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Preface

I FIRST VISITED Lex Hoogduin, Wim Duisenberg’s personal advisor, in late March 1998, to raise the idea of writing a book about the European Central Bank.

I told him that the only way I could write a reliable and accurate book about the ECB was if the bank gave me access to its board members and top-level executives. Already, the debate about the public accountability and transparency of Europe’s central bankers had heated up, and they were being criticized for secretive practices. I suggested that giving me access could likewise help the bank’s cause – that is, if it proved that the ECB’s policies and structure were as sound and efficient as the bank’s founders claimed. But I warned that the book would be fair. I had no private agenda, but admitted that as an American, I am basically pro-Europe, seeing the tremendous advantages that a federal system can bring under the right conditions – when member states can retain certain powers.

During that first meeting, Hoogduin couldn’t promise me anything. The central bank was still in an embryonic form, and Duisenberg still hadn’t been appointed president. Though he was president of the EMI (the ECB’s predecessor), and presumed by most observers to be the lead candidate for the ECB presidency, the French were still trying to push their candidate, Jean-Claude Trichet.

But Hoogduin agreed that the book idea was a good one. Once Duisenberg was appointed in May 1998 and the ECB inaugurated in June, Hoogduin helped provide access to the entire ECB board and top-level executives. I was able to interview all of the people I chose to for this book, including the entire 17-member governing council. There are two exceptions. The first is Bernd Goos, the German head of the ECB’s international relations. Goos fell sick for several months after the creation of the ECB, and time did not allow me to follow up on an interview after he returned. Talks with the ECB’s public relations chief, Manfred Körber, and several other central bankers, helped me fill the gap to my satisfaction. The second is Antonio Fazio, the governor of the Banca d’Italia. Unfortunately, time again prohibited me from making the trip to Rome when an opening in his schedule finally did arise. However, Fazio was gracious enough to answer my questions in written form.

The debate about transparency and accountability at the ECB intensified in subsequent months, after the bank’s controversial decision not to publish the protocol of its governing council meetings until 30 years had passed. In the March/April 1999 issue of Foreign Affairs, two Princeton University political scientists Sheri Berman and Kathleen R. McNamara called the ECB ‘sinister’ for its almost ‘complete freedom from democratic oversight and control’. They echoed the criticisms made by others about the ECB, now one of the two most powerful financial institutions in the world.

This book makes no such critical conclusions. The central bank is Europe’s first supranational institution, and as such, is being forced to bear the full weight of public scrutiny as a test case for a more politically integrated European Union. Yet this demand for transparency comes even despite no conclusive evidence that public scrutiny of central bank proceedings leads to better results. With most social questions, for example social security, democratic debate is desirable because there are inevitably winners and losers. Things are different in central banking. Low inflation is increasingly seen as a neutral policy, that is, one where no one loses. But the jury is still out on the extent of this neutrality, and the reader is left to make his own decision based on the summary of Europe’s central banking history provided by this book in the first five chapters.

As the book explains, national sensitivities in Europe are such that an unfettered publication of the council’s minutes is still not possible without the danger of creating national jealousies and serious inter-European conflict. Germany has laid down most of the central banking orthodoxy in Europe and continues to lead the way in a number of other fields in Europe’s policy making. Its size and central position within Europe is evident within the ECB. This influence is to be expected, and other countries must reconcile themselves to this, given that unity of purpose is within Europe’s economic and geo-political interests. Some national leaders, particularly in France, are wary about following Germany’s lead, as displayed during the ECB presidential nomination in May 1998, recounted in chapter six.

These sorts of jealousies hamper the ECB’s council members from being able to pursue Europe’s interests objectively in public. If France’s central bank governor Jean-Claude Trichet votes for an interest rate decision that clashes with France’s interests, and the vote is publicized, the bank would come under withering criticism from the French public, throwing into doubt the legitimacy of the European project. This concern about conflict was behind Germany’s three-decade fight to establish political union ahead of monetary union, a battle they lost. To them it would have guaranteed the solidarity needed to weather potential storms created by a single currency. For reasons explained in this book, the Germans relented on this demand during the negotiations over the single currency in 1991, but they still see the need for more political union in the future. This book, drawing from the views of the central bankers themselves, argues that such union is inevitable.

That said, the bank could be more open in publishing details on the arguments for and against specific policy decisions without revealing the names of council members. This would help quell criticisms of despotism and lack of transparency. The ECB could also announce the possibility of publishing more detailed minutes in several years’ time – once a smooth start has been guaranteed. Alexandre Lamfalussy, the Belgian central banker who was president of the EMI before Duisenberg took over in July 1997, supports such disclosure. Duisenberg’s leadership represents a continuation of Europe’s tradition of élite, top-down government, a tradition characterized more by secrecy than that of the US system. It is a tradition that has become outdated, and may come back to haunt the ECB when the market begins to second-guess its announcements. (In the meantime, visitors to the bank’s website at www.ecb.int will not find published minutes, but will find a useful and informative site.)

In recognition of the norm of secrecy on the part of most continental central bankers, I want to thank several people for their refreshingly frank observations: the Finnish board member Sirkka Hämäläinen, the Finnish governor Matti Vanhala, the Luxembourg governor Yves Mersch and the British general directors Jim Etherington and Peter Bull. Though some of them feared that their views could be construed as criticisms of particular nations, they all spoke without malice and in the interest of the greater good of the European project – which is admirable at a time when national taboos threaten to smother debate. It is also no coincidence that four of these five people are from Finland and Britain, the two countries that have been most free from the political baggage accrued on the continent after centuries of warfare.

The first five chapters of the book explain the history of the ECB’s creation, and summarize the Dutch, German and French positions and the principal protagonists. I then outline the controversy surrounding the appointment of Duisenberg and introduce other aspects of the bank as it started operations in June 1998. Chapter seven is a summary of the bank’s main responsibilities, followed by a summary of the reasoning behind the bank’s monetary policy strategy and its first interest rate cut. Chapter nine explains why Europe will move towards greater political union. Chapter ten discusses the ‘second wave’ of likely ECB entrants, focusing on the British case. My conclusion is that Europe will become a strengthened pillar within the Atlantic hegemony during the 21st century.

Besides Lex Hoogduin, I am also deeply indebted to the ECB’s Dirk Freytag, Manfred Körber, Christina Goodman, and Regina Schüller for their help. Thanks are also due to the governors and public relations officers of Europe’s national central banks for their admirable patience in answering my badgering questions. I’d like to thank my family for helping me through the tough, lonely process of writing my first book, and for reading through the early drafts and providing endless comments. Eduard Bomhoff, André Szász, and Poilin Breathnach also deserve special thanks. Thanks also goes to Angelica Wagner and Dorte Huneke for invaluable assistance in transcribing scores of interviews. Special gratitude goes out to my editor at Random House, Simon Wilson, who showed unfathomable patience even as the book metamorphosed in unpredictable ways. Thanks too to the Wall Street Journal’s Peter Gumbel, who provided much guidance at the beginning of my stay in Germany and during my coverage of the Bundesbank and the German corporate world and economy since 1995.


