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Economic and Monetary Union
in Europe |

Charles R. Bean

n January 1, 1993, the European Community is set to become a single
integrated market as most of the remaining national barriers to the
free flow of goods, capital and labor are swept away. The result
should be a significant increase in the economic interdependence between
member states. Along with the Single Market program, the proposed amend-
ment to the 1958 Treaty of Rome—the basic legal foundation of the Commu-
nity—that was agreed by the European Council at its meeting in Maastricht in
December 1991, proposes to transfer a number of decision-making capacities in
the economic, social and foreign policy spheres from the national to the
Community level. The future of this amendment, which must be ratified by the
parliaments and /or electorates of all twelve member states before it can come
into force, is in doubt at the time of this writing as a result of its narrow
rejection in the Danish referendum. However, so much political capital is
invested in the Maastricht agreement that it still seems inevitable that some-
thing very like the proposed treaty amendment will ultimately pass into law.
Within the sphere of economic policy-making, the most important ingredi-
ent of the Maastricht agreement is the mapping out of a precise route to
monetary union and the eventual introduction of a common currency. The
report in 1990 of the Delors Committee, comprising the governors of the
national central banks and chaired by Jacques Delors, the president of the
European Commission, provided the original blueprint, and the Maastricht
agreement embodies most of the key features of this report. The agreement
lays down both the institutional structure and the operational objectives for a
European Central Bank that will ultimately take over the running of monetary

m Charles R. Bean is Professor of Economics, London School of Economics, London,
United Kingdom.
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policy from the national central banks. It also lays out a precise timetable for
monetary union, as well as conditions under which individual countries can be
admitted to the union. Finally, it contains a number of clauses relating to the
conduct and supervision of national fiscal policies. This last issue has probably
been the most controversial, both from an academic and from a political
perspective.

My discussion begins with a look at the general arguments for and against
monetary union. I shall then discuss the proposed constitution of the European
Central Bank and whether it is likely to be conducive to monetary stability,
together with some of the problems posed by the transition to the new regime.
Finally, I will turn to the issue of rules for the conduct of fiscal policy and the
question of “fiscal federalism.”

Why Monetary Union?

The task of the Delors Committee was the study of economic as well as
monetary union, and both the report of the Committee and the European
Commission’s own assessment of monetary union (European Commission,
1990a) consistently link monetary union to the completion of the Single
European Market. For instance, the Commission argues that “one market
needs one money” (p. 9) and that “only a single currency allows the full
potential benefits of a single market to be achieved” (p. 20). While the economic
Jjustification for this view is dubious, what is clear is that the present exchange
rate arrangement which has operated since 1979 (usually referred to as the
European Monetary System but more accurately the Exchange Rate Mecha-
nism or ERM for short) is unlikely to be viable over the long term, now that
most obstacles to intra-European capital flows have been removed as part of the
creation of a single European capital market.

Under the ERM, participating currencies are allowed to fluctuate within
narrow, but adjustable, bands. However, there is a fundamental tension be-
tween the triple objectives of fixed but adjustable exchange rates, autonomy in
national monetary policies, and free capital movements. Any system that per-
mits discrete realignments is likely to be subject to speculative attacks if such a
realignment is thought to be imminent. For example, if a currency is expected
to be devalued, speculators will immediately begin selling it to avoid the capital
loss, resulting in an outflow of reserves and further intensifying the pressure
for a devaluation. Even concerted intervention by central banks may be insuf-
ficient to fight off such an attack, given the scale of flows across foreign
exchange markets; the mere expectation of a realignment can thus become a
self-fulfilling prophecy. Indeed, unlimited access to credit from “hard” cur-
rency central banks would be necessary for a “soft” currency central bank to be
guaranteed of being able to fight off a speculative attack. Furthermore, this
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condition is necessary without being sufficient: a set of credible fiscal plans must
also be in place to underpin the announced exchange rate parities.

In practice, the ERM is not quite as fragile as this argument may seem to
imply, because it is a regime of managed floating within limited bands of
fluctuation (2} percent except for Spain, Portugal and the UK who have 6
percent), rather than one of fixed but adjustable parities. Consequently, re-
alignments can be made small enough such that the new central parity lies
within the old bands, avoiding discrete jumps in exchange rates and therefore
limiting the rate of capital loss that speculators can suffer. In addition, as a
result of the 1987 Basle-Nyborg agreement, current arrangements do give soft
currency central banks unlimited access to foreign currency credit from coun-
terpart hard currency central banks for up to 75 days.

This sort of system could conceivably be quite durable without full mone-
tary union, if it can develop a credible commitment to make only small and
infrequent realignments. The fact that there has been no significant realign-
ment since 1987,' despite the considerable tensions thrown up by German
unification, is a testament to the credibility of the existing parities. However,
the pronounced widening in long-term interest differentials prompted by the
rejection of the Maastricht agreement in the Danish referendum indicates how
fragile that credibility can be. Since new political and economic tensions will
inevitably arise with time, the current arrangement would be almost bound to
degenerate into one with either wider bands or more frequent realignments or
both. The only viable long-term alternatives are thus monetary union with a
single currency or a considerably more flexible exchange rate arrangement
than at present; the fact that the current system is probably not viable over the
long term needs to be kept in mind when evaluating the costs and benefits of
full monetary union.

The Costs of Monetary Union

Two main costs of monetary union are identified in the literature: a loss of
seignorage in high inflation countries; and the loss of the exchange rate as a
weapon of macroeconomic management. Seignorage is the revenue the govern-
ment obtains by financing its budget deficit through printing money rather
than selling debt; since at constant employment this would lead to inflation, it is
frequently also referred to as the “inflation tax” because it acts like a tax on the
holders of existing money balances. Since monetary union forces a convergence
of inflation rates—and this rate is expected to be a low one—high inflation
countries will be forced either to sell more debt or to reduce their budget
deficits.

"The Italian lira underwent a technical realignment at the same time as it moved from the wide 6
percent band of fluctuation to the current narrow 2.25 percent band.



