto rs are domi-
nated by domestic institutions, they are still strongly
interconnected. * In December 2017, German banks
held financial claims against France amounting to ap -
ognwhl ~ sdk x ardahe liabildids kfkltal mm

banks to German onestotalled ~ 5 6 a f° KHistisn m-

an important link between the three economies; it
is also a potential channel of risk transmission.

32 OECD,Trade in Goods and Servidesabase],
http://dx.doi.org/10.1787/0fe445d%-en (accessedt April 2019).
33 The Observatory of Economic Complexity (OEC)France
[database] http://atlas.media.mit.edu/en/profile/country/fra/
(accessed 16 December 2017).

34 Vhsg Eqg mbd “ants ~24 ahkkhnm+

billion. Federal Statistical Office, Foreign TradeRanking of

Economic Structures: Differences and Connections

Hs " kx “ants ~8-4

Fdgl "mx-r Sq chmf O g(¥iesbagen, hm Engdhfm Sq cd 1/ 06

24 October 2018).

35 ECB,Report on Financial Structuf€sankfurt, October
2017), 15.

36 Deutsche Bundesbank Balance of Payments Statistics
January 2018 Statistical Supplement 3 to the Monthly

Report, 62,
https://www.bundesbank.de/en/publications/statistics/statistic
al-supplements/balance-of-payments-statistics--january -2018-
708854 (accessed 8 February 2019).
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Convergence orDivergence
In the Monetary Union?

The respective economic models and the efficiency

of the national economic instituti ons have a direct
influence on the economic performance of the three
largest euro states. At the start of monetary union,
the economic and political situation in Europe was
quite different from what itis today. Following the
implementation of Stage Three of Economic and
Monetary Union in 1999, Italy and France experi -
enced stronger GDP growth dynamics than Germany.
The Federal Republic was regarded as the&ick man
oftheeuro™ + ~ mc
problems might have a negative impact o n the sta-
bility of the single currency.

Until 2005, economic cycles in Germany, France
and Italy were relatively similar ; thereafter growth
slowed significantly in Italy. In the years of the global
financial crisis starting in 2007 and during the euro
area crisis, all three economies experienced a deep
recession. That the decline in France was compara-
tively weaker is due to distinct features of the French
economic model and the lower importance of foreign
trade for the country. The Italian economy, on the
other hand, was severely affected by the crisis, which
was exacerbated byits subsequent budget consolida-
tion. That Italy -s GDP hasisen noticeably since 2015
is mainly due to the growth of the global economy
and the D B Aacaommodative monetary policy.

The next part of this study will examine the varied
economic performance of the three countries with a
special focus on the functioning of economic institu -
tions. Nominal convergence will be mainly analysed
in the context of competitiveness and public finances.
The aim is to clarify why the three economies have
developed so differently. Real convergencewill be
measured on the basis of income development and
the labour market situation .
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Compet itiveness

The Real Effective Exchange Rate (REER) is one of
the most important indicators of the competitiveness
of an economy. It provides information on the price
trends of goods produced in that country in relation

to its main trading partners. ¥’ The loss of competitive -
ness visa-vis trading partners caused by inflation
differentials is generally considered one of the main
reasons for the weak economic performance of cer-

s g d ghdit itvedapainice d "tajnreuro area countries. Higher inflation in one of

the member states can make exports from that coun -
try more expensive than exports from the others,
while imported products simultaneously become
cheaper than domestic products. This mechanism

is known as the appreciation of the real effective ex -
change rate. If, on the other hand, the d evelopment
of the REER is negative, the domestic economy will
become more competitive compared to that of its
trading partners.

Graph 1 (p. 15) shows how the REER developed
between 1999 and 2016 in the three major euro area
countries and in the euro area as a whole. It is evi-
dent that Italy- membership of the monetary union
has had a negative impact on its exports because the
high REER has reduced the external competitiveness
of its economy. Even though the price competitive-
ness of France and Italy improved after 2010, Germa
ny-s real effective exchange rate remains well below
that of the other two countries. The German economy
has remained much more competitive because it has
been able to keep its labour costs low. Graph 2 shows

37 The real effective exchange rate refers to the nominal
effective exchange rate, which is usually deflated by relative
price or cost ratios. However, the REER does not cover factors
related to non -price competitiveness, such as product quality
or the reputation of a manufacturer. The REER indicator
measures both nominal and re al convergence.