CHAPTER ONE

The Showdown

THERE WAS A frosty edge to the evening air. It was Sunday, February 9 1997, and the world’s most powerful central bankers gathered in the dining room on the top floor of the high-rise Bank for International Settlements in Basle, Switzerland.

The BIS, known as the ‘central bank of central banks’, was created in 1930, and had evolved into a forum where bankers could meet several times a year to discuss the financial world’s most pressing problems. Under the agreed rules, the participants were not allowed to take notes, nor could they invite assistants in to join them. US Federal Reserve Chairman Alan Greenspan was permitted to bring the President of the New York Federal Reserve Bank, Bill McDonough – but that was part of the ritual. The other national central bankers, from Japan, Canada, and nine European countries, were to come alone. Finally, Alexandre Lamfalussy, president of the European Monetary Institute, the forerunner of the European Central Bank, and Andrew Crockett, the BIS’s general manager, were also invited.fn1

Between them, the bankers control 95 per cent of the world’s trillions of dollars of money in circulation.fn2 All of them have the power to move currency and stock markets up or down. Alan Greenspan, with a few words spoken in public, could alarm the markets and, if he really wanted to, send the entire world into a recession. The meetings were much looked forward to by the bankers. With no cameras or aggressive reporters with notebooks on hand, they could drop their guard and speak their minds.

Wim Duisenberg, as president of the BIS at the time, was host of the dinner. Keeping to G-10 tradition, he sat at the centre on the north side of the large oval table, facing the window that looked out over the snow-capped Jura mountain range marking the French–Swiss border to the south – now shrouded in darkness. Opposite him was the seat of the G-10 chairman, which was filled by the German central bank president Hans Tietmeyer. Greenspan, though more powerful, sat off to Duisenberg’s side. The BIS is the one important international financial organization that the Europeans truly control.

After the group had finished salad and the main course, Duisenberg tapped on a glass and announced that the evening discussion would begin. The subject of the evening would be announced by Eddie George, the governor of the Bank of England.

Eddie George cleared his throat, and proposed that they talk about European economic and monetary union. The European bankers drew breath. George was known for his publicly expressed doubt that Europe was ready for the single currency. To be sure, he was the central bank governor from a country that had decided not to participate. The bankers suspected that his desire for delay might actually veil a secret desire to have the project wait until Britain too was ready to join. Nevertheless, George’s ensuing arguments forced them to confront the issue. George insisted that inflexible labour regulations in some countries had caused high unemployment. But a single currency would prohibit these countries from exercising an independent monetary policy, thereby removing the means for them to spark their economies into growth if unemployment reached intolerable levels. ‘The unemployment problem is only getting worse,’ he said. ‘Introducing a single currency under such conditions, in my view, is a hazardous undertaking.’

Talk of any delay in achieving economic union had been taboo for the rest of the European bankers for the last half decade. Economic and monetary union (EMU) had been a vision in which many of them believed. They had all been working feverishly to prepare their countries for a switch to the new joint currency, due to be introduced in 1999. Stopping now would be a huge disappointment. Besides, if the project did begin on schedule, most of them would be members of the prestigious European Central Bank governing council, the select group which would govern the new currency.

That bank would be the most powerful institution in Europe, having the power to set interest rates, and with it, the power to move trillions of dollars of capital, and speed up or slow down the economy – in short, have more direct impact on the fortunes of more citizens around the world than any other institution apart from the US Federal Reserve. Unlike the European Commission, the ECB would not be a mere puppet institution, making proposals subject to government veto. The ECB would be fiercely independent, set the agenda and be accountable to no one. It would be supranational. It would enjoy raw power at its best. As members of the ECB’s council, the central bankers would be masters of Europe’s financial world.

Despite the taboo in discussing a delay, however, many of the bankers were relieved that George had brought up the issue. In recent weeks, the EMU project had been battered by a wave of pessimism and some of them were beginning to have their own doubts. In January, French finance minister Jean Arthuis had questioned whether France would be able to reduce its government deficit in time to meet the Maastricht limit for qualification in the single currency project.fn3 The French government had already made deep budget cuts to meet the Maastricht conditions, and had run out of options. The public was exhausted, and with data showing rising unemployment, there were signs of a possible revolt. Protests had swept the country in late 1995, and fears of a repeat were growing. Legislative elections were only 14 months away, and the government was getting desperate. A public opinion survey that month showed that if a referendum was held on France’s participation in the euro, 55 per cent of the French would say no. Without France, the bankers knew, the project would be doomed.

Meanwhile, the European bankers were also piqued about a challenge to their power by the European governments. For example, Arthuis had redoubled his efforts to create a ‘stability council’, a political counterpart to the European Central Bank that would make it more accountable to governments. Arthuis had managed to win the German, Belgian and Dutch finance ministers over to the idea, though they had insisted that it remain an informal body and not infringe upon the ECB’s independence. But the bankers remained distrustful. They saw it as a veiled French effort to wield political influence over the bank. After all, even after the Maastricht Treaty had been signed, and the concept of ECB independence enshrined, president François Mitterrand had openly declared that the French wanted just that – political influence.

On a number of other fronts, the bankers had come to see the risks endemic in starting the EMU project on time in 1999. Even Germany, traditionally the most upright in its finances, was having difficulties. Tax receipts were shrivelling as more German investors shifted their money into Luxembourg accounts to avoid paying taxes, and – as a legacy of the high costs of German unification – Bonn’s deficit was also set to overshoot the Maastricht ceiling. Unemployment had hit a post-war high in January, reaching levels not seen since Hitler came to power in 1933. Poll after poll showed a majority of the German population against the euro.

The French and German politicians were determined to meet the 1999 deadline. That was their job. But the German and French peoples weren’t ready to make the sacrifices for further public-spending cuts. Would the eager politicians agree to fudge the deficit criteria to meet the deadlines? If so, what sort of signal would that send to Italy, Spain and Portugal? If rules were broken at the beginning, how could there be any hope of restoring discipline later? The Latin countries were already resorting to all sorts of budget gimmicks to lower their deficits. Italy had even raised a special ‘euro’ tax for the year. The bankers had an important role as honest brokers for the public. They could pull out a yellow warning flag if they wanted to. They respected the politicians’ right to ignore it. But the public should be warned. The question was just how high they should wave that flag – and how directly they should confront the politicians.

George explained that a decision to delay now would be better than waiting until the last minute when the politicians would face overwhelming pressure to go ahead with the project. The financial markets might also accept a delay if it were announced now, but they might panic at a chaotic decision to delay later on. Better a late EMU than a badly timed one. Waiting would also help give Britain, Sweden and Denmark – the three countries which had decided to stay out of the project at the outset – time to consider joining. Even Greece, which had wanted to join, might be able to get its economic house in order to qualify. Meanwhile, the so-called ‘club-med’ countries – Italy, Spain and Portugal – would have more time to prove that their deficit cutting was sustainable, and not indicative of a frantic dash towards the finish line.