34 Journal of Economic Perspectives

While one can apply optimal tax ideas from public finance to argue that, in
the absence of lump-sum taxes, the optimal inflation rate is positive (Phelps,
1973) and further that this optimal rate is likely to vary across countries
because the base for other taxes also varies, in practice the seignorage issue is of
almost negligible importance except perhaps for Portugal and Greece. The flow
of revenue to the government from money creation, as a proportion of GDP, is
simply the rate of growth of the monetary base divided by its velocity of
circulation.?. For the northern members of the Community, the latter is a
number between 10 and 20 (on an annual basis), so that at current inflation
rates the revenue from seignorage is minute (less than 0.5 percent of GDP).
Only for Greece, Italy, Portugal and Spain are the numbers of any significance;
in 1988, seignorage for these countries was 2.8 percent, 1.1 percent, 2.2
percent and 1.4 percent of GDP respectively (European Commission, 1990a,
p. 122).

Furthermore, these four countries have only been able to maintain rela-
tively high seignorage revenues by imposing strict reserve requirements on the
banking sector (which limits the velocity of circulation). One of the conse-
quences of the creation of a common financial market is that nationals of one
country will be free to hold accounts with foreign banks in other currencies,
which will put pressure on governments with high required reserve ratios to
lower them, to prevent banking business going abroad. As a result, even in the
absence of monetary union, seignorage revenue would shrink. The Commis-
sion estimate that under monetary union, seignorage in these countries would
fall to between 0.5 percent and 0.9 percent of GDP, with roughly half of the fall
being due to the provisions of the Single Market rather than convergence on a
low inflation rate.

The second, and potentially more important, cost of monetary union is the
loss of the exchange rate as a tool of macroeconomic management. The locus
classicus here is Robert Mundell’s (1961) analysis of optimum currency areas.
He notes that the exchange rate may be a useful weapon when a nation needs
to adjust its external terms of trade and domestic wages and prices move
sluggishly; in that case, an exchange rate realignment can swiftly accomplish
what might otherwise need a painful period of recession or inflation. However,
an exchange rate change is not helpful when internal relative prices are what
need to change.

There are thus two issues. First, are the nations of the Community likely to
be subject to idiosyncratic or asymmetric shocks that would necessitate signifi-
cant changes in the intra-Community terms of trade? Second, if the answer to
the first question is “yes,” are nominal rigidities sufficiently important to make

2From the government budget identity we have that M + Py B = D where M is the nominal money
stock; B is the number of bonds outstanding and Py their price; D is the budget deficit. The real
revenue from seignorage, as a proportion of GDP, is then just M/PY = (M/MXM /PY) where Y is
real GDP and P is the price level. Strictly speaking, one should subtract from this quantity any
interest paid on reserves; the figures quoted in the text do this.
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one wish to retain exchange rate realignments as the preferred method of
adjustment?

The European Commission (1990a, p. 142) approached the first question
by arguing that the Community is increasingly characterised by intra-industry
trade based on the exploitation of economies of scale, rather than inter-
industry trade based on specialisation through comparative advantage. They
calculate that in 1987, between 57 percent and 83 percent of trade between EC
countries was intra-industry rather than inter-industry for all countries except
Greece (31 percent) and Portugal (37 percent) (European Commission, 1990b,
p- 41). Furthermore, they argue that the Single Market program can only
intensify this process; thus shocks are increasingly unlikely to have a differential
impact across the members of the Community.

This argument seems to me rather sanguine, because plenty of goods will
still be non-traded even after 1992 (the proverbial haircut for instance).
Country-specific shocks will still occur—for example, as a result of fiscal
decisions—and these shocks may require a change in the relative price of
tradeables to non-tradeables. In principle, movements in the exchange rate
could be useful in bringing this about. The German fiscal expansion associated
with unification is surely a case in point. An appreciation of the mark in 1991
would have helped limit inflationary pressure in Germany, and prevented
European interest rates rising as much as they have, and from creating an
unnecessarily sharp downturn in activity in the rest of the Community. How-
ever, shocks of the magnitude of German unification are likely to be relatively
rare, so it may not be too costly to forego the possibility of national exchange
rate adjustments.

What of the empirical evidence on the degree of synchronization of shocks
across countries? One of the most revealing studies is that by Tam Bayoumi
and Barry Eichengreen (1992). They apply a variant of the “structural vector
autoregression” approach pioneered by Olivier Blanchard and Danny Quah
(1989) to extract estimates of the supply and demand shocks? driving output
fluctuations over the period 1962-88 for both the EC countries and the main
regions of the United States, which serves as a natural benchmark. Figure 1
plots the correlation coefficients of the estimated supply and demand distur-
bances for each country against an anchor region (Germany for the European
Community, the mid-Atlantic for the United States).

A high correlation for supply shocks is thus indicated by a country being
near the right border of the scatter diagram, and a high correlation in the

?Blanchard and Quah estimate a vector-autoregression in the rate of growth of output and the level
of unemployment which they assume to be driven by two underlying shocks that they label
“demand” and “supply.” The crucial (and debatable) identifying assumption is that demand shocks
have only temporary effects on output whereas supply shocks can have permanent effects. Bayoumi
and Eichengreen simply substitute inflation for the unemployment rate to avoid problems associ-
ated with modelling the evolution of the equilibrium unemployment rate in the European
countries.
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Figure 1
Supply and Demand Correlations Across the U.S. and Europe
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demand shocks by a country being near the top border. With respect to supply
shocks, Europe does not look too different from the United States. In each case
there is a “core” region—Germany, France, Denmark and Benelux for Eu-
rope; the mid-Atlantic, New England, Great Lakes, southeast and far west for
the United States—where the shocks are highly correlated and a “periphery”
region where the correlation with the anchor region is much lower. The
economic weight of the European periphery is, however, rather greater. With
respect to demand shocks there is more of a difference. For the United States,
the correlation with the mid-Atlantic is still high for the other regions in the
American core, but in Europe the correlation with Germany is much lower,
even for the other countries of the European core.*

These findings are intuitively sensible. Intra-industry trade is especially
prevalent within the core, while there is more inter-industry trade between the
core and the periphery; thus, differential shocks are more likely between the
core and the periphery than within the core. Furthermore, one would expect
the cross-country correlation of demand shocks to be lower in Europe than in
the United States, because there were periods in the sample when European
countries pursued largely independent monetary policies and because the
federal income tax and social security system in the United States automatically

*Of course it is not just the correlation, but also the absolute size of the shocks that matters. The
Bayoumi-Eichengreen results suggest the variances of the driving shocks are also roughly compara-
ble between the United States and Europe, except that the variance of supply shocks was somewhat
greater in Greece, Portugal and the United Kingdom. The first two of these (and arguably the UK
too) experienced major political upheaval during the sample period, so this is not necessarily a
good guide to future performance.
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ensures that fiscal shocks are correlated across regions. European monetary
union should eliminate independent national monetary policies as a source of
idiosyncratic demand shocks, but independent national fiscal policies will re-
main, so the cross-country correlation in movements in demand will remain
less than perfect.

