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The global financial crisis, triggered by the imgn of the US sub prime housing
mortgage market and the collapse of Lehman BrotineBeptember 2008, has led to
the deepest and most protracted economic recesisioa the Great Depression of the
1930s. Its depth and duration are still uncertait ks impact on economic
performance, unemployment and public finances leady apparent (Stiglitz 2010).
Whatever its long term effects, the Great Recessasnit is sometimes called, has
exposed serious weaknesses in the system for nmgntigg euro; the single currency
shared by 17 of the EU’s 27 member states and mawvsécond most important
reserve currency after the US dollar. The publarices of all euro zone countries
have suffered severely as a result of the recllebsviour of banks and the general
deterioration of economic conditions as well asacleevidence of financial
imprudence on the part of many governments.

The scale of the problems and the manifest diftiesilof securing coordinated action
to deal with them have prompted speculation abbetbreak up of the euro zone.
Rescue operations mounted in reaction to the chaige not only seemed to be
clumsy and ineffectual but have run into widesprpadlic opposition. There have
been violent political reactions in the recipieotuntries, such as Greece, because of
the strings attached to financial assistance amdl&mands for austerity programmes.
There has been vociferous public opposition toolods in countries expected to give
financial assistance, notably Germany, but receRihfand, because of the heavy
costs involved, the perceived unfairness of patiegbills for the profligacy of others
and resistance to the idea of turning the eurortoea “transfer union”.

The threat of a full-blown global depression andtdwevn of the financial system led

eurozone governments to disregard breach the limitspublic spending and

borrowing enshrined in the Maastricht Treaty on ri&onic and Monetary Union

(EMU) in an effort to boost demand. There is immindanger of sovereign defaults
by Greece, Ireland and Portugal despite persistentals and despite the obvious
reluctance of the so-called “core” countries to emdikm commitments of help. To

many observers it is not whether, but when, a defal occur.



Aside from the fumbling efforts to prevent an athgaleteriorating situation from
getting worse it has become abundantly clear ti@aetro system was ill-prepared to
recognise, let alone resolve, the problems tha¢ lsasen. But what kinds of reforms
are needed to deal with the resulting turbulende® question is an unwelcome, and
for some, and unexpected one. Although in its fesrs the euro seemed to have a
charmed life and was hailed as a successful infmvah the European integration
process this assessment ignored a conjunctionvaiufable but fragile economic
conditions. But optimism proved short lived. Whée turrent crisis broke it was no
surprise that the regime established by the Ma&stiireaty was inadequate to cope
with it. Long before EMU was agreed there wereaeyidoubts about the robustness
of the euro regime. Economists argued that thalmptarticipating economies did not
constitute an Optimum Currency Area and many obetao cross-border trade and
competition remained years after the supposed cgiiopl of the internal market.
Political scientists were sceptical about the \ligbof a monetary union not backed
up by political union with more extensive econorgmvernance competences and
some form of fiscal federalism. Subsequently, otkeficiencies emerged that
weakened the effectiveness and adaptability oylseem.

In the struggle to cope with the impact of the Gfeacession member governments
and the EU institutions have committed themseltesdb whatever it takes to save

the euro” and ensure the survival of monetary unikirthe same time, it is clear that

the existing system is not fit for purpose and meféas necessary. The crucial issue is
whether a few additions and improvements to theectiregime will be adequate to

deal with future problems or whether more radiedibmms are necessary. This begs
the question “Fit for what purpose?” What shapeusheuro governance take in the

future and what capacities are needed to makerk eftectively?

There are, broadly speaking, two main kinds of mefestrategy serving different
purposes. One is eonsolidation strategy to strengthen and reinforce the existing
regime to make it more crisis-proof and better ableserve its original goals. The
other is atransformation strategy aimed at designing and implementing a more
appropriate and less crisis prone regime thanxfstirg one. It will be argued that a
consolidation strategy would prove inadequate beedhe existing regime is too
narrowly based and lacks the governance capadtitéswill be needed to manage a
much larger and more complex euro zone. A transiion strategy is a more
difficult option but offers a better prospect ofilding a regime that can cope
effectively with the challenges ahead.

Euro Reform: Mission Accomplished? Mission Impossible?

At the onset of the crisis there was little thoughta reform strategy. Emergency
action was needed. But in the prevailing climateaffusion and uncertainty about
the gravity of the situation it was difficult eveo launch a coordinated rescue
operation. The depth of the crisis was underes@thdtecause of a lack of hard
information and because policy makers deliberapddyed it down out of political

embarrassment and a fear of causing a panic. Nétleaders continued to issue
denials about the seriousness of fiscal problenfectiaig their own governments
while taking unilateral crisis measures. At the dpan level there was a lack of
coherent leadership. Reform seemed like missiorogsiple. Member governments
were primarily concerned to protect their own nadilo economic and financial



interests and despite the exhortations of the EBaopgCommission were reluctant to
come together to address the crisis in a coordinatey. The independence of the
ECB became more of a hindrance than a help in coatrdg a crisis response. It had
to cast aside its monetarist commitment to conitr@linflation in the interests of

ensuring that banking failures and governmentahules did not choke off demand
and drive the EU economy towards recession.

The various motives for denial and defensivenessitinibited cooperation across the
eurozone have gradually been exposed. The trueh depthe crisis has become
clearer as unpalatable truths about public finarases economic performance have
surfaced. Despite this bleak prospect, in mid-AgfitLl, Olli Rehn, the European
Commissioner for Economic and Monetary Affairs gaveup-beat assessment of the
outlook for the euro to the Brookings Institutionhough he eschewed claiming
“mission accomplished” he did suggest that that ¢heis management phase of
saving the euro was nearly over and the EU washernvérge of major reforms of
European economic governance. “The euro area wilbnly survive, but is coming
out of the crisis stronger than before, once weehavmpleted the ongoing reforms
and built a new economic and financial architecturde went on to say that: - “We
have identified the key systemic weaknesses of Edh@mic governance and are
addressing them in a way that will profoundly chatlge policy-making landscape in
the European Union.”

The first part of this prediction was rapidly oadeen by events as a new wave of
speculation about the possibility of sovereign dk$a engulfed the efforts to
restructure and refinance the debts of the Greedy and Portuguese governments.
The second part is a long way from being realifteid. not obvious that the systemic
weaknesses of the euro system are being addresseden that they have been
satisfactorily diagnosed. Nor is it clear what theger term reform strategy will be.
At least some progress has been made in creatimmstitutional means of dealing
with and, hopefully, preventing future crises.