Graphl

Real Effective Exchange Rate (REER) of Germany, France and ltaly,

GDP deflator, 91 trading partners
Figures in percent

115 4
110
105
100
951
90

85

80

Competitiveness

1999 *2016

— Germany
France

— [taly

---= EU-19

T T T T T T T T T T T

T
1999 00 01 02 03 04 05 06 07 08

© 2018 Stiftung Wissenschaft und Politik (SWP)

Source UNCTAD.

the development of this factor in Ger many, France
and Italy from 1999 to 2017. Clearly the trend differs
between the three countries. After 2001, labour costs
developed very differently in France and Italy com-
pared to Germany. The euro crisis did not bring about
any significant convergence; although la bour costs
have now also fallen in France and ltaly, the same
trend has applied to Germany. The most important
explanation for F d q | ° differing values is the
way the German labour market institutions function.
Its labour market is based on flexible contracts and
reciprocal agreements between trade unions and
employers- organisations. Theseinstruments have
made it possible to decentralise wage bargaining and
shift it to the enterprise and industry level. *

As a@®orthern ~ economy with strong institutions
Germany thus enjoys a considerable competitive ad-
vantage, which leads to the accumulation of current

38 Matteo Bugamelli, Silvia Fabiani, Stefano Federico,
Alberto Felettigh, Claire Giordano and Andrea Linarello, Back
on Track? A Maciicro Narrative of Italian Exportslatteri di
Dbnmnl h> d Ehm my"  + 288
2017), 35ff.

mn -

T 1
14 15 2016

1999=100%

account surpluses. This ismainly due to wage
restraint, but also to other factors that ensure an
optimal product range for imports from the BRICS
countries (Brazil, Russia, India, China, and South
Africa) or ensure cost efficiency by using supply
chains towards economies with low | abour costs. The
dynamics of relative prices reflect not only changes
in labour costs and other production factors, but also
growth in productivity and quality improvements.
Qualitative improvements were similar in the three
large euro states. Low productivity, however, was a
significant challenge of the Italian economy.

The current account balances of France, Germany
and Italy have also increasingly diverged since the be-
ginning of the monetary union. The current account
balance reveals the specific features of the French
economy. It is mainly based on domestic consump -
tion, is strongly driven by government expenditure
and its external competitiveness is low. The core of
the current account is the trade balance. One of the
most controversial topics in debates on imbalances
in the euro areais Germany-s massive trade surplus.

' Athoug iy maest of this iscachieyedkwith eoumtiies out d-q
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Graph2

Relative labour costs in Germany, France and Italy, 1999 +2017 (1999 = 100%)
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side the monetary union, * in 2017 Germany also
generated significant surpluses in trade with France
(~41.4 billion) and Italy ( ~10 billion). “° In France, it
is often argued that the German surplus is at the ex-
pense of the other euro countries.”* F d q |
balance surplus is interpreted in different ways, but

in any case results from several internal and external
factors. One explanation lies in the basic determinants
of import and export, such as the productivity of the
German economy and the quality of its products. An -
other interpretation is that in the event of a  surplus
of national savings over national investments +

and promote the import of German products there. *?

39 Federal Statistical Office, Foreign Tradésee note34).

40 Ibid.

41 Elisabeth Behrmann, & g " mbd-r L > bgnm
Trade Surplus Harmful to EU Economy , Bloombergl7 April
2017, https://www.bloomberg.com/news/articles/2017-04-16/
france-s-macron-saysgerman -trade-surplus-harmful -to-eu-
economy (accessed 4 July 2018).
42 Jan Priewe,Tmcdqgr s

mc hmf Fdql

plus Paper Presented to the FMM Annual Conference (Berlin,

2017); Robert Kollmann, Marco Ratto, Werner Roeger, Jan
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According to yet another interpretation, German x - r

low REER and low domestic demandare responsible
for the surplus. The latter, it is argued, poses a threat

to the euro area, as other countries will not be able to

keep up due to the German price advantage.
There is also a risk for Germany itself. As men-

tioned above, Germany exports a great deal of capital,

making it an important creditor state. Moreover, an
export-driven current account balance containing
massive surplusesshould be considered as a waning
signal because it often reflects economic problems.