However, as noted earlier, the existence of idiosyncratic shocks is not
sufficient to establish the case for retaining separate currencies. Nominal
exchange rate realignments are only helpful in facilitating adjustment when
nominal wages and/or prices are rigid. Most of the recent literature on
unemployment suggests that the European Community is characterized by real
rather than nominal wage rigidity. Empirical evidence generally suggests that
European nominal wages adjust relatively rapidly to movements in prices
compared to the United States, but that in the European Community, high
unemployment has less of a restraining effect on wage settlements than
elsewhere.

For instance David Grubb, Richard Jackman and Richard Layard (1983)
report estimates of wage and price equations for 19 OECD countries over the
postwar period and then calculate indices of nominal and real wage rigidity.
The index of nominal wage rigidity is just the cumulated increase in the
unemployment rate associated with a one percentage point fall in the rate of
growth of nominal income; a value of zero thus corresponds to the complete
absence of nominal inertia. The index of real wage rigidity is the cumulated
increase in the unemployment rate associated with a real shock that produces a
temporary decrease of one percent in the real wage at full employment; thus if
the elasticity of wages with respect to unemployment were infinite so that
employment remained unchanged the value of this index would be zero. The
average value of the index of nominal wage rigidity for the EC is 0.52 as against
3.14 for the United States (Japan scores 0.18) while the corresponding figures
for the index of real wage rigidity are 1.23 and 1.09 respectively (Japan scores
0.13 here). Numerous other studies have repeated this sort of finding; see Bean
(forthcoming) for further discussion and references.

The bottom line of all this is that the pattern of shocks across regions
within the Community does not look that different from the United States, and
that relatively little is lost by giving up the exchange rate as a weapon of
adjustment, because the effectiveness of independent monetary policy is anyway
limited by the relatively low degree of nominal inertia. Certainly Europe looks
no less of a candidate for a common currency than the United States. Skeptics
such as Martin Feldstein (1992), Xavier Sala-i-Martin and Jeffrey Sachs (1991),
and the German “Gang of Sixty” (Herbert Giersch et al., 1992) point to a lack
of labor mobility in Europe as a potential obstacle to a successful currency
union and the need to counteract it with interregional fiscal flows. Following
Mundell, these authors note that idiosyncratic shocks can be accommodated by
flows of factors between regions as well as movements in the terms of trade.

. Consequently, if wage and price inertia are present, it only makes sense to fix
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the exchange rate if factor mobility is sufficiently high. By comparison with the
United States, Europe does not satisfy this criterion (nor will it in the foresee-
able future). Monetary union will then, so the argument goes, condemn some
regions to low growth and high unemployment, which will need to be counter-
acted by fiscal transfers from the prospering regions to those in decline. Since
Europe presently lacks such a mechanism the sustainability of any currency
union must be in doubt, they conclude.

While a lack of labor mobility within the Community does indeed raise
important issues, and there may be a case for interregional fiscal flows on
insurance grounds (a point discussed below), this argument seems to me
irrelevant to the issue of monetary union. The Mundellian argument rests on
the premise that factors move faster than prices, something which I find
implausible in general, and especially in the European context where, as we
have seen, the degree of nominal inertia actually seems to be rather low.
Certainly some regions will prosper and others will decline, but this will
happen independently of whether there is a single currency or not.

An important corollary here is that exchange rate changes can do nothing
to offset permanently the effect of idiosyncratic real shocks, such as a shift in
tastes away from a country’s products; rather, workers in the country must
ultimately accept a decline in real living standards, ceteris paribus. Conse-
quently, I do not find compelling the claim that post-unification Germany is an
example of how disastrous an ill-thought-out currency union can be. Would
things really have been that different if a conversion rate of, say, 10 Ostmarks
to the Deutschmark had been chosen? While much of East German industry
might have been viable at that rate, it would have remained so only as long as
East German workers were willing to accept the correspondingly low real
wages. Before long, wage inflation would surely have occurred in the East, so
that the initially low exchange rate was simply postponing the day of reckoning.
At the end of the day the problem is that East German workers want a West
German standard of living, which East German capital is not presently capable
of delivering. No amount of manipulation of the exchange rate can avoid this
problem.

The Benefits of Monetary Union

If the costs of monetary union are small, what of the benefits? Compared to
a regime of (managed) floating, the most frequently claimed advantage—espe-
cially by businessmen—is a reduction in exchange rate volatility and uncer-
tainty. But although the monthly standard deviation of the exchange rate for
the original members of the ERM over 1979-89 is about two-thirds of that for
the other members of the Community, what one learns from this statistic is
unclear. The ERM with its adjustable bands is obviously designed to limit
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volatility, but the appropriate question to ask is what effect this has on eco-
nomic efficiency. Furthermore, the greater volatility experienced by the non-
ERM members may simply reflect their greater susceptibility to idiosyncratic
shocks which would have made them more reluctant to join the ERM; for
instance, the United Kingdom chose to remain outside the ERM until 1990 at
least in part because of its status as an oil producer.