Although this is a rapidly changing picture at @rmsit is possible to see a two stage
strategy emerging. The first stage, expected to uasil 2013, consists of interim
measures to buy time, shore up the finances of rgavents seriously at risk of
default; Greece, Ireland and Portugal; and prewemtagion to other vulnerable
countries. This includes the creation of two sosiro¢ funding and support, the
European Financial Stability Mechanism (EFSM) anddpean Financial Stability
Facility (EFSF), with combined resources of € 50lidm of resources. Financial
assistance as a form of national humiliation isditbonal on recipient governments
taking severe austerity measures and introducmgtstal reforms of labour markets
and pension systems.

Reforms of the euro regime itself are being treatgd much greater circumspection.
The core countries, especially Germany fear thag ahange might weaken
commitments to price stability and fiscal disciglimThe German government and the
Bundesbank have been concerned to buttress thngxégstem and are under strong
domestic pressures to limit the scope of reforrthéoabsolute minimum. The lack of



a German candidate to succeed Jean-Claude Trichdtead of the ECB has
heightened anxieties about a possible retreat fmametary orthodoxy.

Even so there has been some movement. At the Eltle position of the ECB has
been strengthened somewhat so that it can giveosufgpgovernments that have run
into serious financial difficulties. But there iggtility to the extension of lender of
last resort powers. This is an oddity because g@mlender of last resort is the key
function of a fully fledged central bank. Duringethrisis the ECB has, in fact worked
closely with the European Council, the Commissiéoofin and the IMF as well as
the national central banks. At the national legelernments in the eurozone and the
wider euro system have participated on an intengowental rather than a
supranational basis with worries about “beggar-raighbour” attitudes developing.

The second part from 2013 onwards has as its (@ete the European Stability
Mechanism (ESM). This is a permanent crisis managerprocedure which would

open up the possibility of a lender of last redariction for the eurozone. It also

includes a more rigorous programme of fiscal cadatibn at the national level

backed up by closer surveillance at the EU level amore broadly based system of
economic governance within a re-reformed Stabditg Growth Pact (Mark 3). This

will require much greater coordination among memppavernments and at the EU
level than has been evident until now. Efforts al® being made to apply more
rigorous stress tests to banks and tighten up bapé&rvision.

Up to a point it does not matter whether this i¢edaconsolidation or transformation.
There is considerable scope for upgrading basicagement capacities without
getting to the point of deciding on a reform stggtelLike most of the EU the euro
regime suffers from a “management deficit” and ¢hex a lot of scope for basic
improvement. However, the purpose of this papéo isok to the longer term reform
issues and examine what needs to be done to etisereuro system has the
governance capacities needed to cope with an siaglg dynamic and potentially
turbulent economic environment. It is not enoughejoair and strengthen the existing
regime. More radical reform is necessary to buikel tegulatory capacities to manage
the eurozone in an increasingly complex and pabytiurbulent environment?

Even if all of the current proposals come to fantithey will only give a temporary
respite. The euro system has outgrown the assungptio which the existing regime
is based and without radical reform will remainnerable to crises. The system to be
regulated is more extensive and more interdepenttemt the regulatory regime
created by the Maastricht treaty can possibly cepth. A new governance
framework is needed to manage, proactively, systggmoblems that at present are
dealt with in a reactivead hoc way. Averting crises, rather than having crisis
management arrangements on permanent standbyregquithorough diagnosis of
the systemic sources of the current turbulencdéneturo zone and new institutions
and policy processes for transformation the regmtie future.

A transformation strategy is needed because that@ecession is not an isolated,
one-off event. It is a forerunner of systemic pevbs$ that are likely to recur because
of increased economic interdependence in the glebahomy. Further outbreaks of
turbulence will do great damage to the functioroghe euro zone and the European



economy unless new governance capacities are gexklto deal with them. A
consolidation reform strategy will not do the jdthe requisite governance capacities
cannot be incorporated in, or bolted onto, thetegsegime.

Before explaining the rationale for a transformatreform strategy and the form it

might take the next section will briefly outlineetimain feature of the euro regime as
established by the 1992 Maastricht Treaty. The emisnt section offers an

organisational critique of the euro regime as & hanctioned since its inception. In

particular it notes the failures to heed warningnais and the inability to take

corrective action even when problems were cleayiified.

THE ORGANISATION OF EMU

The main features and history of the euro regini@béished by the Maastricht Treaty
on European Union (TEU) have been extensively desdrelsewhere (Eichengreen,
1998; MacNamara, 2005; Marsh, 2009; Tsoukalis, 2003ey include the creation of
the European Central Bank, establishment of “caysmce criteria” applying to
government debt and deficit levels that were seasigonditions of membership, the
negotiation of the Stability and Growth Pact as plodicy doctrine underlying the
operation of the system and the framework of Ewsop&aw-based control and
accountability including heavy sanctions in thergvef non-compliance by member
governments.

The 1992 Treaty provided the legal framework definthe institutions the policies
and goals and a programme for moving to Economet Monetary Union (EMU)
among the countries willing to do so. In fact tigetem established was much more a
monetary than economic union. It relies heavilymanetary instruments and was
imbued with a monetarist economic philosophy thatesg overriding priority to
controlling inflation and defines price stabilitg a precondition of economic growth.

The basis on which the system was designed hadjiwading principles: stability and
independence. In the first place, stability reterthe elimination of the exchange rate
fluctuations among national currencies which hathfpered the functioning of the
single market. Removing this source of uncertaantyl instability was expected to
help create conditions for economic progress. $tyahiso figured prominently in the
operation of the single currency. The priority pglobjective for managing the euro
was price stability. Targeting inflation was a kalyjective of the monetarist policy
doctrine that informed the operation of the eurstey from its inception. This was
later incorporated in the Stability and Growth Pdut it was always clear that
stability had priority. Growth was expected to coasea consequence of maintaining
a stable monetary environment.