George looked round the table to see who wanted to begin. Wim Duisenberg, the craggy-faced president of the Dutch central bank, spoke up. ‘Well, I haven’t consulted with anyone about this, but I think a delay for two years would be a wise idea. Why not?’ he asked, in his short and direct way. The words stunned the other Europeans. Duisenberg was the front-runner to become president of the European Central Bank,fn4 and here he was throwing cold water on the project. Worse still, the Americans, Japanese and Canadians were looking on at this embarrassing faltering of confidence within Europe. The Swiss and Swedish bankers were also from countries outside EMU. Duisenberg was relaxed, enjoying a glass of wine and his usual cigarette with colleagues, but he was serious.

Privately Duisenberg had been busy debating the idea of a delay with colleagues at the Dutch central bank. He and the rest of the Dutch bank’s board had commissioned a study from its economics department listing the pros and cons relating to a delay in the project. The report was so sensitive that it was kept top-secret, and wasn’t even circulated inside the bank. It was positive, saying the benefits of a timely start were greater than the drawbacks.fn5 But Duisenberg was sceptical. He’d been tacitly supporting a behind-the-scenes campaign by the Dutch government to push for delay among the other EU government leaders. The Dutch finance minister, Gerrit Zalm, was especially concerned about Italy. He made a series of trips to Germany to see if other leaders were ready to consider a delay, but had run into obstacles. Germany itself was in danger of not meeting the entry criteria, and was reluctant to take a hard line towards others. The German Chancellor, Helmut Kohl, even dispatched his foreign policy advisor, Karl Lamers, to try to persuade the Dutch leaders to take a more ‘European attitude’ towards the currency project, which only seemed to confirm the Dutch suspicions that the Germans were getting ready to weaken their stance – to allow the single currency project to begin even if some countries weren’t ready. The Netherlands was alone in its campaign. Zalm and Duisenberg consulted often, having weekly lunches at the ‘Signpost’ restaurant in the Hague, and while travelling together to regular European summit meetings. Now Duisenberg was away from the Hague, in the private company of his central bank colleagues in Basle, and he wanted their views.

Though Duisenberg had expressed doubt in the past, most of the five remaining European bankers from countries planning to participate in EMU had no inkling of the depth of his reservations. But two of them were also highly sceptical. Antonio Fazio, governor of the Banca d’Italia, a known euro-pessimist, harrumphed that he too supported the idea of delay. He’d watched his government create accounting methods that were innovative even by Italian standards. Added time would help ensure Italy’s financial books were more sound.

German central bank chief Hans Tietmeyer had also waited for this moment. He too doubted the prudence of a punctual start, but as the most powerful central banker in Europe, had felt constrained in how much he could say in public. Any hint of hesitation and the markets would descend into chaos: investors would swiftly sell the Italian lira, Portuguese escudo and Spanish peseta, and pile into German marks. Before long, the currency links would be broken, and years of hard work dashed instantly. Tietmeyer had already made reference to delay in a speech the previous year. He had put it in the context of a preference for delay rather than a derailment once EMU began,1 thereby shielding the degree of his doubt from the markets. He was debating whether he should come out and be more explicit.

Now his colleagues were discussing the issue in the open, and he was again faced with the dilemma of how much he could or should say. Tietmeyer didn’t even like revealing his thoughts to his colleagues. On the one hand, he remained personally sceptical about the project’s chances of success, and agreed with the risks outlined by George, Duisenberg and Fazio. But on the other, he was all too aware of the enormous weight of his words. In addition, he was reluctant to challenge a project that was the passion of the man to whom he owed his position, Chancellor Helmut Kohl.

Tietmeyer didn’t speak as much as usual that evening. When he did, it was with doubt in his voice, and he was careful to avoid forceful conclusions. He bemoaned the lack of interest rate convergence in Europe, the huge problems countries were having in reducing their deficits, and the fact that a number of countries would not qualify at all if the debt criteria were to be taken seriously. These problems were increasing, not decreasing, he said. The debates in Italy, Portugal and Spain were ‘verging on the hysterical.’ Desperate to join in the first wave, they were resorting to an array of budgetary tricks. But also in the forefront of Tietmeyer’s thoughts that evening, he would later reveal, were the questions he didn’t dare utter at the time: ‘Is the date really all that important; is it decisive? Could it be worth waiting a year or two to see how the situation develops?’ It wasn’t worth reaching the hundred-metre finishing line, only to then collapse. ‘Tietmeyer, very conspicuously, sat on the fence’, recalls one participant.

Tietmeyer was mulling over whether to express these questions out loud when his dilemma was resolved by a harsh riposte from Jean-Claude Trichet, governor of the Banque de France. Delay was a preposterous idea, he retorted, launching into a passionate defence of EMU. Certainly, the French were exhausted, but a delay would be even worse. The French might not have the stomach to rally behind the project a second time. ‘Delaying would be against the spirit and the letter of the treaty,’ Trichet told his colleagues. ‘In my opinion, it will open up an enormous risk of not making it the next time. New pretexts would be created not to proceed,’ he said. He cautioned that the markets could react violently. Public opinion could also turn against the project. In short, EMU would be consigned to the dustbin of history. Trichet spoke with the conviction of someone who could almost taste the power that he would soon be sharing with the Germans at the ECB. As the director of the Trésor, he had witnessed the agreement by Kohl, François Mitterrand and Italian prime minister Giulio Andreotti to set a deadline for EMU before 2000. For Trichet, the agreement had been a ‘lucid vision’ shared by Kohl and Mitterrand. He and his German counterpart at the time, Horst Köhler, had negotiated the treaty immediately. From that moment, he’d been an ‘Ayatollah’ in the service of that vision.fn6

Also hesitant to support a delay were the two Belgians, Alfons Verplaetse, governor of the Belgian central bank, and the EMI’s Alexandre Lamfalussy. They backed Trichet. Verplaetse had recently turned against the idea of a ‘core Europe’, still supported by Duisenberg and Tietmeyer, which would comprise an elite group of northern European countries and exclude Italy, Spain and Portugal. In his habitually genial manner, Verplaestse said the bankers should wait to see if the other countries succeeded. Lamfalussy, who had thrown all his energies over the past four years into preparing the single currency as head of the EMI, not only had a personal stake in the project’s success, but believed in it. ‘A delay would be a significant loss of credibility,’ he said, annoyed that George and Duisenberg had initiated the debate in front of outsiders. He urged Duisenberg: ‘Don’t base your views simply on public opinion. Let us see what is happening in the economy. Italy and the others could well have a reasonable chance of qualifying. With the degree of preparations that have been made, you can’t just dismiss them out of hand.’

Lamfalussy had formed a new opinion of the Italians. Unlike his Dutch and German colleagues, he believed that they were making genuine progress. In 1993, Italian Finance Minister Carlo Ciampi had managed to persuade the Italians to break from wage indexation, and since then inflation had converged quickly with the rest of Europe. After the last significant depreciation of the lira in 1993, Italy’s inflation had accelerated from 3.5 to only 5 per cent (moderate by Italian standards), made possible only because the trade unions had accepted a large cut in real wages. Since then, inflation had continued to fall. ‘Nothing went haywire,’ Lamfalussy explained. ‘If they can succeed with the trade unions, they might even have a chance of getting their budget deficit down.’