These may be structural weaknesses requiring changes

in economic and social policies, such as low domestic
demand, demographic ageing, high labour taxation,
insufficient investment or low wages. In g eneral, the

in -t Veld and Lukas Vogel, What Drives the German Current
R ™ Aagcour2dAqd HowrDoes It Affect Other EU MemberERianesic

Papers 516 (Brussels: European Commission, April 2014);

Mathilde le Moigne and Xavier Ragot, &rance et Allemagne:

une histoire du désajustement européen ,Qd ut d ¢ d
142 (201546): 177+ 231; Philip Steinberg, @lobal Imbal -

anBes g Gobrdisatin@bith Differast ScRpt Books —, in Orde
liberaism: A German Odditgd. Thorsten Beck and HansHel-

mut Kotz, 167+ 180 (168) (London: VoxEU, CEPR Pres2017).

k- NEBD
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Public Finances

Evolution of yields on ten -year government bonds in Germany, France and Italy
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German trade surplus is due to both structural and
economic policy factors £ and it should be tackled.
Posible solutions on the German side include streng -
thening domestic demand through wage increases
and a more expansionary fiscal policy. ** However,
these methods would not necessarily increase internal
consumption or imports from other euro area coun-
tries, including France or Italy. Higher wages can also
lead to higher savings. To achieve more convergence,
structural adjustments in the other euro area coun-
tries will also have to be pursued.

Public Finances

One of the most important factors exp osing the
divergence between the large euro area countries

03 04 05 06 07 08 09 10 11 12

T T T T
13 14 15 16 17 2018

is the state of public finances. There is a close link
between the problems of persistent negative current
account balances discussed above and excessive
public sector debt. The latter leads to a negative net
foreign asset position and increases a country-s de-
pendence on foreign capital to finance its domestic
economy. The budget deficit and the ratio of sover-
eign debt to GDP are among the most important
criteria for nominal convergence when a country
wants to join the euro area.

As Graph 3 shows, France, Germany and Italy
recorded similar debt financing costs almost thr ough-
out the entire first decade of monetary union. This
came to an end with the outbreak of the global finan -
cial crisis and the Euro area crisis. The German and
French yield curves on one side and the Italian on the
other side started to diverge significantly. German
and French government bonds were also priced differ -
ently by the investors. The interest rates of the Ger-

43 Heribert Dieter, Stubbornly Germany First: Options for Redughan government bonds served as a benchmark to

hmf sgd Vngkec-r
48/2018 (Berlin: Stiftung Wissenschaft und Politik, Novem-

ber 2018); Jan Prieve A Time Bomb for the Euro? Understanding
Bt g qd ms, IM@Btbdies no.59 (Rissple k t r

Germanx - r
dorf: Hans-Béckler-Stiftung, 2018), 28.

K" q fSMP Contnent q d m3es@ih® fendssin fldarftitd dokts of the other EU19

countries.

Italian public finances are a special case. After the
onset of the global financial crisis, the country was
particularly hard hit by the increase of interest rates
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Greph 4

Public debt of Germ any, France and Italy , 1960+2018
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of its government bonds. Its present level of public
debt is alarmingly high. However, the problem of
growing public debt predatesthe crisis in the mon -
etary union. In Italy, government debt began to rise
gradually as early as the mid-1960s. This was justified
by the fight against inflation and the attempt to stabi -
lise the lira within the framework of the European
Monetary System. However, the origins of Italy -s debt
problem are much more complex. They can also be
explained by the economic differences between the
north and south of the country and by the behaviour
of its national institutions. In southern Italy, large

and persistent deficits arose, which were not counter -
acted for political reasons. Regional governments
there caused massive overspending without internal -
ising the costs of growing national debt. ** Neither the
centre-right nor the centre -left governments in Rome