Central bank independence was the institutionahmypart of the commitment to
price stability. This was reflected in the estdiiient of the European Central Bank
(ECB) as a supranational institution at the Eurapksvel distinct from the core
European institutions and with a narrowly defineanahate to guard against inflation.
Its independence in conducting monetary policy watended to enhance its
credibility and lower inflationary expectations. etpurpose of guaranteeing its
independence was to insulate the ECB from polipcassures to make concessions to



special interests leading to increased public sppgndax fiscal discipline and higher
inflation. It protected the ECB from pressures frtme national level by giving it a
special status vis-a-vis national central bank$iwithe euro zone and the EU as a
whole. The model of the Bundesbank was often quatetithe point was reinforced
symbolically by locating the ECB in Frankfurt. WHads been less commented on is
that the ECB is not a self contained isolated osgdion. It is the apex of the
European System of Central Banks and a centraldvankepistemic community”
(Haas, 1992). All national central banks particgat its policy formulation and
decision-making processes as well as playing inaporiles in implementation. (See
Jung, Mongelli and Moutot (2010) for an up to dasaders’ account.)

The Maastricht treaty enshrined independence ithandess obvious way. EMU set
“convergence criteria” for fiscal policy that alagicipating national governments in
the euro system were required to abide by. Theagance criteria defined the limits
for government budgets and borrowing. The deficd aebt constraints that each
government was expected to keep to were a maxinmfuddeogovernment deficit to
GDP and 60% public debt to GDP. There was, quitébeately, no bail out
provision and no assumption that either the EU ectifely or member states
individually were responsible for each others’ deliiach member government was
required to keep its own fiscal house in ordersTias backed up by an EU control
and accountability system included the possibitifydraconian penalties for non-
compliance after a series of warnings issued byCi@mission.

The macroeconomic side of EMU is more intergovemale in character in

comparison with the firmly supranational monetaoigy side. The main institutions
are the European Commission and “EcoFin” the Ecooand Financial Affairs

configuration of the Council of Ministers. The meenghip here consists of the
finance ministers of the EU member states and mgetare normally preceded by
meetings of the euro group of ministers. As HayeadRaw and Wallace (2006) put
it, they are bound together by common interestsekpenditure control and

macroeconomic policy and common enemies their spgndinistries and the

financial markets in which they borrow.

THE MAASTRICHT MODEL IN PRACTICE

This section reviews the experience of monetarpomrover its first decade and
identifies specific organisational and managemesdkmesses in the euro regime. The
euro regime as embodied in the Maastricht modelah#ésast four significant defects
that not only reduce its effectiveness but alsot csubt on the value of a
consolidation reform strategy.

The first weakness is the obverse of its main gtteras a regulatory regime with
predetermined priorities and instruments to adrtenisiniform policies across the
whole of the euro zone and insulated from politipegssures. Its weakness lies in
what it was precluded from doing. The limitatiorendbest be seen by reference to
Young's (1999) fourfold typology of regime functimnregulatory, programmatic,
procedural and generative. Each function has éiffemanagement requirements that
are briefly described below.



Regulatory regimes are administrative means of setting common staisdand
securing feedback to monitor compliance with théfhe Maastricht model was
intended to just thaProcedural regimes are one step back in the policy cycle from
the regulatory stage. The function of procedurglmes is toestablish practices that
enable the participants to deal with collectivelppeans where existing rules need to
be modified or new norms developdet.ogrammatic regimes are the international
analogues of project management systems. Thegiamgorary forms of collaboration
among governments to achieve specific goals oresparticular purposes although,
like the arrangements to launch the euro in 20@Y timay be precursors of more
firmly institutionalised regulatory and proceduragimes.Generative regimes play
this transformational leadership role of formulgtia "big idea" and mobilising the
constituencies and coalitions to support changgeierative regime does not have a
clearly defined task. Instead, its function ististure ill-structured problems.

The Maastricht model is was quite deliberately giesd to be a regulatory regime
only, with as little policy discretion as possiblé.is a regime without an inbuilt
capacity to enable it to adapting to change. Thaetaoy side of the system in
particular is supposed to function solely as anratpenal management system. The
absence of any regime competences other than tegulaompetences has proved to
be a serious handicap in dealing with the crisigsi€ management arrangements
have been distinctlsd hoc and have often seemed politically inept.

Within the regulatory regime itself, there is Btitloubt now that many of the member
governments do not have adequate capacities togeahair finances, budgets and
borrowing within the prescribed convergence limitsie Maastricht model placed
very heavy reliance on these national level capaciénd also assumed that they
alone would almost suffice to keep public financesler control across the whole
system. In this the architecture of the Maastrichgjime approximates Herbert
Simon’s (1962) model of a nearly decomposable syste model of organisation in
which closely interdependent activities are corgdinwvithin (national) subsystems
and there is only weak residual interdependencedst subsystems to deal with at
higher (EU) levels. The attraction of this modethat if all subsystems are able to
keep their own house in order systemic problemsuati&ely to arise and therefore
little coordination problems would be minimal.

Aside from the painfully obvious fact that mosnit all member governments have
shown that they are not up to the job, the assumpghat the eurozone is a loosely
coupled system in which there is little spillover mot borne out by experience.
Moreover it is at odds with the idea of providingframework for managing the

increased interdependence associated with econatagration and at odds with the
view of neofunctionalist theorists actively seekirgpillover to increase the

momentum of integration.

Third there are also deficiencies on the monetaficy side. The commitment to a
one-size-fits-all monetary policy with interesteatset by the ECB was probably the
most visible symbol of monetary union. The assuamptvas that the freer operation
of market forces boosted by the policies of thebars Process would have a
harmonising effect and lead to the convergencéapidards of industrial productivity
and economic growth across the EU economy. Bututiietended consequence of
equalising interest rates was to allow some govemis) businesses and consumers to



indulge in excessive borrowing and generate unswusike asset bubbles. Some of the
current political strains in the system are dudit@rgences in economic performance
over the last decade rather than the hoped-for exgewnce. In addition, national
governments now face more integrated bond markk&enfinancial institutions can
adopt divide and rule tactics and exert pressur&tbbailouts.

The fourth weakness is in the area of control armbantability. As noted above, the
system was supposed to be almost self managingeainational level. But the

Stability and Growth Pact did include provisions surveillance at the EU level of

national compliance with the budget and borrowiogwergence criteria. However
the operation of this system required investmemiscapacities for managing

coordination that were wilfully ignored. It is imgttive to use one of the systems
archetypes devised by Peter Senge (1990) to diaghespotentials and pathologies
of organisational learning to explain how the syst@alfunctioned. Senge labelled
the relevant systems archetype “fixes that fail”.