The value of any reduction in exchange rate volatility depends in the main
on whether movements in exchange rates primarily reflect underlying eco-
nomic fundamentals, including national monetary policies, or whether au-
tonomous movements in market sentiment play a significant role. If exchange
rate volatility only reflects fundamentals, then it simply reflects the proper
functioning of the market mechanism. On the other hand, if movements in
market sentiment lead to sustained exchange rate misalignment, a misalloca-
tion of resources may result. (Since short-term volatility can be insured against
through forward markets, only sustained misalignments which cannot easily be
insured against present real problems.) I cannot do justice here to the huge
literature testing the efficiency of foreign exchange markets, and the extent to
which they reflect economic fundamentals, although I find it difficult to believe
that events such as the appreciation of sterling in 1980-82 and the dollar in
1982-85 were just a rational response by speculators to movements in funda-
mentals (for an example of the evidence on this point, see George Evans, 1986).
Having said that, the fairly numerous empirical studies of the link between
exchange rate volatility and economic activity (European Commission, 1990a,
offers references) do not seem to point in the direction of very large welfare
effects, either.

Of course, going the whole hog to a single currency gains additional
benefits beyond reducing exchange rate volatility to zero. By eliminating all
currencies except one, cross-border transaction costs will be reduced. At pre-
sent, a round-trip through the ten currencies of the Community would, on the
basis of existing average commissions, produce nearly a 50 percent loss on the
original sum. On the assumption that currency conversion is a competitive
industry and that bid-ask spreads reflect the real resources devoted to changing
currencies, the Commission (1990a) estimates that the direct welfare gains from
eliminating the industry to be nearly 0.5 percent of GDP, with countries with
relatively unsophisticated financial sectors reaping proportionately larger bene-
fits. This number seems unduly optimistic—it implies that roughly one in 200
people in the Community is currently engaged full-time in international cur-
rency transaction—but one might as well have the gains, however small.

Probably more important in the long run than the elimination of transac-
tion costs is the fact that a single currency establishes the credibility and
longevity of a monetary union in a way that “irrevocably” fixed exchange rates
across multiple currencies do not. As long as national currencies are retained, a
country can leave the union without too much difficulty if it really wants to,
although the political costs may be high. With a single currency, the escaping
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country would first have to print a new currency. This is certainly possible—
witness the Ukraine and some of the other former Soviet republics—but is a
much more cumbersome and costly process.

Aside from exchange rate stability, enthusiasts for monetary union also
point to the role of the ERM in reducing inflation in countries that seem to be
inflation-prone because of their political or institutional structures. The analyti-
cal framework is that of the macroeconomic “time consistency” literature.
Consider a standard “neoclassical synthesis” economy in which nominal wages
have to be set in advance on the basis of the expected rate of inflation, so that
the realized level of output is positively related to the gap between the inflation
outcome and expected inflation. Given that there is no systematically manipula-
ble output-inflation trade-off, the best the authorities can on average achieve is
zero inflation and the “natural” rate of output.

Now suppose, following Robert Barro and David Gordon (1983), that the
“natural” rate of output is too low because of microeconomic distortions. Then
if wages are set on the assumption of no inflation, the authorities will subse-
quently be willing to tolerate some positive inflation to engineer higher output.
However, wage setters knowing that this is how the authorities will behave
would be irrational to expect zero inflation in the first place, whatever the
authorities may say about their intentions. The only “time consistent” equili-
brium is one with output at the natural rate and a rate of inflation (expected
and actual) that is already so high that the authorities are unwilling to tolerate
yet higher inflation to buy a higher level of output.®

What is required to avoid this trap is some commitment device that makes
government announcements of low inflation credible. One possibility is the
acquisition of a reputation for pursuing low inflation, although this takes time.
Where governments tend to have short lives—as in Italy, for example—such a
reputation may be difficult to sustain. Another solution is to delegate monetary
authority to an independent central bank that is mandated to pursue zero
inflation. A fixed exchange rate is an indirect way of doing this, by pegging the
currency to a country, Germany in the case of the ERM, with an established
reputation for pursuing non-inflationary monetary policies.

For this course to work, undertaking a devaluation must impose significant
political or economic costs. The realpolitik of fixed exchange rate regimes in

5The formal argument runs as follows. Write the supply function as y, = alm, — E,_\m,), where y,
is the logarithm of output, m, is the inflation rate, E,_; denotes the private sector’s expectation
conditional on information at the start of the period and « is a parameter. The authorities’
objective is to set the inflation rate to minimize the quantity 72 + A(y, — y*)%, where A is a
parameter and y*(> 0) is the “target” rate of output. In a one-shot Nash game the authorities can
do nothing to affect the private sector’s inflationary expectations. Hence they will pick an inflation
rate given by 7, = aA(y* + aE,_m)/(1 + a®A). The private sector, knowing this is how the
authorities behave, will expect exactly this inflation rate, so that m, = E,_,m, and hence m, = aAy*
in equilibrium, along with y, = 0. Clearly, m, =y, = 0 would be a better equilibrium for the
authorities, but this is not sustainable in the absence of some device to make the announcement of
zero inflation credible.
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general, and the ERM in particular, has indeed been to make such devaluations
extremely costly in political terms, while devaluations negotiated within the
ERM have de facto generally provided less than full compensation for differen-
tial inflation rates (one view claims that this was necessary to ensure continued
German participation in the system). The experience of France in 1982-83
provides a classic example where such costs forced a reversal of domestic
economic policies (Jeffrey Sachs and Charles Wyplosz, 1986).

But should one really count this on the plus side of the ledger? After all, if
central bank independence really is the key to low inflation, why could not
other countries have reformed their institutions to give their central banks the
same status, goals, and independence as the Bundesbank? Certainly “import-
ing” the Bundesbank’s reputation via the ERM may have been convenient and
obviated the need for any reform of domestic monetary institutions. However,
in evaluating the costs and benefits of monetary union, the alternative scenario
of retaining national currencies, within a more flexible exchange rate regime
than the current ERM, should also allow for the possibility of institutional
reform in those countries with a tendency to high inflation. If this alternative
were to involve the Bundesbank plus eleven clones, then it is no longer obvious
that a Community with a single currency would be characterized by a lower
average inflation rate than one with many currencies. Consequently I am led to
conclude that, at least in principle, the overall benefits as well as the costs of
monetary union may be rather small. However, this does invite the question of
whether the new European monetary institutions will indeed deliver low
inflation and enhance economic performance more generally, and it is to this
point I now turn.