44  Luciano Mauro, Cesare Buiatti and Gaetano Carmeci,
TheOrigins of the Sovereign Debt of:l#lZommon Pool Issue?
CRENoS Working Paper 12/2012Cagliari and Sassari: Centro
Ricerche Economiche Nord Sud [CRENO0S], May 201 2)itp://
crenos.unica.it/crenos/sites/defaultfiles/WP12-12.pdf (ac
cessed 4 July 2018).
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during the 2000s were able to push through the re-
forms needed to reduce debt and improve the coun -
try -s competitiveness and cohesion. Sine the escala
tion of the euro area crisis in 2010, the problem has
become even more acute. In the summer of 2011,
Italy was on the verge of insolvency. The reason was
not only the high public debt, but also the distrust of
international investors, which wa s fuelled by a con-
flict between then Prime Minister Silvio Berlusconi
and Finance Minister Giulio Tremonti. The Securities
Markets Programme, a bond purchasing programme
of the European Central Bank for the secondary mar -
ket, probably saved the country fr om insolvency. The
ECB iscurrently the only institution able to stabilise
sgd bnt msgx-r
ment of additional public spending by the Conte gov -
ernment led to a substantial rise in interest rates on
Italian government bo nds, raising questions about the
sustainability of the country -s public finances. In
2018 the public debt was close to 133 percent of GDP
and the Italian debt market was far from stable.
France also has significant problems in stabilising
its public finances, but the difficulties are somewhat
different. The high level of government spending +
with France topping all other OECD cauntries + re-

c @QG1& the anrmpynces -
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mains at the heart of national budget problems. Ac-
cording to the IMF, what caused the country -s large
budget deficits were the rapid growth in social, wage
and municipal spending during the global financial
crisis.*® France also has the highes private sector debt
within the euro area (households and non-financial
corporations). Private debt accounts for almost 130
percent of GDP,and is rising. Potentially, this is a sig -

Public Finances

spreads on government bonds, which ensured low
financing costs for industry and helped finance for -
eign demand.“ In Italy, the sustainability of public
finances is further undermined by the difficult situa -
tion wit hin the banking sector. The third largest
economy in the euro area hasstill a very high pro-
portion of non -performing loans (NPLs). In the second
quarter of 2018, NPLsin Italy accounted for 9.9 per -

nificant risk transmission channel forthe b n t ms g xcent of total loans. In Germany, on the other hand,

entire economy as well asits public finances. “°

In Germany, the trend in public finances is com-
pletely different from France and Italy. During the
euro crisis, the country benefited from significantly
lower borrowing costs. This factor has helped to bal -
ance the federal budget since 2014. The level of gov
ernment gross debt fell from 81 percent of GDP in
2010 to 60.9 percent in 2018. According to some cal-
culations, the total savings that Germany achieved
between 2010 and 2015 through the low interest rates
on government bonds add up to almost ~100 billion. *’

Another problem with public finances is that they
are linked to the banking sector. There is a link
between taxpayers and banksfor as long as the banks
are restructured and capitalised with public money.
Contrary to m edia coverage, tate aids to the banking
sector in Germany during the crisis years were much
greater than in France or Italy. During the period
2010+ 2017, government debt resulting from support
to financial institutions was between 5 and 10 per -
cent of GDP, while Italy and France had almost no
such debt at all.*® Due to the increasing spreads on
government bonds, the governments of the southern
euro countries were unable to provide any significant
assistance to the banking sector. Germany, on the
other hand, was able to help its banks thanks to low

45 IMF, FrancelMF Country Report no. 17/288 (Washing-
ton, D.C., September 2017), 6.

46 Banque de France ,Nonfinancial Sector Debt Ratiokter-
national ComparisonSecond Quarter 20174 November 2017).
47 Fdgl ® mx-r AGreed Erisisd. Leignizdinstitutg d
fur Wirtschaftsforschung Halle (IWH), IWH Online 7/2015
(Halle [Saale], 2015)http://www. iwh -halle.de/fileadmin/user_
upload/publications/iwh_online/io_2015 -07.pdf (accessed