How does an organisation respond when there igrafisent gap between actual and
desired performance? The constructive responserisd to the challenge and invest
in the capacities needed to raise standards abqpeaihce. The soft option is to retreat
into a political comfort zone and lower standartfsstead of investing in new
capacities to raise performance standards expacsasire lowered. On the grounds of
realism and pragmatism expectations are lowered ampitations are confined to
muddling through. Fixes like this fail because theat the uncomfortable symptoms
of substandard performance but do not get to guigis the underlying problems. In
the eurozone there were problems from the beginriogne countries were so far
away from meeting the convergence criteria thatstia@dards were never seriously
applied. Two founder members of the EU (EEC), Italyd Belgium, were the
outstanding examples. Italy under Romano Prodiramepminister worked hard to
meet the budget limits but in a short time could mpossibly reduce public
indebtedness from over 100% to 60% of GDP. Euro beship was granted on the
basis of a promise to try. No sanctions were indokben they ceased to try.

Subsequently a number of countries including Ir¢lamd Portugal exceeded the
limits and were threatened with the prescribed tamg if they did not mend their
ways. Then more serious breaches occurred whitddaalto question the integrity of
the system. Germany and France went over the liRitsblems with Greece included
not just failure to keep within the limits but cleavidence of deliberately misstating
the government’s debt and deficit position in tliespntation of statistics. As more
and more failures came to light the Commissiondteneed and then initiated the
procedures to apply sanctions and exact very lpegalties. When the Council of
Ministers defied the Commission the Commission tthekcase to the ECJ. The Court
refused to rule and referred the matter back toQbencil of Ministers. The fix that
was eventually agreed on by the Council of Minsteas to lower the standards of
the Stability and Growth Pact by rewriting the sute bring them closer to current
reality.

It is instructive to view this process of loweringgandards by comparing the
coordination capacities needed to manage in thieil®feand Growth Pact with those
that were actually deployed. The scale in the agamwing diagram provides a
systematic way of assessing the deficits in cajacfior managing coordination in



organisational networks where the constituent asgaion work together rather than
being subordinate to a central authority. This eschfferentiates and inter-relates a set
of organisational capacities for managing coordima{Metcalfe 1994). Coordination
is the means of managing interdependence. As e in the diagram, capacities
for managing coordination can be visualised asri@sef steps. Each successive step
makes a distinctive contribution to coordinationd douilding on those below. The
functioning of each successive level of capacityntcbutes something new to
managing coordination but also depends on the tiperaf lower levels capacities.
More difficult problems of coordination require thactivation of higher-level
coordination capacities. When lower levels functigell they filter out simpler and
uncontroversial coordination problems.

CAPACITIESFOR MANAGING COORDINATION

9.JOINT STRATEGY
8. SETTING COMMON STANDARDS
7. ARBITRATION OF CONFLICTS
6. CONCILIATION (MEDIATION)
5. SEARCH FOR AGREEMENT (CONSENSUS)
4. AVOIDING DIVERGENCES (SPEAKING WITH ONE VOICE)
3. CONSULTATION (FEEDBACK)
2. EXCHANGE OF INFORMATION (COMMUNICATION)

1. INDEPENDENT BUDGET MANAGEMENT BY INDIVIDUAL GOVERNMENTS

According to the original design of the euro regirtiee functioning of the fiscal policy
component of monetary union relied very large ore thudgetary management
capacities of the member governments (level 1). @amands on the control and
accountability system were expected to be limitadt, in principle adherence to the
common standards set by the convergence critegisiresl coordination capacities up
to and including level 8 in the scale. As the baetount above has shown at various
times there were multiple deficiencies at severat¢ls of coordination. The ECJ failed
to perform an arbitration role (Level 7) the Colrafi Ministers was unable to play a
mediation role and had difficulty reaching a releabonsensus (Levels 6&5). Rather
than maintain a united front in public, some nadlagovernments have made a point of
asserting their independence (Level 4). Most rdgentthe case of Ireland it is rather
clear that the information base of decision makivas seriously deficient while the
Greek government (with the collusion of Goldmant&aleliberately hid the extent of
public borrowing from the Greek electorate andEiisopean partners (Levels 2 & 3).

The whole structure of coordination is flawed amdeliable. A thorough overhaul is

needed to prevent the system malfunctioning inftingre. In any case, strengthening
coordination is a vital element in a larger procedgsregime reform. Even a

consolidation reform strategy would require a saisal investment in capacities for
managing coordination. But the next section wiljuer that coordination has a much
larger and more important role to play in a transf@tion strategy.



The Management Deficit: An Interorganisational Perspective

The euro zone’s management deficit and its manifiéiculties in mounting a
coherent response to the current crisis are notbathble solely to its own
institutional peculiarities. The current crisistie euro regime is an acute case of a
chronic problem of inadequate management in thefgaan Union as a whole. Most
if not all EU policy fields suffer to a greater tesser degree from management
deficits. From the outset European integrationlbe®=n geared to taking on more than
it can deliver. Successive political initiativesvibabeen launched with the tacit
assumption that the capacities to implement themldvmaterialise. But with more
numerous and increasingly complex policy respohtés this assumption has
become untenable. There is much evidence that ibaaglding is not an automatic
process, including the still unfinished “1992” pragnme to complete the internal
market, the Lisbon Process with its unrealistic aimransforming the EU economy
during the past decade and the recent back-trackirtbe Schengen agreement under
the threat of a wave of immigrants from Libya atgke/here in North Africa.

What explains this pervasive problem? A broadesgestive is needed to account for
the management deficit in the euro zone and elsewlheterorganisational analysis
provides the tools for developing a diagnosis of tmanagement deficit and
formulating solutions. First, as this section wslow, it explains why there are
endemic problems of undermanagement in pluralsstitems based on organisational
networks. Second, the following section explaing tpenesis of turbulence in
organisational networks and, the steering capacitieeded to manage potentially
turbulent systems.

The crux of the management deficit problematiquéhis inadequate provision of
capacities for managing organisational interdepeoele Even if individual
organisations are good at managing in-house tdsks performance will suffer if
they pay insufficient attention to managing thestworks of external relations with
other organisations (Huxham, 1992). The interogmional dimension has more
impact on performance as networks increase in oexitgl and organisational
activities become more closely interdependent. tBet evolution of organisational
networks towards greater complexity is not autocadiiy accompanies by increases in
capacities for managing interdependence.

