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		Abstract

		The European Union is mired in a bad economic equilibrium of stagnation and deflation – stag-deflation. While the problem is excess supply and inadequate demand, current policy, premised on private-sector-investment-led growth, aims to expand supply further through ultra-low interest rates. This is demonstrably not working. The reason is that it raises the cost of labour relative to capital, thereby destroying jobs and demand, which negates the incentive for private sector investment. The next interest rate cut simply intensifies the deflationary pressures. At the same time, this policy is generating a debt burden that is a tinderbox for crisis. Incremental reforms will not work. Europe’s policy settings need to be reset to a configuration that has worked in the past. This involves the following: (a) re-price labour: recognizing that monetary stimulus, including quantitative easing, has not triggered interest-sensitive consumption and investment but has priced labour out of factor markets (as interest rates fall, the ratio of wage rates to cost of capital rises), remove the subsidy for investment and price labour back into the market by normalizing interest rates; (b) defuse the debt bomb: since raising interest rates in the context of a debt bubble would lead to a crisis, have the European Central Bank buy up excess public sector debt and cancel it. This would remove the tourniquet on fiscal policy, allowing a return to the job-creating expansions of the Keynesian era. Moral hazard? In crisis, ignore; and (c) redefine industrial policy by addressing the problem of adverse selection of investment opportunities: the current consensus supports investments with risk/return metrics that appeal to the private investor, leaving on the table investments that do not, but that may have strong public good characteristics. There is money on the table; Europe should seize it to restore growth, using its new-found fiscal room to manoeuvre. 
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