4 July 2018).

48 European Commission, Eurostat Supplementary Table for
Reporting Government Interventions to Support Financial-Institu
tions Background Note (April 2018), https://ec.europa.eu/
eurostat/documents/1015035/8441002/Backgrounenote-on-
gov-interventions -Apr-2018.pdf/54c5e531688hb-427b-80al-
46e471f3a54b (accessed 22 November 2018).

thi s share is only 1.5 percent, and in France 3.1 per-
cent.*® Non-performing loans are loans whose repay-
ment is either heavily in arrears or very unlikely. In
such cases, the bank must make a value adjustment
to the loan with additional capital, thereby eithe r
reducing its profit or increasing its loss. A high num -
ber of non -performing loans can therefore cause
considerable difficulties for banks.

Excessive public debt is a major burden on Italy -s
budget. In times of unfavourable economic condi-
tions, there is no room for manoeuvre in fiscal policy
to stimulate the economy. The cost of servicing the
debt also increases the pressure on other expenditures
in the budget. According to OECD figures, debt service
costs in Italy amounted to 4.8 percent of nominal
GDP h 2014.*" They thus exceeded the country-s
public spending on education, which, according to
UNESCO, amounted to only 4.1 percent of GDP in
the same year>?

The fiscal policy framework of the monetary union
is a central theme for Paris, Rome and Berlin. Because
the three countries differ in their economic perfor-
mance, they also pursue different political priorities
with regard to the EU. The European Commission is
calling for budget deficits to be reduced at a predeter -
mined pace. This prompts France and Italy to focus
their efforts on making financial supervision in the
euro area more flexible. For example, Paris has pro

49 Marcello Minenna, The Incomplete Currency. The Future of
the Euro and Solutions for the Eurog8Ghechester: Wiley, 2016),
302f.

50 IMF, Financial Soundness Indicators (F&igbase]http://
data.imf.org/?sk=51B096FA2CD2-40C2-8D09-0699CC1764DA
(accessed 26 November 2018).

51 OECD Economic Outlodglume 2018, Issue 1: Prdimi -
nary version (Pais: OECD Publishing, 2018, Statistical An-
nex, table 35, p. 45, http://dx.doi.org/10.1787/eco_outlook-
v2018-1-en (accessed 30 November 2018).

52 UNESCO@®Expenditure on education as % of GDP (from
government sources) , http://data.uis.unesco.org/index.aspx?
queryid=181 (accessed 22 November 2018).

SWPBerlin
Divergence and Diversity in the Euro Area
May 2019

19


http://www.iwh-halle.de/fileadmin/%20user_upload/publications/iwh_online/io_2015-07.pdf
http://www.iwh-halle.de/fileadmin/%20user_upload/publications/iwh_online/io_2015-07.pdf
https://ec.europa.eu/%20eurostat/documents/1015035/8441002/Background-note-on-gov-interventions-Apr-2018.pdf/54c5e531-688b-427b-80a1-46e471f3a54b
https://ec.europa.eu/%20eurostat/documents/1015035/8441002/Background-note-on-gov-interventions-Apr-2018.pdf/54c5e531-688b-427b-80a1-46e471f3a54b
https://ec.europa.eu/%20eurostat/documents/1015035/8441002/Background-note-on-gov-interventions-Apr-2018.pdf/54c5e531-688b-427b-80a1-46e471f3a54b
https://ec.europa.eu/%20eurostat/documents/1015035/8441002/Background-note-on-gov-interventions-Apr-2018.pdf/54c5e531-688b-427b-80a1-46e471f3a54b
http://data.imf.org/%20?sk=51B096FA-2CD2-40C2-8D09-0699CC1764DA
http://data.imf.org/%20?sk=51B096FA-2CD2-40C2-8D09-0699CC1764DA
http://dx.doi.org/10.1787/eco_%20outlook-v2018-1-en
http://dx.doi.org/10.1787/eco_%20outlook-v2018-1-en
http://data.uis.unesco.org/index.%20aspx?queryid=181
http://data.uis.unesco.org/index.%20aspx?queryid=181

Convergence or Divergence in the Monetary Union?

posed excluding investment or defence expenditure
from the deficit calculation, which would loosen the
EU framework.