The European Central Bank

The structure of the new European monetary institutions, as laid out in the
Maastricht agreement, closely resembles that envisaged in the Delors report.
There will be a European Central Bank (ECB), whose location is yet to be
decided, although Bonn is a likely candidate. Monetary policy on a day-to-day
basis will be implemented by an Executive Board of six people, each of whom
will be appointed by the European Council for a non-renewable term of eight
years. However, the overall monetary strategy will be the responsibility of a
larger group, the Governing Council, comprising the members of the Executive
Board and the twelve national central bank governors; each Council member
has one vote and on most matters a simple majority suffices. Together the ECB
and the twelve national central banks are to be collectively known as the
European System of Central Banks (ESCB). The broad structure is thus fairly
similar to the U.S. Federal Reserve System. A third institution, known as the
European Monetary Institute (EMI), will have the task of planning the fine
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detail of how the ESCB will function, many aspects of which are still unclear,®
and to monitor the transition to monetary union.

At first sight, the draft Treaty seems to embody the principle of a man-
dated zero inflation rule enacted by an independent central bank, which was
one of the solutions to the “time consistency” problem mentioned earlier. Thus
Article 105 states that the primary objective of the ESCB is “to maintain price
stability” while Article 107 prohibits the ESCB or the ECB from “seek(ing) or
tak(ing) instructions from Community institutions or bodies, from any govern-
ment of a Member state or from any other body.””

While this set-up might be optimal for the very simple economy that was
considered in the earlier discussion, it ceases to be so once the monetary
authorities are also in a position to use activist monetary policy for stabilization
purposes, perhaps because they have an informational advantage. One way of
improving on the fixed rule in such circumstances is to leave the central bank
discretion, but to ensure that it is run by “conservatives” who have a relatively
high aversion to inflation. This will permit some stabilization in the face of
shocks, although at the cost of accepting a higher average inflation rate
(Kenneth Rogoff, 1985). In practice the vagueness of the way the objective of
price stability is defined does appear to provide for exactly this sort of discre-
tion, for the Treaty fails to specify either which of the many possible price
indices should be stabilized or the relevant time period.

However, delegation of monetary authority to a “conservative” central
banker is not the only way to proceed. Stabilization only really matters when
the shocks impinging on the economy are large. An alternative and potentially
superior approach is then to give the central bank a precise numerical target
for a specific price index over a specified time period, but let the government
override the target in special circumstances by laying an order before parlia-
ment. This would permit stabilization of large disturbances but only in a
transparent fashion. Such a scheme has in fact been adopted in New Zealand
and has been advocated in the European context by Charles Goodhart (1992).

Two lacunae in the specified objectives of the ESCB have attracted particu-
lar attention. The first relates to the role of the exchange rate of the ECU
versus other currencies. Article 109 states that the European Council, after
consultation with the ECB, may “conclude formal agreements on an exchange
rate system for the ECU vis-a-vis non-Community currencies” and that even in

5These include questions such as in what countries debt open market operations are to be carried
out and developing a payments system.

7My guess is that the ECB and the ESCB would have been de facto independent even without
Article 107, for the simple reason that the Governing Council would have been faced by twelve
countervailing national governments, rather than just one. Time consistency problems are likely to
be much worse around election time, but since elections are not synchronised across the Commu-
nity, the chances of the Governing Council voting for a looser monetary policy as a result of
short-term political pressure seems slim.
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the absence of a formal agreement it may “formulate general orientations for
exchange rate policy.” This provision is obviously intended to leave the door
open for managed floating against the dollar or the yen, or even a return to a
Bretton-Woods-style international monetary system. However, what is unclear
is how such an exchange rate agreement is to be achieved, since “these general
orientations shall be without prejudice to the primary objective of ... price
stability.” One possibility is that EC fiscal policy will have to be directed to
achieving the external exchange rate target; this is pretty far-fetched. Another
is that such exchange rate agreements will only be possible on ECB terms—that
is, a hegemonic system where the dollar, yen and so on are pegged to the ECU
as the anchor currency.

The second omission relates to the role of the ECB/ESCB as lender of last
resort, and more generally in prudential matters relating to the financial
system. The nearest the Treaty comes to mentioning this role is in Article 105,
which says that “the ESCB shall contribute to the smooth conduct of policies
pursued by the competent authorities relating to the prudential supervision of
credit institutions and the stability of the financial system.” This lack of clarity
on the ESCB’s obligations reflects fundamental disagreements about the proper
role of a central bank in maintaining the smooth functioning of the financial
system. In Germany and France, bank-intermediated credit is the primary
source of finance to companies, and a combination of liquidity requirements
and a privately administered deposit insurance scheme is considered sufficient
to forestall any systemic collapse of the financial system through a bank run. On
the other hand, securities provide a much more important source of finance in
the United Kingdom, while banks provide the liquidity necessary to keep the
securities market functioning. Such markets are more likely to experience
temporary liquidity shortages—as exemplified by the October 1987 stock mar-
ket crash—and hence show a greater need for a central bank to stand ready to
act as lender of last resort than when finance is bank-intermediated (David
Folkerts-Landau and Peter Garber, 1991).

Is there any reason at all for the ESCB to be involved in banking supervi-
sion? Or could that be left to the diverse national bodies that are presently
responsible? Financial integration is now so complete that it will be very
difficult to contain systemic difficulties within national boundaries, which ar-
gues for adopting a Community-wide approach. While there have been moves
to harmonize banking regulations and standards,® regulation of this sort can
only go so far, and there must inevitably also be a role for discretion in dealing
with systemic problems; Pierre-André Chiappori et al. (1991) offers a more
detailed discussion of the issue. The ESCB would seem to be the natural

8The two most important documents in this regard are the 1983 Basle Concordat covering the
G-10 countries, and the Second Banking Directive which lays down the principles for a single
market in banking.
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institution to take on the task of supervising the new integrated European
financial market. The worry must be that it will take a crisis to bring this home
to policy-makers.