Lamfalussy accepted Tietmeyer’s argument that convergence needed to be proved as durable in the long run, but how strict did that test need to be? ‘If you push that argument to the extreme,’ he had told Tietmeyer, ‘then you’ll end up alone, because you won’t even be able to trust the Dutch.’ After all, the Dutch had devalued against the mark by 2 per cent in the early 1980s, yet they were the most prudent among Germany’s neighbours in holding down inflation.

The G-10 debate in Basle revealed deep divisions of opinion, but they were left unresolved. Some in the room felt that they’d heard the beginning of the end. Andrew Crockett, the managing director of BIS, left the dinner with a sinking feeling, fearing EMU’s days might be numbered. But Crockett wasn’t certain how resolute the European bankers were. The Americans were bemused. ‘We thought the best thing that we could do was to maintain an interested silence. It was very much an internal European debate,’ McDonough recalls. ‘My feeling was that Duisenberg was the learned professor running a seminar. Sometimes, by asking the difficult question, you get the students to say what they think … As I sat there, I was cheering on the side which was saying “Let’s guts this through and make it work.” I have the view that in anything, if there’s a date, you’re better off to try to meet it. Once you postpone, its difficult to gather the political will to seek to achieve it again.’

Trichet had saved the day.fn7 He too had been influenced by his government’s views. Paris was the only government which had ruled out a delay as a possible scenario at the time. The then German finance minister, Theo Waigel, recalls:

Not only in the Dutch central bank, but also in other circles there were scenarios developed about what to do in case some countries didn’t converge. We had always said that we would interpret the criteria strictly. But we realized that a continuous public discussion about a delay would have led to a catastrophic loss in public confidence. In fact, EMU would have been destroyed immediately. In 1996, a small group of us, including union representatives, gathered at the Chancellory’s office. We agreed that the criteria must be fulfilled strictly, otherwise there would be no acceptance by the German population. We also agreed that Germany could not be the one to propose a delay. A couple of days later, someone in the circle leaked this to the media. From then on, we shut up. Internally, most countries were also preparing for various scenarios. There were discussions of one or two-year delays. However, the French never let themselves participate in this debate. They always said ‘no, we’re not going to discuss that’.

The following month, the bankers showed signs of having put the issue behind them. In a ‘Banker of the Year’ award ceremony in Frankfurt on March 3 (which Wim Duisenberg won), Tietmeyer, Duisenberg and Lamfalussy all came out forcefully against a delay in public. Their statements – at least those from Tietmeyer and Duisenberg – were more than an about-face. They derided the notion of a delay, even though they themselves had believed the issue serious enough to debate for hours in Basle. They knew that uncertainty had already given rise to turbulence in the markets. ‘The fears and the rumours of the market about a delay of EMU are so ridiculous that I can’t understand them,’ stressed Tietmeyer. ‘The rumours of delay are unfounded,’ insisted Lamfalussy. ‘They don’t have any link to reality. EMU will start on January 1, 1999.’ Duisenberg was the most emphatic: ‘The start of the single currency has become a certainty, I repeat, a certainty, since the treaty of Maastricht was ratified.’2

Later, Duisenberg would go as far to say that a delay would be a ‘catastrophe’.

In an interview over a year later, Duisenberg said he had difficulty remembering the event in Basle in February 1997, and denied that he had ever proposed a delay. Any proposal he had made in Basle would have been for ‘academic reasons’ only, he says. He argues that he had always considered a delay ‘totally unrealistic and very dangerous’. He explains:

I deliberately didn’t take part in that discussion. That discussion was very much stimulated by the minister of finance, Mr. Zalm, and was meant to put national pressure on Italy to comply to the criteria. The attitude of Germany was much more important than that of the Netherlands, but in that respect, we had one line of thinking. So we joined forces … you might say the governments did … in maximizing the pressure on Italy. Both considered whether or not Italy should participate. But I personally never believed, not for one second, that we would start without Italy, but knew that we still had to keep up the pressure.fn8

A Frenchman had pleaded for EMU when the German camp, influenced by Tietmeyer and Duisenberg, had lost its nerve. It was a paradox, in many ways. The French had usually been the ones to come up with the ideas, and the Germans had shaped those ideas into rules and institutions. The Maastricht Treaty was a perfect example. In 1990, Mitterrand had wanted a single currency and had wanted it soon. He feared the financial and political power of the new reunified Germany, following absorption of the former Communist-led East Germany, and wanted to bind Germany irrevocably to the rest of Europe. Kohl, wanting to reassure his neighbour, agreed, but called for a committee to be created to ensure that the institutions governing the new currency were agreed to by the central bankers. The Germans dictated much of what came out of the Delors committee, and had since finessed developments in their favour.

But in early 1997 support for the process was faltering. Part of the reason was the lack of political union. The Dutch and Germans knew that adherence to the rules for EMU by the French and others was crucial if the system was going to work, and that entailed trust. The French and others had resisted political union,fn9 and so the best that could be done was to cobble together the Pact on Stability and Growth, which imposed fiscal limits and fined countries that breached them. But trust was continually being broken, for example by Mitterrand’s declaration in 1992 that the ECB would be subject to government influence. This reflected the way Europe worked – in fits and starts.

But now that Trichet had convinced his colleagues to support a move toward EMU, the last bout of paranoia was over. In fact, the good times had begun to roll. Over the next twelve months, a pro-EMU euphoria swept over continental Europe. Economic growth accelerated, and tax receipts came pouring in, helping governments like Italy and Germany close their deficits. In the corporate sector, excitement mounted when it became clear that monetary union might start on time after all.

fn1 The BIS hosts the meetings of the so-called G-10, or Group of Ten, which assembles the day after the Sunday evening dinners. The G-10 is a misnomer, since it formally consists of the following eleven countries: Belgium, Canada, France, Germany, Italy, Japan, the Netherlands, Sweden, Switzerland, UK, and the US. The governors of the central banks of each of these countries are allowed to attend the evening dinners. Finally, the President of the European Central Bank (until mid-1998, the European Monetary Institute) and the General Manager of the Bank for International Settlements are also invited to the dinners. A formal meeting is held the next day, and a press conference follows.

fn2 They directly control about 30 to 40 per cent of the world’s reserves, but since their currencies are used as reserves by other central banks around the globe, the control of these reserves is actually only indirect (i.e., by changing interest rates.)

fn3 Although the euro was scheduled for introduction in 1999, the deadline year for meeting the criteria was 1997. The Maastricht Treaty required that a country participating in the single currency project could not run up a public deficit equivalent to more than 3 per cent of its Gross Domestic Product, or the value of the sum of its goods and services.

fn4 Duisenberg had already been appointed president of the European Monetary Institute in July of that year. The EMI was the forerunner of the European Central Bank.

fn5 The Dutch central bank report was commissioned in late 1996, and was linked with the publication of the first EMI convergence report at the same time, which had concluded that the fiscal conditions of European governments were so poor that there was no majority of member states ready to start EMU on January 1, 1997, the first possible start date nominated by the Treaty of Maastricht.

fn6 See chapter 4.

fn7 It would be one of history’s ironies that, when it came to the election of the first president of the ECB, Trichet would lose out to Duisenberg.

fn8 Duisenberg may have an intermittent problem with his memory. He also says he doesn’t remember the classified research paper drawn up by the economics department which listed the pros and cons concerning a delay. Duisenberg’s memory was also unreliable in the case of his ‘voluntary’ statement that he did not want to serve his full term as president of the ECB in May 1998. British Prime Minister Tony Blair had ‘reminded’ Duisenberg that the Dutchman had once earlier stated privately that he did not want to serve a full mandate. Duisenberg says he had forgotten that. But Blair’s reminder later proved useful. See chapter 6.

fn9 See chapter 3.