Of the three countries, Germany has the largest
fiscal room for manoeuvre, but its fiscal policy re -
mains extremely rigid as it aims at balanced budgets.
Opportunities to secure sustainable economic growth
in Germany are therefore not being properly utilised .
Its growth potentia | could be increased through in -
vestment in infrastructure, digital networks, better
childcare, and increased integration of refugees and
lower taxation of labour. 5 On the other hand, the
high indebtedness of some countries severely exacer
bates the divergence problem in the euro area. Exces
sive public debt slows down the economy in several
ways, for example by crowding out private and public
investment, or triggering speculation about a coun -
try -s possible insolvency. All this leads to macroeco-
nomic unc ertainty , which is particularly strong in
Italy.

Income Development

Real convergence measured by per capita income,
reflects how the population - prosperity develops and
is therefore closely linked to changes in social con-
ditions. Analyses of the situati on prior to the creation
of Economic and Monetary Union show that real con -
vergence between the current euro area countries
has gradually declined since the early 1980s.%* It was
expected that monetary union would strengthen
convergence between members.This has not been
achieved, however. In fact, there has been a strong
process of divergence between the first members of
the euro area since the introduction of the single cur -
rency. As the data show, the three major economies
have developed differently in this respect. Graph 5
(p. 21) shows that Italy -s GDP levelper capita in 2018
was on a similar level as in1999. The country-s per-
formance is worse than that of Greece and other euro
areamembers who received financial assistance

53 IMF, GermanyIMF Country Report no. 17/192 (Washing-
ton, D.C., July 2017),10f.

54 Bergljot Barkbu, Barry Eichengreen and Ashoka Mody,
®&®gd Dtgn-r Svhm Bg kkdmf,dnr 9
The Political and Economic Dynamics of the Eurozonerisis
James A. Caporas@and Martin Rhodes, 48+ 78 (57+ 62)
(Oxford and New York: Oxford University Press, 2016).
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during the crisis. In 2019, Italy is expected to reach
a symbolic GDP growth rate of around 0.2 percent.
This will complicate the process of returning GDP per
capita to the pre-crisis levels of 2007. According to
IMF forecasts, this should be achieved by 2027.Fur-
thermore, there are also large differences in per
capita income in Italy along the north -south axis.

France has had a much better growth momentum
since 1999. However, it must be remembered that the
French population has grown faster than other coun -
tries-, so that its GDP per capita is proportionally
lower. France has not been able to translate the addi-
tional labour supply into growth. Real GDP per capita
has risen less in France than in some euro area coun-
tries that have experienced economic difficulties,
such as Finland and Spain.

The Labour Market Stuation

The economic performance and GDP per capitaof
individual countries often depend heavily on the
quality of their public institutions. *° This is particu-
larly evident in Italy : the inefficiency of its public
sector has a negative impact on the country-s com-
petitiveness. One of the most important area s of
divergence between the three economies is the labour
market, especially its flexibility. There are major prob -
lems in the way the Italian labour market institutions
function . Italy ranks 116™ on the Global Competitive -
ness Index in terms of labour market efficiency .*® This
measures the ease with which workers are hired and
dismissed, and collective bargaining takes place. Ger-
many and France ranked significantly higher : 14"
and 56", respectively. There is general agreement that
countries whose labour and product markets have
more rigid structures have been more affected by the
crisis than those with more flexible markets. Existing
divergences were thus encouraged®’

Both France and Italy face the problem of structur-
al unemployment. The situation in bot h countries has
deteriorated as a result of the euro crisis. From 2011

55 Diaz del Hoyo et al., Real Convergence in Bugozonésee

note 1).