The Transition to Monetary Union

The Maastricht Treaty also maps out conditions and a timetable for the
transition to monetary union. Four conditions for admitting a country to the
union are specified:

1. A consumer price inflation rate no more than 1.5 percentage points
above the average for the three countries with the lowest inflation rates;

2. Average nominal long-term interest rates no more than 2 percentage
points above those for the three countries with the lowest inflation rates;

3. No exchange rate realignments for at least two years;

4. A sustainable government financial position, defined as a general gov-
ernment deficit to GDP ratio of less than 3 percent and a gross debt to GDP
ratio of less than 60 percent (with exceptions if an “excessive” deficit is
temporary, or an “excessive” deficit and/or debt ratio is declining at a “satis-
factory” pace).

The purpose of these rules is to prevent the union being destabilized by
the premature admission of a country whose economic fundamentals are not
yet compatible with a fixed exchange rate. Obviously, a central requirement
then is that trend inflation rates are the same and the first three rules are
intended to ensure this, with rule 1 covering the recent past while rules 2 and 3
are intended to be more forward looking in nature (a recent devaluation would
increase inflationary pressure in the near future). Whether these rules are
enough is debatable, since convergence in long-term interest rates may simply
reflect the credibility of the intention to move to monetary union, and therefore
to lock future short-term interest rates in different countries even more closely
together. Furthermore, even if inflation rates may have converged, the real
exchange rate could still be some way away from sustainable levels. However,
the first three rules seem generally unobjectionable.

Rule 4 is intended to ensure that no country joins the monetary union
when its public finances are in such a state that they might destabilize the
monetary union. Whether this rule fits the bill will be discussed shortly, but for
the present merely note that from Table 1 the only countries that could
simultaneously meet all four of these criteria at the end of 1991 were France
and Luxembourg; even Germany would not be allowed to join! This naturally
raises the question of whether union will ever occur.

In fact the Treaty also specifies a timetable—that is, a date-contingent rule
as well as a state-contingent one. By the end of 1996, the European Council
must decide, on the basis of a report by the European Monetary Institute and
by a qualified majority, “whether a majority of the Member States fulfils the
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Table 1
Convergence Indicators in 1991

Consumer Price Long-term Budget Surplus Gross Public
Inflation (%) Interest Rates (%) (% of GDP) Debt (% of GDP)

Belgium 3.2 9.3 -6.4 129.4
Denmark 2.4 10.1 -1.7 66.7
France 3.0 9.0 -1.5 47.2
Germany 3.5 8.6 -3.2 46.2
Greece 18.3 N/A -17.9 96.4
Ireland 3.0 9.2 -4.1 102.8
Italy 6.4 12.9 -9.9 101.2
Luxembourg 34 8.2 +1.9 6.9
Netherlands 3.2 8.9 -44 78.4
Portugal 11.7 17.1 -54 64.7
Spain 5.8 12.4 -39 45.6
United

Kingdom 6.5 9.9 -19 43.8
European

Community 5.0 10.4 —-4.3 61.8

Source: European Economy, December 1991.

necessary conditions for the adoption of a single currency” and if so whether it
is appropriate to proceed to monetary union (the final step does not follow
automatically). The likelihood of seven EC countries meeting this requirement
seems negligible, unless liberal use is made of the discretionary element in the
fiscal rules. However, come what may, union will begin on January 1, 1999,
with whatever states are eligible for membership. Since the EMI will have a
major role in determining what states are eligible, and under pressure from the
Bundesbank is likely to be conservative in its use of the discretionary element in
the fiscal rules, a “two-speed” outcome with an initial membership of just
(probably) Denmark, France, Germany, Luxembourg and (maybe) the Nether-
lands, Spain and the United Kingdom seems inevitable. In particular, it is
difficult to see Italy being admitted to early membership.

Fiscal Rules

Perhaps the most contentious part of the report of the Delors Committee
was its advocacy of “binding” rules on budget deficits, after the move to
monetary union. The Maastricht Treaty incorporates such rules, since the fiscal
preconditions for joining (less than 3 percent budget deficit and less than 60
percent public debt ratio) are also expected to continue to operate thereafter.
However, the rules are probably not as tight as those envisaged by the authors
of the report, in that a discretionary element remains in deciding whether a
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country’s public deficit/debt is excessive, and a rather lengthy process of
consultation and recommendation is required before any financial or other
sanctions are invoked.

Why should national fiscal policies be constrained in this manner? Is it
necessary? In fact, finding any coherent justification in either the Delors Report
or elsewhere is remarkably hard. One can dimly perceive two general lines of
thought, however. The first is that economic integration will increase the
externalities from national fiscal decisions, and therefore also the need for
co-ordinated decision-making, especially in the absence of a supra-national
fiscal authority. While this may be true, it hardly constitutes a case for the sort
of rules written into the Treaty, since uncoordinated decision-making could just
as easily lead to excessively tight fiscal policy—it all depends on what events
decision—-makers are responding to and what their objectives are.

The second and more important argument, however, seems to be that
governments have an endemic tendency to overborrow; that capital market
integration and monetary unification will exacerbate this tendency; and that
consequently governments will be more prone to run up unsustainably high
debt levels that will threaten default and financial instability. Furthermore, the
argument goes, private capital markets do not provide enough discipline to
prevent this happening, so constraints on national fiscal policies are also called
for. Let us examine the components of this argument more closely.

First, do governments have an endemic tendency to overborrow? Why this
should be so is not clearly stated, but it could be argued that in representative
democracies, governments tend to have relatively short time horizons, caring
primarily about winning the next election. Consequently, they may be more
inclined to borrow to finance expenditure, thus passing the burden to future
generations, rather than taxing the current generation of voters (the force of
this argument will obviously depend on the degree to which Ricardean equiva-
lence holds).

How does capital market integration affect things? Obviously the extent of
the overborrowing will depend on the marginal cost of funds. The gap between
the marginal and average cost of borrowing is then just an inverse function
of the interest elasticity of the supply of savings to the government. Capital
market integration increases the interest elasticity of the supply of savings to a
given national government and so worsens the tendency to overborrow; this is
just a standard second-best argument whereby removing one distortion can
aggravate the inefficiency arising from another. Furthermore, monetary unifi-
cation eliminates the possibility that the government can de facto repudiate its
debt through a bout of unanticipated inflation; consequently, the marginal cost
of borrowing should also fall for this reason.