Because of the dispersion of power and decisionimgaiesponsibilities, pluralistic
systems are distinctive in the means they use Ihewae coordination and ensure
integration. In the absence of a central authaigtyprovide direction and ensure
coordination it is up to the constituent organsasi to manage interdependence
themselves. The primary means of coordination urgbistic systems is negotiation
and bargaining among the constituent organisatidhs. integration of the system
depends on multilateral negotiation among orgaioisatat the micro level and among
representative and regulatory organisations withigovernance framework at the
macro level. Negotiations, rather than central auityy define the roles and
responsibilities of the various organisations aatltee terms on which they work
together.
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Thus, the effective functioning of pluralistic sgsts depends critically on substantial
organisational investments in the technical expertind negotiating skills necessary
to reach joint agreements, to manage interorgaomsdt coordination and to
implement agreed policies. Interorganisational tiagons involve much more than
striking bargains and doing deals. This method ekimg decisions relies on the
capacity and willingness of the organisations comeg to devote top level
management resources to negotiating joint polieigh their counterparts in other
organisations (Raiffa, Richardson and Metcalfe 20@% empirical studies have
shown, the great bulk of the effort that goes mégotiations is the preparatory work
of “getting to the table”. What takes place at tlegotiation table is the tip of the
iceberg; a visible but small part of the whole @ of managing interdependence.

Unfortunately, there is no guarantee that the iments in behind-the-scenes
technical expertise and public commitment to thgotiating process will be made by
the participating organisations. On the contrargpacities for managing policy
negotiations are often inadequate. Negotiators cturtée table poorly prepared to
present their own position or to understand thdsetleer representatives. Moreover
they often lack the authority to make commitmeAtisworst they are delegates with
little discretion; forced to refer back and awaitrther instructions from their
principals; rather than representatives confideptgsenting a well prepared case and
able to deal directly with their counterparts & tiegotiating table.

A further complication in managing negotiationstiee need to strike a balance
between cooperation and competition. Managing tjimonegotiations combines an
integrative process afreating value with a distributive process aflaiming value
(Lax and Sebenius, 1981)here is a tension between reaching joint decssiamd
cooperative agreements and determining the shatbs gains from joint action. The
functioning of the system as a whole depends onregyotiators manage the trade off
between them and whether they frame the payoftgia-sum or variable-sum terms.

Management deficits adversely affecting the pertoroe of the system are more
likely if negotiating strategies are dominated byc@mpetitive dynamic directed
towards distributive goals rather than a coopeeatiynamic guided by integrative
goals. Where this happens pluralistic systems iatdel to be undermanaged and
vulnerable to failures of coordination. The congiit organisations underestimate the
extent of their interdependence and concentrate postecting and pursuing
organisational interests. Coordination is an inogthal public good. There is a
common interest in having well developed coordoraticapacities but weak
incentives for organisations to contribute to bmgdthem (Ostrom 1990).

The unintended consequence of a shortfall in coattin capacities is that pluralistic
systems are always prone to fragmentation as @goms and governments pursue
their separate goals. The component organisatimespgiority to their own interests
and take for granted the stability of the systena aghole rather than contributing to
it. Centrifugal tendencies weaken coordination addersely affect performance. But
this only reinforces doubts about the integrity tbé regime and the long term
cohesion of the system. In an increasingly uncaersituation leaders perceive
claiming value in the short term as offering mogewe payoffs than investing in the
governance capacities that can create value ilotigeterm.
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The process of disintegration does not continueheciked if organisations play
reasonably well-defined roles and work within theubdaries set by an established
regime. Even if performance and productivity suffeecause of inadequate
coordination the stability of the system is notrisk so long as there is general
acceptance of the governance framework which réggilaompetition and keeps
conflicts within limits. Even so, the system as hole tends to drift erratically in
response to changing internal and external pressatber than being able to steer a
deliberate course. The price paid for undermanagemsasubstandard performance.

A pluralistic system can survive so long it onlyshta deal with incremental change
that can be accommodated gradually by piecemeast@gnts within the established
governance framework. In a classic pluralistic widng assumption is that big

problems can be broken down into their componeatts @nd dealt with step by step.
But a regime with such limited capacities is ilepared to cope with structural

change affecting the whole system and requiringiganeous rather than sequential
adaptation. Treating structural change as merdficdt incremental change is liable

to provoke a crisis. There is always the dangerdahaundermanaged drifting system
degenerates into an unmanageably turbulent systesn Wwfaces structural change.

Managing in a Turbulent Environment

It is now necessary to define more precisely whahéant by turbulence and explain
why the regulation of a turbulent organisationaliesnment calls for new forms of
governance. Turbulence is a currently fashionabtentthat is widely and loosely
used to refer to almost any kind of unexpected ghawr shock that policy makers
have difficulty in dealing with. Journalistic usagepleasant experiences by airline
passengers and publishers’ marketing ploys haveecadd the confusion. For
example, Alan Greenspan, the long-time chairmathe@federal Reserve, entitled his
memoirs “The Age of Turbulence” (2007). But he sdigently admitted to Congress
that he was shocked and baffled by the market lenioe that triggered the Great
Recession that his own policies had helped crdatkis free market theory had
worked markets should have anticipated the probkemisprompted corrective action.

Despite uncertainty about the definition of turlnde the general idea is that things
are running out of control. There is no shortagesoent examples of unexpected and
unwelcome events that have had extremely damagingecjuences. They include the
sudden collapse of apparently secure financiaitinigins like Lehman Brothers and
the insurer AIG, the Gadarene rush in financial ke from manic behaviour to
panic behaviour as asset bubbles burst, the fdacertagion, domino effects and
chain reactions through global markets. There hasl@en the exposure of financial
innovation as fraud, together with moral hazard@miinas of collapsing banks that are
deemed “too big to fail” and bankers who see nmmststency between receiving
government bailouts while paying enormous guarahteenuses. Nor should one
forget the rating agencies that ducked their psateml responsibilities to report the
extreme vulnerability of highly leveraged businsss® overlook the regulatory
authorities that turned a blind eye to looming dasg

While it is tempting to focus on one or other ofesh phenomena, it is the

combination of them that is symptomatic of turbakenTurbulence is not simply
another challenge in the business environmentdéiatbe met by developing a new
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strategy. It is different in kind from the challe&asg encountered by individual

organisations in business or in government. Irctrgext of European governance it is
useful to define it more precisely as a systemeakaown resulting from failure to deal

with structural change. A pluralistic system plusiff@m drift into turbulence when high

levels of organisational interdependence createctsiral problems that cannot be
resolved by organisations acting independently.