56 World Economic Forum, The Global Competitiveness Report,
D w20H742018 Editiodn(Germava, SKEptemiven20r7),

https://lwww.weforum.org/reports/the -global-competitiveness-

report-2017-2018 (accessed 4 July 2018)

57 ECB,®&eal Convergence in the Eurozsee note24), 34.
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to 2014, unemployment in Italy rose from around 8
percent to over 12 percent. As of 2015, the situation
gradually began to improve again, due to a change in
economic conditions and som e reforms of the Italian
labour market (Jobs Act). However, the labour market
is still a cause for concern. This is particularly true
with respect to certain statistical values. For instance,
the female employment rate in Italy is the third lowest
of all OECD countries (ahead of Turkey and Mexico)®
It is also striking that the costs of the crisis on the
labour market are disproportionately borne by the
younger population. *° Youth unemployment level in
Italy is at almost 33 percent, one of the highe st rates
in Europe. In most cases, youngerworkers only have
temporary contracts. However, the division of the
labour market into temporary and permanent jobs is
also a problem for the other large euro area countries.
In 2017, almost 17 percent of employees in France
were employed in temporary work + significantly

58 OECD,0OECD Economic Surveys: #ady’ (Paris: OECD
Publishing, 2017), 19.

59 IMF, ltaly 2017 Article IV ConsultatianPress Release; Staff
Report; and Statement by the Executive Director fot\tly
Country Report no. 17/237 (Washington, D.C., July 2017).
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more than in ltaly (1 5.4 percent) and Gemany (12.8
percent). In all three countries the share is thus above
the OECD average of 112 percent.®® Among OECD
members, France has not only the lowest rate of
change from temporary to permanent contracts, but
also the highest rate of under - and over-qualified
workers in the workforce. ® This indicates institution-
al problems in the labour market linked to  deficits in
the education system and in vocational qualifications.

In Italy, the north-south divide must be taken into
account for the labour market as well . In 2018, un-
employment in Sicily was 2 1.5 percent, more than
three times as high as in Lombardy (6 percent).®® For
Italy as a whole, in 2017 the proportion of 15 + 29
year olds who were Not in Education, Employment,
or Training (NEET) was .11 percent.®® This is not

60 OECD (2019)TemporanEmployment (indicatedoi:
10.1787/75589b8aen (accessed.6 April 2019).

61 Ibid.

62 ISTAT,Unemployment RateRegional Leydittp://dati.
istat.it/Index.aspx?Queryld=20744&lang=en (acessed

17 April 20190.

63 OECD (2018)yYouth Not in Employment, Education or
Training (NEET) (indicatodpi: 10.1787/72d1033a€en (accessed
16 April 2019).
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Unemployment rates in Germany, France and Italy, 2005

Source OECD.

only the highest rate within the monetary union, but
also one of the highest among OECD economies. In
Italy, youth unemployment closely correlates with

the rate of early school leavers, which is particularly
high in the south. The euro crisis has made youn g
people-s lack of prospects even worse; somescholars
consider it a ®ost generation.**

In Germany differences persist between east and
west, which are reflected in unemployment statistics,
real GDP per capita and the location of the largest
companies. But neither Germany nor France has such
serious regional differences as Italy. In France, the
most vulnerable grou ps on the labour market are
young low -skilled workers and immigrants from out -
side the EU® The situation in Germany is quite dif -
ferent from that of France and Italy. In the initial

64 Tkqhbg
bgdm cdq
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It fdmc"®
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+2017 (%)

phase of monetary union, Germany had to contend
with even greater problem s on the labour market

than the other two countries. From 2004 to 2007,
unemployment was higher in the largest EU economy
than in Italy or France (see Graph 6). Not until 2009
ddFdql nate falf below Italy -s (7.7 percent) to
7.6 percent.®® The labour-market and social reforms
implemented by Germany between 2003 and 2005

are one of the main reasons for its rising labour

force participation and falling unemployment .*" Un-
employment has remained at its lowest level since
reunification. In the coming years , however, Germany
will face severalchallenges, such asintegration of
immigrants into the labour market.

In summary , comparing the three largest euro
economies reveals a growing divergence in competi-
tiveness, public finances and their social conditions .
Thesedifferences in economic performance have

hm Hs khdm + hm
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Renzied. Alexander Grasse, Markus Grimm and Jan Labitzke,
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65 IMF, France September 2017 (see noted5), 7th ed.
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2 July 2018), http://appsso.eurostat.ec.europa.eu/nui/show.
do?dataset=une_rt_a&lang=en(accessed 3 July 2018)
67 IMF, GermanyJuly 2017 (see note53).
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