Thus it appears that the marginal cost of borrowing by a country could
indeed fall, leading to higher deficit and debt levels. The worry is that this
could then degenerate into an unsustainable debt position, for as the debt level
grows, ever larger primary budget surpluses (the government budget surplus
before deduction of interest payments) are required to service the debt. Thus, a
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country like Italy with a debt/GDP ratio of around 100 percent needs to run a
primary budget surplus of around 2-3 percent of GDP just to keep the
debt/GDP ratio constant.® In fact the Italian primary budget was roughly in
balance over 1990-91, so a significant fiscal tightening is still required. Further-
more, this adjustment is harder under economic and monetary union because
de facto debt repudiation through inflation is ruled out, and imposing higher
taxes on mobile factors of production (skilled labor and capital) risks encourag-
ing them to move to other countries in the Community with more attractive tax
regimes. Thus, unsustainable positions might both build up more easily, and
also be harder to correct.

The alleged failure of the capital markets to price public debt correctly now
enters the picture. The Delors report argues that “rather than leading to a
gradual adaptation of borrowing costs, market views about the creditworthiness
of official borrowers tend to change abruptly and result in the closure of access
to market financing. The constraints imposed by market forces might either be
too slow and weak or too sudden and disruptive.” The case of New York, where
interest rates rose only 40 basis points before the 1974 crisis, is often cited in
support of this view, although since New York ultimately paid back all of its
debt with interest, it is not clear what one learns from the episode. The worry is
that such a sudden cut-off of lending to a government would then provoke
either a bailout of the country in question through national fiscal transfers; or a
threat of financial collapse as holders of the country’s official debt revise
upwards their expectation of outright default (the parallel with Latin America is
obvious); or pressure on the ECB to relax its monetary stance and to monetize
part of the country’s budget deficit.

This train of thought rides on many “ifs” and “buts,” but even if one
accepts the general validity of the argument, it is not clear how it justifies the
sort of rules written in to the treaty amendment. The Maastricht agreement
already contains both “no monetization” and “no bailout” clauses, so why are
further constraints required? One might argue that the additional constraints
help to make the “no monetization” and “no bailout” rules more credible, but
given the scope for discretion over the way the fiscal rules are themselves to be
enforced, the effect could just as easily be to reduce their credibility.

Furthermore, the rules are not directed at the sources of market failure
which are twofold: the (purported) tendency of governments to overborrow;
and the (supposed) failure of the capital markets to provide the appropriate
discipline, which leads to the attendant danger of systemic collapse. The way to
tackle the first would surely be to make payments into the central Community
budget dependent on debt and deficit levels in a way that leads national
governments to evaluate correctly the costs of their tax and spending decisions.
Such a policy would be clear and easy to administer. The second problem could
be addressed by introducing prudential limits on holdings of official debt by

Formally, the primary surplus required to keep the debt-GDP ratio, d, constant, with no
monetization, is just (r — n)d, where 7 is real interest rate and = is the growth rate.
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financial intermediaries (David Begg et al., 1991). This step would simultane-
ously ensure that the rise in interest rates would be more gradual and reduce
the danger of systemic failure.

I find it very difficult to see a rationale for the fiscal rules as framed.
However, they are not just irrelevant, but may be positively harmful because of
the limits they place on the scope for national fiscal policies. The 3 percent
deficit and 60 percent debt numbers have no historical rationale whatsoever,
except that they are near the current Community average. Since the rules are
asymmetric—there is no countervailing pressure on countries below the norms
to relax their fiscal stance—the consequence will be a contractionary bias to
fiscal policy for some time to come. The inclusion of the rules in the agreement
is largely a reflection of German concern that Italian membership will destabi-
lize the union. However, it is unfortunate, to say the least, that these immediate
concerns have so dominated the political negotiations as to lead to an institu-
tional framework that could greatly handicap the Community in the long run.

Fiscal Federalism

This brings us naturally to the question of whether national fiscal policies
will be sufficient in the new integrated European economy, or whether some
supra-national fiscal mechanism—sometimes called “fiscal federalism”—needs
to be introduced. As explained earlier, the linkage of fiscal federalism to
monetary union appears misplaced. However, there is nevertheless an impor-
tant issue here, which may be illustrated with comparison to the United States.
There, federal tax and spending programs automatically shift resources from
prospering individuals and regions to the less well off. Thus Sala-i-Martin and
Sachs (1991) find that for each dollar fall in regional income in the United
States over 1970-88, roughly 40 cents is absorbed by the federal government,
(34 cents through taxes, 6 cents through transfers), while Bayoumi and Paul
Masson (1992) using data on states rather than regions report a figure of 27
cents in the dollar for temporary fluctuations in state income, but only 20 cents
in the dollar for permanent differences.

The Community fiscal structure is not remotely like this. No Community-
wide income tax and social security system shifts resources between individuals;
no automatic redistribution mechanism shifts resources significantly between
nations. Although national contributions to the Community budget are linked
to a country’s income through value-added tax receipts, the offset is very small.
The total size of the Community budget was a shade over 1 percent of
Community GDP in 1991, and the gearing is such that only 0.5 cents of each
dollar fall in a country’s income is absorbed by the rest of the Community.

What would happen if all tax and spending decisions in the United States
were abrogated back to the individual states, with no interstate fiscal transfers?
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A state whose industries were in decline would then be faced with the prospect
of either cutting government spending or raising taxes, either of which would
encourage labor and capital to migrate to states with a less harsh fiscal climate,
accelerating the decline still further. The work of Olivier Blanchard and Larry
Katz (1992) suggests that such labor force flows are presently a central mecha-
nism that brings about the equalization of state unemployment rates. Thus,
abolishing the federal fiscal system would seem to be a recipe for the depopula-
tion of declining regions. Will the same happen in Europe?

I believe the answer is “no,” because European labor mobility is so much
lower, and because of linguistic and cultural heterogeneity will remain so even
after 1992. Differential shocks will thus tend to show up in variations in real
wages across regions rather than migratory flows. Furthermore, this relative
immobility in part of the tax base will mean that national governments will still
be able to pursue independent fiscal policies. So the argument that economic
union must also necessitate a federal fiscal authority (and therefore also some
sort of political union) seems to me a complete non-sequitur.