The tipping point is difficult to identify in advae because it takes a combination of
initially unrelated developments to cause struttastability. Turbulence is a systemic
problem in the strict sense that is not reduciblke faults or defects of particular
institutions within the system. (Though, of courgarticular institutional failings play
a part in creating the conditions for turbulench.)stems from overwhelming
increases in organisational interdependence thde ntaimpossible for individual
organisations to define a viable strategy.

In turbulent conditions vicious circles are estsiidid between organisations and their
environments that are mutually disruptive and delsang for the system as a whole.
In turbulent conditions it becomes impossible fatividual organisations to pursue a
viable strategy because their own actions underthi@eeenvironmental conditions on
which their performance depends and overload tladlale governance capacities.
This perspective on turbulence was developed ailyinn organisation theory and
subsequently imported in integration theory (Emand Trist 1965; Haas 1976;
Metcalfe 1974, 1996, 2000). In this context turbeke is defined by specific and
exceptional features of the “the causal texturéheforganisational environment”. In
line with what has been said above the organisaltienvironment consists of a
network of organisations. Distinctions can be draammong organisational networks
of different degrees of complexity that generatgiremments with different causal
textures and pose different management challemyesadly, the causal texture of an
organisational environment is more stable and ptaedie when an organisational
network is loosely coupled. The organisations abde ato act more or less
independently. The causal texture of the orgamisatienvironment is more dynamic,
unpredictable and potentially turbulent when a rekws tightly coupled and highly
interdependent. Here, organisations must work ralmsely together. In order to apply
this to governance reform in the euro zone the gemant implications need to be
specified more precisely.

Four types of organisational environment arrangedaocontinuum from simple to
complex, can be distinguished: 1) stable homogenedy stable differentiated; 3)
disturbed reactive and 4) turbulent environmentsices the terminology may be
unfamiliar it should be pointed out that there idirct parallel between the first three
types and well-known economics models of industnighnisation; perfect competition,
imperfect competition and oligopoly. To perform esffively in networks of
increasing complexity organisations need progre$sgivmore sophisticated
management capacitieBoth the performance of individual organisatioasd the
effectiveness of a network as a whole depend onthghananagement capacities
match the complexity of the environment.

In a homogeneous perfect market environment onlgrainal management

capacities are needed. By definition individualamgations are too small to affect
the stability of the market environment. An impethg competitive, stable
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differentiated environment allows scope for prodddferentiation. This gives a
competitive advantage to organisations with tattiteanagement capacities that
enable them to locate and occupy favourable eamdbgiiches. In keeping with
standard assumptions, their actions improve their performance and prospects but
do not change the environment or influence itsiktabn any way.

The causal texture of a disturbed reactive enviemmin, for example, an
oligopolistic industry or many public policy systens characterised by instability.
Individual organisations are big enough, relativehe size of the system, for their
actions to make a significant difference to theiemmment. Successful organisations
must have strategic management capacities to deetireir own policies in the light
of their expectations and conjectures about howersthintend to act - in the
knowledge that their rivals are doing the same. tiis level of complexity
organisations are not simply adapting to an exogglgogiven environment but by
design or accident shape the environment for thgrduin conjunction with others.
The causal texture of the organisational envirortniercontinually modified by the
strategic interaction of the constituent organsei In oligopolistic and similar
situations strategic behaviour takes place withregulatory framework that sets the
rules of the game but allows the players scope @isdretion to compete and
cooperate with each other. While rivalry among cetimy interests tends to
dominate, disturbed reactive environments in bwsnand politics are also
characterised by overt or covert collaboration tastegic alliances, coalitions, joint
ventures, consortia, cartels and partnershipsoanesid and dissolved.

The conventional economic logic of industrial camcation would have monopoly as
the fourth model in the series after oligopoly. Buganisation theory points in a
different direction; towards institutional divessitather than monopoly control. What
is distinctive about the fourth type, the turbulemvironment, is that; instead of a
network composed of similar organisations in bdlsiceompetitive relations; the
network consists of linked sets of dissimilar origations. There is a more elaborate
organisational division of labour and different égpof organisation are responsive to
different values, incentives and modes of accouilitialOrganisational diversity has
important implications for the stability and effeeiness of an organisational network.
The functional and cultural differences among thganisations in a network cannot
be eliminated. Different types of organisationséh&w work together but the rules of
the game are often ill-defined, contradictory armbrpy policed. This is strikingly
different from oligopolistic industries and intekggnmental relations in a type 3
environment where mergers and acquisitions care&s& organisational control and
reduce competition while regulatory authorities @t to enforce the rules of the
game.

The increase in organisational diversity adds a oeler of complexity to the tasks of
regulation because it shifts the emphasis veryngtyo from competitive to

collaborative interdependence (Metcalfe 1996). ééht kinds of organisations have
to understand each others’ roles and responsasiliind establish reliable ways of
working together. In a type 3 environment orgamiset similarity means that one
organisation can readily understand what motivaaesther. And, at least in

competitive market situations, mergers and acqgoist are possible. In a type 4
environment, irreducible organisational diversgythhe new complicating factor. The
underlying causes of turbulence are a combinatfoanoexpansion in the scope and
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complexity of the organisational network and auial to transform the governance
structure to cope with the increase in complexitye constituent organisations have
to cope with a confusing and unstable mix of coapes and competitive
interdependence compounded by tangled contradistisyof rules of the game.
Coordination across institutional and cultural bdames is much more precarious. It
is more important, but much more difficult, to eresthe priority of creating value
over claiming value with such disparate interestglay.

The most obvious source of diversity in the eunoezis national differences. National
traditions create institutional disparities that E&bimes have to encompass and
integrate (Pollitt and Bouckaert, 2004). Memberegowments are expected to protect
and advance national interests in international otiajons. But this can be
problematical when there are cross-cutting businéskages. The German
government has obstinately resisted demands féoutgiof troubled governments
such as Greece and Portugal. But it is constrdnyetthe fact that sovereign defaults
could threaten heavy losses on money lent by Gebraaks. The British government
— although not in the eurozone — was quick to difecontribute to the Irish bailout
rather than have to deal with financial and pdditicnpact of heavy losses that British
banks might otherwise suffer.