CHAPTER TWO

The Dutchman’s Restoration

When the facts change, I change my mind.

What do you do, sir?

John Maynard Keynes

ON SEPTEMBER 28, 1998, the day after his government was elected into office, then German finance minister Oskar Lafontaine held a press conference and called for lower interest rates across Europe. Wim Duisenberg, now president of the European Central Bank, responded coolly: ‘It is normal for politicians to give their views, but it would be very abnormal if those suggestions are listened to.’

Wim Duisenberg is neither a German stooge nor a French one. But at the same time, he has a profound appreciation of the German central bank’s record on low inflation. This buttresses his conviction that the bank should maintain its independence from outside influence. The independent German central bank, the Bundesbank, kept inflation low for decades, and thereby created conditions for lasting economic prosperity. In France, by contrast, political interference during the first few decades of the post-war period resulted in higher average inflation, a situation that changed only when leaders decided to peg the French franc to the German mark. During their negotiations to create a single currency in Maastricht in 1991, European countries acknowledged the strength of the German central banking model. They have since appointed Duisenberg and the ECB to introduce German monetary orthodoxy at the European level. As president of a central bank that closely resembles the Bundesbank in the way it operates, Duisenberg oversaw the smooth introduction of the single currency in January 1999 in the eleven participating countries: Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain. Together with a group of like-minded bankers who sit with him in the ECB’s governing council, he is now determined to keep the new single currency, the euro, as stable as the German mark had been.

Ultimately, however, Duisenberg is faced with a greater challenge. The single currency has set in motion a series of irresistible forces that are pushing European countries to more intense forms of coordination despite significant domestic resistance. Countries taking part in the single currency project realize that governments will have to cooperate more in tax and spending policies, and that an automatic transfer mechanism might be needed to balance out economic discrepancies across Europe.

On the one hand, this process of increased cooperation is welcomed. Only by harnessing the combined power – both economic and political – of its member states into a single, directed force can Europe hope to project itself in the world of international finance as powerfully as the United States. The discipline of increased cooperation on economic issues would also create a framework for better economic growth. On the other hand, the imperative to cooperate exposes national jealousies and infighting over the bank’s policies. One problem is that economies still operate at different speeds, while the bank can only furnish a one-size-fits-all monetary policy. Duisenberg’s decisions could become highly unpopular in a country that is in recession if the ECB is forced to make that situation worse by following policies tailored to the interests of Europe as a whole. A proud nation like France could lash out in protest against the European project if it feels snubbed or overwhelmed by a single currency juggernaut that seems to be driven by Germany. The same is true of the smaller, weaker economies, especially if they are left to suffer with no financial palliative from more fortunate countries. Duisenberg’s biggest challenge is to steer the ECB’s policies through this minefield of national interests, a task that has been made more difficult by the impression in France that Duisenberg is ‘a Bundesbank clone’, and imposes ‘a Germanic and orthodox colouring’.1

The makings of a president

Wim Duisenberg was born on July 9, 1935 in Heerenveen, a town of 40,000 residents on the western edge of Friesland, in the Netherlands.fn1 While the Netherlands is one of the most densely populated countries in the world, the Friesland is far removed from the bulk of the Dutch population, most of which is packed into a region bounded by the Hague, Amsterdam, Utrecht and Rotterdam.

The son of a local government civil servant who managed the local waterworks, young Duisenberg enjoyed taking his boat out into the calm inland Frisian lakes, south of the Frisian Islands and protected from the aggressive North Sea. He first sailed when he was four – the same year, 1940, that the Germans invaded the Netherlands during the Second World War.

One of his most vivid memories, he says, is of the German arrival. ‘It lasted three days and three nights. There was this eternal rumbling. They came on horses. I remember looking out and seeing them come with kitchen wagons, machinery …’ he recalls.
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The Netherlands were occupied by the German Wehrmacht longer than many regions in western Europe, lasting from Germany’s first Blitzkrieg in May 1940 until early 1945. This did not make for easy relations between the Dutch and the Germans after the war. During the occupation, the Dutch business community and political leadership were passive or even collaborationist, according to some accounts. While people in the Netherlands often talk about ‘hate’ when speaking of the Germans, the Dutch élite are more reserved, and since the war, have rarely engaged in anti-German diatribes.

The north, where Duisenberg lived, was especially passive. ‘It was peaceful. Contrary to the west (of Holland), we had no hunger. It was a safe haven,’ he recalls. The Dutch economy had been spared massive destruction, but there were serious hardships, and as late as 1948, the economy was still struggling to find its feet.

As a teenager, Duisenberg worked during summer vacations on several assembly lines, first for a cigarette company, then for a coffee company. He worked in a pig slaughterhouse, then for a bicycle manufacturer, pushing spokes into wheel rims.

Duisenberg left grammar school at 19, and began studying economics at the University of Groningen. Removed from the area in which he had grown up, Duisenberg’s bond with his homeland deepened. Later, at the pinnacle of his career as a Dutch central banker, he won praise for organizing an annual trip to the Friesland region for under-privileged children. Hans Tietmeyer, the future chief of Germany’s central bank and just four years older than Duisenberg, was attending school 100 kilometres away, across the border in the German town of Münster.fn2 Their fates were going to become inextricably bound, and one was going to hand over the mantle of the most powerful man in Europe to the other.

By the time he was 26, Duisenberg had obtained a degree in economics, having specialized in international economic relations. His doctoral thesis was on the economic consequences of disarmament. Duisenberg was an assistant lecturer during these four years.

When Duisenberg received his doctorate in 1965, one newspaper De Tijd, remarked that he outwardly resembled the dashing American President John F. Kennedy: ‘The likeness was more than obvious,’ it read. ‘The quiff of hair … an open face, jovial, youthful and charming, of the type that men say women fall for.’2 The only difference was that Duisenberg was taller: He stands at a towering 1.93 metres (6 feet 4 inches). Duisenberg possessed an air of calm confidence.

After he obtained his doctorate, he decided he wanted to go abroad for a few years. He saw an advertisement for a lecturing position in Dar es Salaam, Tanzania, and considered applying for it. But a professor friend had higher aspirations for Duisenberg, and warned him that the position wouldn’t give him the experience he needed. So Duisenberg applied for a job at the International Monetary Fund in Washington DC, working on the European desk. Dutch influence within the IMF was strong at the time, with a disproportiate number of young Dutchmen seeking out careers as economists. The running joke among IMF staffers was that it was ‘paid for by the Americans, intrigued by the Indians and run by the Dutch’.