Having pointed out that “fiscal federalism” is by no means necessary, the
lack of labor mobility means there is nevertheless a perfectly sound insurance-
based reason for some interregional transfers. To make things concrete, con-
sider a shift in tastes away from a country or region’s products, which implies a
fall in the real income accruing to both capital and labor. The owners of
physical capital can insure themselves against such an eventuality by appropri-
ately diversifying their portfolios across national boundaries, but human capital
cannot be diversified in this way. If this shock is temporary, capital markets are
perfect and individuals are long-lived, the holders of human capital can effec-
tively self-insure by borrowing and lending. On the other hand, if the loss in
income is sufficiently large or persistent that an individual’s permanent income
is affected, or capital markets are imperfect, then mutual insurance, with
contingent transfers from the “lucky” to the “unlucky,” will be welfare
enhancing.

In practice, this mutual insurance is provided within countries by their
income tax and social security systems. However, the contingent redistribution
need not just take place between those individuals who are alive today: pro-
vided Ricardean equivalence does not hold, governments can transfer re-
sources from “lucky” individuals in future generations to the present by
borrowing to sustain current consumption and raising taxes in the future. In
this way the government can insure the current population against the effects
of an adverse shock that is common to all.

Provided the Maastricht fiscal rules do not bind, a member government
should thus be able to ensure that self-insurance in the face of transitory
disturbances takes place. However, a government can do nothing to offset the
impact on real living standards of a permanent adverse shock. The same goes
for the Community as a whole. But permanent shocks that have asymmetric
effects on Community members can, and should, be insured against by
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introducing mechanisms to redistribute resources across nations. One way of
doing this would be through a Community-wide unemployment benefit scheme.
This has the virtue of being both automatic and targeted at those individuals
who may find difficulties in self-insuring. Regional and development aid is an
indirect way of achieving a similar objective.'®

As noted above, the Community presently has no effective automatic
mechanism for shifting resources across regions in the face of asymmetric
shocks. Furthermore, there is absolutely no chance of an individual-based
redistribution mechanism being introduced in the near future. Making net
payments into the Community budget more sensitive to regional variations in
economic activity is marginally more likely, but such a step would first require a
significant increase in the size of the budget. The Commission and some of the
periphery countries are pressing for this, but the richer countries of the core
are resisting.

Even if such an expansion does happen, it seems unlikely to take the form
of a simple, no-strings attached, redistributive mechanism between countries,
because of the worry that such funds will not go to those who deserve it.
Instead, such redistribution is likely to be channelled through the so-called
Structural Funds. At present, these amount to only about § percent of Commu-
nity GDP, but they are planned to rise substantially over the coming years. For
the main recipients in the poorer regions of the Community the flows could be
substantial —approaching 5 percent of their GDP, which is on a scale similar to
the Marshall Plan.

The Structural Funds serve two main objectives: to promote development
in the less developed regions; and to help areas affected by industrial decline
and high unemployment. The first loosely corresponds to reducing differences
in permanent income across regions, while the latter is addressed to cyclical
changes. A characteristic feature of these funds, however, is that they have to be
linked to particular sorts of projects and programs and are carried out in
partnership with the local government, which is expected to provide additional
funds.

The rationale for preferring this method to simply giving the recipient
government the funds without strings is twofold. First, some of the develop-
ment projects have Community-wide implications: for example, building infra-
structure that may affect companies’ location decisions. However, much of the
spending is not on projects that create such externalities. Second, there is a
belief that rent-seeking activities within some recipient countries would lead to
the funds being misused or misdirected if they were simply given as no-strings
attached aid. However, the bureaucratic nature of the decision-making process
means that the present scheme is also open to rent-seeking activities, while the

"Development aid may seem to fulfil a rather different purpose, but viewed from a Rawlsian
perspective, it can be considered as simply a payout in respect of past circumstances which have led
to a region being relatively poor.
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“additionality” requirement which aims to prevent funds being fungible is
likely to distort the allocation of resources. I am not convinced that the
bureaucratic failure at the national level is likely to be any worse than at the
Community level, and letting national governments decide how to use the aid
has the virtue that it is at least partly responsive to the democratic process. My
hunch is that some time in the future misuse of the Structural Funds is likely to
prove as big a bone of contention as the Common Agricultural Policy has
already done.

Concluding Remarks

Where does this leave us? First, I believe that neither the costs nor the
benefits of monetary union are in principle as great as critics and advocates
respectively have made out. In fact, from a purely economic perspective, it
seems to me something of a storm in a teacup. Why then has so much fuss been
made over it? I think the answer is primarily political (on this I am in
agreement with Feldstein, 1992). A separate currency is an important symbol of
nationhood, while a common currency is an equally potent symbol of a shared
political destiny. This is why anti-federalists such as Margaret Thatcher chose to
make their stand here rather than on issues of greater economic significance.

Despite the hiccups in the ratification process something very similar to the
Maastricht agreement, at least on the economic front, is likely to pass into law
and a currency union of at least the core members of the Community should
come into force by the end of the millenium. The new European monetary
institutions are likely to be just as tough on inflation as the Bundesbank, and
the European Community is thus likely to remain a zone of monetary stability.
The consequence may well be that the ECU plays an increasingly important
role as an international reserve currency, primarily at the expense of the dollar.

The effect on the real economy is more debatable. While the completion of
the Single Market program should provide a significant boost to output and
growth over the medium term, the contractionary fiscal bias built into the
Maastricht rules is likely to work in the other direction. Active national fiscal
policies will be needed more than ever after monetary union, and imposing
unnecessary constraints is a major error, especially in the absence of a
Community-wide fiscal system. Furthermore, the chosen mechanism through
which transfers between countries are to take place is excessively bureaucratic
and will probably ultimately hinder rather than enhance the interregional flows
that are desirable on equity and efficiency grounds. Although various impor-
tant issues connected with monetary union remain unresolved, these fiscal
questions seem to me of considerably greater significance. If the price of
monetary union is the adoption of inappropriate fiscal policies, then it is
probably a price that is not worth paying.
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