Other sets of organisations cut across nationahdaes rather than following them.
For example, there are long-standing working refeghips among the set of national
central banks which now work together within the BE@ramework. Finance
ministries and economics ministries form other idgdt but less integrated
organisation set. In the business sphere, bankdimential intermediaries operating
in bond markets that lend to governments add todthersity of the organisational
ecology. Among these the increased importance wéreggn wealth funds from
outside the euro zone and the EU cannot be igndirésialso worth mentioning the
ratings agencies, such as Standard and Poor, wlespite their dubious past record
have become influential players in the processsskssing the credit worthiness of
governments.

Managing Turbulencein the Euro Zone

The transition from disturbed reactive to turbulemnditions has particular relevance to
the current crisis in the euro zone. The existingperegime is built largely on the

assumption of a network of similar organisationsrapng within a stable regime that
provides a common set of rules of the game andceuft coordination to assure

stability. But the evolution of the organisationvieanment has led to increased
interdependence across an expanding network of digegse organisations many of
which operate outside the established regime ang Imeaideologically opposed to

inclusion in it. Banks and other financial instituts are particularly wedded to the idea
that they should be subject to minimal regulation.

The danger in this situation is that early signs aofsystemic breakdown are
misinterpreted and evoke crisis responses whiggdriturbulence. Under the stress of a
disintegrating situation organisations attempt tthavaw from external commitments
and insulate themselves from environmental thr&atisthe aggregate effect of such self
protective crisis responses is to provoke unprageictonflicts, weaken trust and
precipitate systemic breakdown. Like the disintegea dynamics of a prisoners’
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dilemma game or the maladaptive competitive beh@aviof panic situations,

individually rational organisational strategies ¢mne to produce collectively irrational
outcomes. There seems to be no way of preventingstfrom going from bad to worse.
Interorganisational coordination suffers a catastiobreakdown.

What can be done to prevent this degenerative gg8cEhere is an important clue in the
diagnosis of turbulence sketched out above. Thetignl is not to be found in
strengthening the management capacities of thdit@r organisations. The problems
cannot be solved by uncoordinated actions at tloeonfevel. Nor can consolidation of
the existing regime provide the requisite capaxifidne problem to be solved is steering
structural change rather than maintaining stabilitye solution is to be found in the
creation of new governance institutions and inngeamnethods of macro management.
Insofar as there is a useful economic analogy i process it is a macroeconomic
model. Macroeconomic management (whether Keynesiamonetarist) is concerned
with regulating the economy as a whole and deahitg systemic problems that are
beyond the competence of organisations operatintheatmicro level. Turbulence,
likewise, is a systemic problem and piecemeal giterio deal with it at the micro level
are liable to trigger the disintegrative dynamiusytaim to prevent.

But the parallel with macroeconomics is an impéraed somewhat misleading one.
There are important differences in aims and metlkadt of all, in macroeconomic
management the aim is stabilisation and makingrapti use of the existing capacities
of the economy. But the primary task here is ad@ptaand especially the management
of structural change. In addition, macroeconomimagament relies upon a central
authority to make and manage policy. Great emphhas been placed on the
independence of the agencies involved — notablyralebank independence. This is
management of change on a grand scale but in theligtic context of the European
Union it is not a task that can be handed over ligher authority or to a group of
independent experts. But steering structural chamagaires quite different methods
because it is about managing interdependence thmagimes based on “governance
without government” i.e. a governance process régtects the pluralistic character of
the system (Rosenau and Czempiel 1992). The manegement process must
somehow resolve the conundrum of dealing with systeoroblems without political
union and a central authority.

The following diagram provides a way of visualismat is involved in dealing with
structural instability. The general form of the lpieam and the type of solution needed to
deal with it has been modelled by catastrophe igtsorThey show how continuous
incremental causes - in this case the growth o&rosgtional interdependence - can
produce sudden unexpected discontinuous effedcscatical threshold is reached. The
onset of turbulence and the basic requirementdaliry with it can be represented as a
‘cusp catastrophe’. The diagram shows the effattpesformance of both matches and
mismatches between management capacities and mmental complexity in the
transition from a type 3 to a type 4 environment.

16



Turbulence or Transformation?
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The control factors are (i) capacities for colleetaction with the specific configuration
of a macromanagement system and (ii) complexitglgearound the threshold where
structural problems are likely to occur. As thegdian shows the effectiveness of the
response to structural problems depends critically whether macromanagement
capacities exist or can be developed to meet tldledge of structural change. If
capacities already exist, they can be brought uge (a-b). If they do not exist a
deliberate capacity building strategy is needeshture their development in advance of
structural problems (e-b). If no capacity developtnefforts are made (e-f) or if
responses are inadequate (e-c-d) the failure tohntla¢ discontinuity in the problems to
be solved (from incremental to structural) witht@psfunction change in management
capacities (from micro to macro) will result in daging disintegration rather than
successful integration. The success of effortseter structural change depends crucially
on macromanagement processes that facilitate gdiiotts to design and develop new
forms of governance.

Steering structural change requires relationshipsng the parties to negotiation that
are the reverse of those employed in managing nmeméal change. Instead of
attempting to build consensus around positions iatetests defined initially at the

micro level the key feature of a macro managemestgss is that it requires a joint
effort to arrive at a shared diagnosis of strudtprablems and to formulate solutions
on the basis of an agreed view of future directidie® main emphasis, appropriately
enough, is on integrative rather than distributbaggaining issues, centred on the
design of new governance institutions and procefsesletermining policies and

resolving conflicts.
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It is important to add that the macromanagementga® of steering transformation is
not just the transposition of the normal interorgational negotiation to a new arena. In
significant respects macromanagement policy presegs against the grain of normal
interorganisational (intergovernmental) negotiati@ooperation at the macro level
depends on the ability of leaders of representairganizations to unlearn old habits
and work together in a different way. The processsiill negotiation but the
negotiating processes for transforming a regimettagaeverse of those that serve to
accomplish incremental change within an establisiegiime. Instead of negotiators
developing objectives and strategies from a miasective and treating the rest of
the system as an environment in which to operatg thust work together at the
macro level to manage the environment in which miectivity takes place.
Managing the environment in this context meanssfaming the regime to establish
rules of the game that match the needs of a muahgad and much more complex
euro system. The challenge here is to define theransnagement methods for
steering the transformation to a new regime whakpecting the pluralistic character
of the system.