Duisenberg worked there for four years until he was 34. Dirk Wolfson, another Dutchman already working at the IMF when Duisenberg arrived, recalls that there was something about him that turned heads:

He did very well at the IMF. He was a highly respected staff member. He had what the French would call la manière. When he enters the room, the room is full. He has a good voice, he talks well, he looks good. He was a bit of a prince charming. Americans always teased him about being the ‘European Kennedy’ for his good looks. I knew he would go far somehow. He had that all over him.

After the IMF, Duisenberg was hired by the Amsterdam-based Dutch central bank, De Nederlandsche Bank, to advise the bank’s governing board. It was here, as a young advisor in charge of establishing a department for macroeconomic research, that he was first initiated into the culture of central banking. But he was still a low-ranking official in the bank unknown to many of the board members. Duisenberg struck his colleagues as sociable, with an easy way of dealing with people, but shy underneath. Somehow Duisenberg was able to gain the confidence of those he met. But Duisenberg can also be impatient, and at times doesn’t converse, but merely makes statements. ‘I’ve realized that in being direct and open – let me call it straightforward – I have to be very careful in what it is I am saying,’ he says.

Duisenberg left his advisory position, which was only a one-year appointment, to become a professor at the University of Amsterdam. He taught macroeconomics for three years, but again kept a low profile. He didn’t break any ground in economic theory, or belong to a particular school of thought. In fact, almost from the beginning, he was calculating his next move. Apart from a few articles for a weekly university journal, his published work was relatively scant.

Duisenberg, now a member of the social democratic party, made the giant leap from an obscure economics professor, of which there were hundreds in the Netherlands, to finance minister at the end of just three years. His colleagues say this was achieved on the strength of personal connections. The social democratic party was tiny, and Duisenberg happened to be part of a group of economists advising the party chairman, Joop den Uyl, who became prime minister in 1973.

According to University of Newfoundland Professor Steven Wolinetz, who has studied the Netherlands political scene in detail, the Dutch have a tradition of respect for people who are members of official boards, which partly explains their proliferation. In a sense then, Duisenberg had become ‘legitimate’ through his stint as professor, and had made the crucial contacts in the advisory board.

A journalist friend, Harry van Seumeren, of the De Volkskrant, agreed it was personal connections that catapulted Duisenberg upwards, but that this was normal in the Netherlands ‘It’s a very small country of 15 million people. The Social Democratic Party had 100,000 members. Of them, there was only a small proportion of educated professionals, economists, professors and lawyers. OK, so he wrote an article sometimes. But you know how it goes. You know someone. That someone knows another person …’

When Duisenberg became finance minister in 1973, he was part of an exceptionally young cabinet. Many ministers, including Duisenberg, were in their thirties, and this heralded a new era of openness in government. In The Hague, ministers visited a press club weekly and talked policy over beer. ‘Occasionally, on sunny days, (Duisenberg) would make a trip down to the beach and drink a beer and snack with the press at a café,’ recalls journalist van Seumeren.

But Duisenberg’s dependence on those who appointed him plagued him in his new job as finance minister. The prime minister still called most of the shots on budget matters, and boosted government spending considerably that same year. ‘That’s when the real spending started,’ says André Szász, a Dutch central bank board member of the time. Holland’s major business newspaper, the NRC Handelsblad, called Den Uyl’s government ‘the most radically left government’ in the history of the country.

The Keynesian

Even before he’d chalked up a personal record, the media had picked Duisenberg out to be a future leader. In 1974, after he’d became finance minister, Time magazine listed Duisenberg as one of 150 people under the age of 45 most likely to be leaders of tomorrow. At 31, he was the only Dutchman on the list. He had gained respect from those around him for the speed in which he tackled his work. Bert Groothof, Duisenberg’s head of communications for eleven years at the Dutch central bank, noted his ability to grasp complex issues quickly and without much effort.

But the term of his watch at the finance ministry brought him no special kudos. His supporters say Duisenberg was personally against increased spending, even though he was officially responsible for forming the budget. They say he did what he could do to moderate this policy, but since he didn’t have a political base of his own, he was forced to compromise. Indeed, as a professor, he had criticized the government’s efforts at containing inflation for not being tough enough. Then, he had written an alternative election platform for his party. In it, he criticized the party’s platform for getting too detailed, and therefore not giving itself enough room for manoeuvre. Second, he argued that its promises were not affordable. This would-be ‘manifesto’ was rejected by party authorities, and Duisenberg was forced to publish it independently in a newspaper. And, at a time of increased efforts by the Dutch left to put economic pressure on South Africa over apartheid, Duisenberg was the only minister supporting export credit guarantees for nuclear industry companies dealing with that country. He also refused to join his party’s boycott of the Dutch AMRO-bank for doing business there.3

However, Duisenberg’s track record and statements once in office as minister show another side. They reveal that, far from being bullied into accepting these policies, Duisenberg embraced them, and though he made few public statements, what words he did speak were in defence of Keynesian economic theory. John Maynard Keynes was a British economist who had won widespread acclaim following his revolutionary General Theory of Employment, Interest and Money, published in 1936. Keynes formulated the concept of ‘demand-led’ economic growth, and believed that the government should manipulate its budget in order to manage growth in the economy and encourage demand. There were times when normal market forces didn’t work correctly, and the government needed to step up public spending to help stimulate the economy. Increasing workers’ disposable income, even at the cost of government borrowing, was necessary. Boosting ‘demand’ would spur companies to step up their ‘supply’ of goods, because they would be assured of more profits.

Franklin D. Roosevelt, looking for a way to put the US economy back on track after the 1930s depression, took Keynes’ thinking as his ideological underpinning. The government injected billions of dollars into the economy, and it worked. Plunging prices and steep unemployment were gradually reversed, and the policy was acclaimed as an overwhelming success.

However, Duisenberg took longer to wake up to the dangers of deficit spending than he now likes to admit. Even as an independent economics professor, he had not acknowledged a connection between money supply and inflation, a relationship that was to become an essential part of German orthodoxy in creating the European Central Bank. Rather, as he argued in his last academic piece as a professor, worker wage increases and the rise of import prices to the small Dutch economy were the root of inflation. He makes no reference to increased money supply.4

In 1973, Duisenberg’s first year as minister, a severe oil crisis disrupted the international economy. The middle-eastern oil cartel OPEC increased oil prices and most European countries saw a major jump in inflation. In response, these countries sought to slow public spending in order to avoid inflating the economy even more. At the time, the Netherlands was relatively well off. It had its own energy supply, exporting more natural gas than it imported oil. With other countries cutting back spending, the IMF and the OECD encouraged the Netherlands to expand its economy aggressively in order to compensate. Dirk Wolfson, Duisenberg’s acquaintance from the IMF who had since returned to the ministry to work for Duisenberg, recalls:

We were a sheikhdom. In 1973, the IMF and the OECD were telling us, begging us, to increase our budget. We had a very strong balance of payments at the time. The Germans also had a strong balance of payments, because they are Germans …We were urged by the international community to pick up the slack that everyone else was creating. That year also coincided with the first left-wing government budget in the Netherlands for a very long time. There you had the recipe for a very expansive budget policy.

During his second year as minister, Duisenberg was still leading the Keynesian charge, pushing harder for spending programmes that some of his underlings thought so unfeasible and costly that they overruled him before the ideas got to the cabinet. Looking for a way to boost the economy, for example, Duisenberg decided to pump up the economy by giving money to workers. His reasoning was that lower income groups spend most of any additional money they get, rather than save it. Helping workers to spark economic activity would also champion the social democratic cause. Duisenberg even proposed to send a hundred-guilder cheque to every citizen. But Dik Wolfson, one of his chief aides, rejected the plan as too costly. Wolfson recalls:

He called me in early November on a Friday morning from the cabinet room at the beginning of the weekly cabinet meeting. He was looking for the quickest way to pump money into the economy. He said ‘I have this crazy idea, but before I bring it into parliament, I need to know if we can deliver. Suppose I wanted to give one hundred guilders to each citizen to boost their purchasing power? Please find out over the course of the day if this will work, but call me before the end of the cabinet meeting’. I had to think it through very quickly. I called in the director of population registration, and umpteen other people. We quickly got mired in all kinds of problems. Should prisoners get 100 guilders? The idea finally broke down on the inability to reach people without fixed addresses, gypsies for example. I called him back. Duisenberg was still in the cabinet room, which looks out on to the parliamentary square of the prime minister’s office. I said ‘Look out of the window. How many gypsy trailers do you figure can fit into the parliamentary square?’ I was trying to illustrate for him the sort of demonstrations that would take place, even if you can’t reach one or two per cent of the population. He quickly acknowledged the problem. The idea was killed by lunchtime. It was one of Duisenberg’s quirky brainwaves.

At the time, Duisenberg could argue that he was simply pursuing the same policies as other European finance ministers. After halcyon economic climates in the 1950s and 1960s, most western European countries were experiencing a gradual slowdown in economic growth and a rise in unemployment. In Germany, growth in GDP had averaged 7.8 per cent and 5.2 per cent annually in the 1950s and 1960s respectively. Over the 1970s, average annual growth was down to 3.1 per cent. France and Italy saw similar slowdowns. They were now trying to jump-start their economies with extra spending, even though it was more than governments could afford in relation to the tax income they received. They continued to borrow. In the short term, such borrowing was considered legitimate. Interest would have to be paid, but once the economy was up and running again, it would be affordable. The problem was that by the end of the 1970s, governments were still borrowing, and there was no end in sight.

Deficit spending had allowed Dutch and other European citizens to lead a lifestyle that was beyond their means, but to which they’d become accustomed. They wanted a Mercedes Benz when they could only afford a Volkswagen. Some governments, including the Dutch, had lost the ability to say no. But if Duisenberg was following a European-wide trend, he was pursuing it even more aggressively than the others. During his tenure as finance minister, Duisenberg was to be continually heckled by one critic in particular, Eduard Bomhoff, an economics professor who in many ways resembled the American economist Milton Friedman. He regularly claimed that such spending was disastrous. ‘There was a lot of confusion all around. But the Netherlands went more strongly in the Keynesian direction than, for instance, Germany or Switzerland,’ says Bomhoff. The Netherlands became known as ‘the sick man of Europe,’ a particularly worrying stigma given that Europe as a whole was already in poor health.

At first, Duisenberg held fast to his policies. Not only were other governments doing the same thing, he was backed by prevailing theory at the time. But Europe in the 1970s was different from the US in the 1930s. Unlike the US depression, which stemmed from international turmoil and falling prices, the 1970s developments stemmed from domestic inefficiencies and bloated governments. In the 1930s, European governments were small. In the 1970s, by contrast the public sector made up around 50 per cent of GDP. Expanding the public sector wasn’t the answer.

In 1975, two journalists from the Dutch Elseviers magazine hounded Duisenberg about his record deficit at the time, underscoring how it threatened to increase inflation. Duisenberg rejected that logic. The deficit was a minor problem, he said dismissively. A government infusion of 7 billion guilders in increased spending and tax breaks would stimulate the economy, which would in turn bring in more tax receipts, and close the deficit, he said. The journalists pressed on, asking whether the government’s share of GDP hadn’t overstepped its limits. Duisenberg responded: ‘I’m not one of those people who say the government’s weight in the economy has reached its limit. I don’t know if there is a limit. If there is, I find all this talking about limits so static – as if there’s an end goal where the economy can’t go any further,’ he said. ‘I don’t see it that way.’5

Duisenberg saw no reason for painful government saving. Though he recognised that people might abuse the country’s generous social welfare system, he showed little urgency in responding to reports that people were increasingly taking advantage of generous unemployment benefits even though they could find work, and staying home while receiving sick-leave payments even though they were healthy. When challenged on this by a journalist, he all but wiped his hands of the problem: ‘There’s always a small percentage of people who misuse the system,’ he said. ‘But it is impossible to measure.’6 Only after Duisenberg’s departure, in the 1980s, was the Dutch social welfare system substantially slashed, and reformed to reduce abuse.

In 1977, Duisenberg was still an apologist for big spending. After national elections that year, the parties within the Den Uyl coalition divided over how to form a new cabinet. During this time, Duisenberg was criticised by Dutch employers for inflating the deficit even further. Duisenberg again insisted that it wasn’t too large, and that it had been increased for a legitimate purpose: to reduce unemployment. He also defended a government law that gave subsidies to companies suffering losses as a result of the recession. ‘To compensate companies for such losses, they are allowed to take a loan … That is being paid for by a growth in the deficit,’ he said matter-of-factly. Again, he defended the right to increase the deficit in order to create jobs.7

In a 1977 interview with the newspaper Het Parool, he defended the need for government spending of a additional 4 billion guilders, representing just over 1 per cent of GDP. Duisenberg was loath to concede that such a significant amount would lead to a cheapening of money’s value, or inflation. Instead, the extra money would make it cheaper for companies to produce and invest, he said. The income from production of goods would more than compensate for any inflation. When a conservative economist, Pieter Korteweg of Rotterdam University, criticized him for this policy, Duisenberg lashed back, calling Korteweg a ‘monetarist.’fn3 Duisenberg criticized the monetarist logic, saying: ‘I admit there is a link between budget deficits and inflation. Yet if economic growth is temporarily disappointing, we must stimulate the economy to bring it back to its earlier trend-line.’8

Finally, Duisenberg also supported a law forcing companies to hand over ‘above normal’ profits to their workers by transferring to the workers portions of the company’s shares. Companies criticized the policy, saying it did away with the profit incentive – essential for any free-market based economy. They said it also scared away foreign investors at a time when the Netherlands badly needed it because of growing unemployment. He said the companies’ complaints were ‘totally exaggerated.’9

Duisenberg’s conversion: ‘Necessity is the mother of invention.’

The admission of a connection between deficits and inflation was the first step in a long transformation of Duisenberg from a convinced Keynesian to an economic conservative; from an activist to a minimalist. The catalyst was a combination of developments in 1975. By the autumn of that same year, Dutch policy had begun an about-face.