To begin with it is useful to have in mind Youngpsirfold analysis of regime functions;

generative, programmatic, procedural and regulatdbhe existing euro regime was
deliberately designed to play only a regulatorycfiom and precluded from exercising
the other functions. But in the present environmeertansformation reform strategy
should include all four functions. The macro mamaget process to create a new
regime would consist of four overlapping phasegthas the four regime functions; the
earlier stages preparing the way for those thaiviol

The first phase is a generative process of diaggasie problems to be solved and
formulating reform options. The conduct of the @®x should start with the formation

of a broadly based group that can consult widelgt define the boundaries and

stakeholders of the system. In a system where #rereinresolved questions about the
terms on which different sets of organisations wodether it is important to ensure that
all important elements in the network are includEae rationale for this is that a good

regulatory regime must be based on a model of ye® to be regulated and not a
Procrustean view formulated by a narrow in-group.

The next stage would be creating a procedural fnaorie to establish norms and
guidelines for designing structures and agreeiniicipe Again participation in the
process is important both as a means of elicitorgrdoutions and comments and also
securing commitment to the design eventually agréad would be followed up by
establishing a project team with a programme faelbgping the capacities needed to
ensure the effective functioning of the new regifmally, the fourth phase of the
transformation process would be the launch of a mnegulatory regime could be
launched and begin to frame and implement standded and common policies.

Conclusion: Mission Improbable
The main theme of this paper is that reform ofehbeo regime should be based on a
transformation strategy rather than a consolidastoategy. The regime created by the

Maastricht treaty is no longer fit for purpose amiile consolidation reforms could
correct some of its deficiencies they would notigduwith the governance capacities to
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cope with a turbulent environment in the futureeToegulatory regime as presently
constituted lacks the capacities for dealing wytstesmic problems. This will expose the
euro system to episodes of destructive turbulemties future.

The extreme difficulty of managing turbulence aig®m the fact that there is a sharp
discontinuity between the micro level managemepiaciies that serve the needs of
individual organisations within a stable networklahe macro level capacities that are
essential to steering change at the level of altic network as a whole. A capacity
building process is needed that enables pluragstems like the euro zone to make the
step change from coping with the consequencegslafilence within an existing regime
to managing regime transformation in order to pnévie emergence of turbulent
conditions.

The process is analogous to macroeconomic managjelougnthe very important
differences in function and process should not Baored. The function of
macromanagement in this context is not to maingaility but to steer structural
reorganisation. And, the process is a collaboradtive that cannot be assigned to an
independent institution insulated from politicaégsures. The political obstacles to such
a major innovation as this are considerable. Rglgin muddling through would make
reform “mission impossible”. But instituting a maomanagement process of this kind
calls for exceptional political leadership. Perhdips best that can be said is that a
macromanagement process of transforming the egimeds mission improbable.

REFERENCES

Eichengreen, Barry (2007). The European EconomgeSif45. Princeton UP

Emery, Fred E. and Trist, Eric L. (1965) ‘The Cadsture of Organizational
Environments,Human Relations 18, pp. 21-32.

Greenspan, Alan (2007). The Age of Turbulence: Ativess in a New World. New
York: Penguin Press

Haas, Ernst B. (1976); Turbulent Fields and theofjhef Regional Integration,
International Organization, 30(2).

Haas, Peter M. (1992) “Epistemic Communities andrimational Policy
Coordination.”International Organization. Vol. 46. No. 1. Winter. p. 1-35
Hayes-Renshaw, Fiona and Helen Wallace (2006) Tl of Ministers 2

edition Palgrave Macmillan

Huxham, Chris with MacDonald, David (1992) ‘Intratlg Collaborative Advantage’,
Management Decision 30(2), pp. 50-56.

Jung A, F P Mongelli, P Moutot (2010) How are th&rdSystem’s Monetary Policy
Decisions Prepared? A Roadmap. Journal of Commakd¥i&tudies Vol. 48 2 319-
345 March

Lax David and James K Sebenius (1986), The Marag&legotiator, Free Press
Marsh, David (2009). The Euro: The Politics of tNew Global Currency, Yale
University Press.

Metcalfe, Les (1974) ‘Systems Models, Economic Meded the Causal Texture of
Organisational Environments: An Approach to Macrgidization Theory,Human
Relations, vol. 27 (7), pp. 639-663.

19



Metcalfe, Les, (1994) ‘International Policy Co-ardiion and Public Management
Reform’, International Review of Administrative Sciences, London, Thousand Oaks and
New Delhi: Sage, vol. 60, pp. 271-290.

Metcalfe, Les. (1996) Building Capacities for Imatipn; the Future Role of the
Commission, Eipascope, Vol. 2.

Metcalfe Les (2000)Reforming the Commission: Will Organisational Eiéieccy Produce
Effective Governance? Journal of Common Market 88184000 38/5 817-41
McNamara, Kathleen R (2005) Economic and Monetanjod Ch 6 141-160 in
Wallace, Helen; William Wallace and Mark A PollacRolicy making in the
European union OUP

Ostrom, Elinor (1990) Governing the Commons — Thellion of Institutions for
Collective Action, Cambridge University Press.

Pollitt, Christopher and Geert Bouckaert. (2004jblle Management Reform: A
Comparative Analysis. 2nd ed.: Oxford Universite$y.

Raiffa, Howard; John Richardson and David Metc&f@02) Negotiation Analysis:
The Science and Art of Collaborative Decision MakiHarvard UP

Rosenau, James N. and Czempiel, Ernst-Otto (d@9P)Gover nance without
Government: Order and Change in World Politics (Cambridge: University Press).
Senge, Peter M. (1990he Fifth Discipline: The Art and Practice of the Learning
Organisation, Doubleday /Currency, New York

Simon, Herbert A. (1962) The Architecture of Comxgle Proceedings of the
American Philosophical Society 106 467-482

Stiglitz, Joseph (2010) Freefall: Free Markets ahd Sinking of the Global
Economy; Allen Lane; London

Tsoukalis, Loukas (2003) Monetary Policy and thedEin Jack Hayward and Anand
Menon (eds.) Governing Europe 330-345 Oxford UP

Young, Oran R. (1999) Governance in World Affaiei@ll UP

20