The catalyst came from Wolfson, the director of economic policy, and Nout Wellink, a deputy at the ministry. Wolfson had watched the state’s finances deteriorate over the course of 1975, exacerbated by a drying up of northern Holland’s reserves of natural gas. In late August, the OECD sent the Dutch an early draft of its annual Outlook report, which warned that Dutch unemployment would worsen and that economic growth would be only 3 per cent in 1976. Less than three weeks before, Duisenberg had drafted a budget that estimated 3.75 per cent growth. ‘We suddenly had a big hole,’ said Wolfson. Until then, the state had been increasing outlays even faster than the economy was growing, at a real increase of about 4.5 per cent per year compared to real GDP growth of 3.75 per cent. This couldn’t last.10 The public sector already consumed 50 per cent of output in the form of taxes. ‘It was crazy. The public sector was taking over. It was going to take 52 per cent the next year, then 54 per cent the following year, and then keep going like that every year,’ said Wellink. ‘That’s when we called Duisenberg.’

Duisenberg was sailing off the coast of Friesland taking a vacation like the rest of the cabinet. Wellink rang Duisenberg’s beeper; soon Duisenberg called back. ‘This is my holiday,’ said Duisenberg gruffly. ‘I don’t want to come back to The Hague.’

‘Minister,’ Wellink responded, ‘you have to present the new budget in a few weeks, and things are quickly turning into a disaster. We really think you should come back.’

‘No, no, no. I’ll stay here. You’d better come to Friesland. We’ll do it here.’

Johannes Huijsman, secretary general of the ministry, and Wellink, travelled by helicopter to Duisenberg on his boat. There was a raging storm, and Wellink couldn’t help drawing parallels. ‘It was a disastrous time from both points of view.’ After a good meal on the boat, ‘we began our effort to convince him,’ Wellink said.

They told him that a turnaround was crucial. Only a radical decision to limit spending would suffice. Duisenberg, having watched as his policies failed miserably over the past couple of years, had no alternative. Still on the boat, the trio drew up the so-called ‘1 per cent policy memorandum’ which they planned to introduce to the cabinet for the following year’s budget. The proposal would cap spending growth to 1 per cent of gross domestic product per year for the rest of the government’s term. It was based on crude calculations on the back of an envelope. ‘We couldn’t do more than that in a few days,’ said one participant.

Duisenberg would stay on his boat to finish his holiday while Wellink and Huijsman went back and worked on the details, but they begged him to come back soon. Two days later, on a Friday, Duisenberg came back and told Wellink and Wolfson to rewrite his budget speech. Wolfson recalls:

We rewrote it over the weekend. We worked our tails off, going through the whole damned thing, changing every turn of phrase where it was necessary to indicate that the government would shortly announce new numbers to make the budget fit into the new economic estimates. The cabinet would then have to decide on the final numbers. While we were doing the dirty work, Duisenberg was busy briefing the prime minister and calling back the other cabinet ministers so that they could crunch out a new budget.

Duisenberg recalls ‘endless discussions’ with his advisors over the following days about just how to rein in spending. When the budget was finished, Wellink submitted it to the cabinet. Meeting with his cabinet, Duisenberg insisted postponement of the plan wasn’t possible. ‘That summer [Duisenberg], was faced with a difficult challenge: How to become a Paul after being a Saul,’ said Thijs Wöltgens, the financial spokesman of the Social Democratic Party, at the time.11 ‘[Duisenberg] became a conservative minister in the broadest sense of the word,’ said Wellink, his successor at the bank, ‘not only concerning monetary policy, but budgetary and economic policy in general. We realized that we had been on the wrong track for several years, and that we couldn’t solve the problems by stimulating the economy.’12

Duisenberg, now apparently a convert with conviction, battled for over a week to convince his cabinet of the policy. The left wing of the party reproached him for his ‘rightist’ policies. Seeing no way to convince his party, he took his cause to the nation’s media, leaking his proposals strategically to get positive coverage. He made overtures to the country’s business groups, unusual at the time for the social democrats, who had an antagonistic relationship with business. He pitched the policy as ‘a bridge to new prosperity.’ Business groups were far from impressed, but thought it was better than nothing. Finally, he met secretly with individual ministers of the cabinet, hoping to convince them that such a cap was in their interests. He tried to get them to see that for every guilder of economic growth, 82 cents went to fund the state’s expensive spending projects. It was tough going. Once, he returned from a local meeting with constituents and reported: ‘Nothing can be done. People keep staring at me with glazed eyes.’

But Duisenberg persevered. Finally the cabinet relented, and the policy was passed into law.

Still, the 1 per cent cap was not enough. The economy later dipped into recession. Unions, linking their wage demands more closely with state spending growth than economic growth, pushed the cost of labour to levels that became too exorbitant for companies to bear. The unemployment rate also shot up. Nevertheless, Duisenberg’s cap was eventually hailed as the crucial juncture in the government’s move to restore order to state finances.

By today’s standards, the move was unimpressive, given the emphasis countries such as Germany and the Netherlands have put on erasing budget deficits altogether as a prerequisite to price stability and the success of Europe’s single money project. Duisenberg’s persistent critic; professor Eduard Bomhoff, now of the Forum for Economic Research at Nijenrode University, says: ‘People sometimes forget that the rule called for spending to go up by one percentage point every year, not down. It was a crazy rule. It was just a way to tone down the extreme Keynesianism of his prime minister a little but still remain in the big-spending cabinet. It is not one of the monumental moments in the history of public finance.’

Looking back at his tenure at the finance ministry twenty years later, Duisenberg doesn’t regret his Keynesian past. While Wellink admits that the government made mistakes, Duisenberg insists he changed his views as economic conditions demanded:

I don’t like these labels – ‘Keynesian’ and ‘monetarist’ – very much. When I became minister of finance, the economy had just been jolted by the first oil shock of 1973. The Netherlands was hit badly by the oil boycott. We were suffering from a failure in total ‘demand’. As minister, I helped compensate for that by increasing demand in a Keynesian way. We were rather successful in absorbing the oil shock, but then after a year and a half, it increasingly dawned on me and the others that this type of policy, if continued, would choke off investment and incentives for entrepreneurship, and burden the budget with interest payments to pay for the ever increasing finances. So I changed my mind. It was not a gradual process. It began in spring, 1975. By the fall, we announced a new direction in our policy, that is, we contained spending. The difficult part was trying to convince the country. I made a big mistake in that I thought it would take me six months. Instead, it took the country 15 years.

Duisenberg says he learned some lessons about the limits of government. He’d come to power believing in what the Dutch called maakbare semenlering, referring to the belief in the ability of government to manipulate society and the way it functions or performs. After his experience in power, Duisenberg’s conception of the role of government changed. He came to believe that the government’s main contribution was to create the ‘climactic conditions of stability, continuity and confidence.’13 With these basic conditions assured, the society and economy would thrive on their own – without government stimulation.

Wellink says: ‘We were all Keynesians in those days. Duisenberg was one of the first in this country to realize that the Keynesian days were over. He had a real fight with the prime minister and the other ministers. They didn’t like his conservative attitude on issues such as taxation, budget deficits, and the role of the economy.’

Duisenberg breaks with the social democrats

Slowly, Duisenberg changed his views further. He had ‘outed’ himself, and had gone too
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