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The context
Subdued aggregate performance
Persistent divergences between countries – Germany versus Spain
Recent study: European Economy 6. Interest rate and competitiveness 
channels

The macroeconomic framework in aggregate
The Maastricht assignment
Monetary policy oriented system (The NCA)
Subsidiary role of fiscal policy

SGP – more than assures sustainability
Fiscal policy ‘internalised’ by M-policy. Fiscal policy does not matter very 
much (for stabilisation and inflation)

The consensus view (EMU After 5 years)
Broadly appropriate ECB reaction function
Fiscal policy failures at country level in meeting the provisions of the SGP 
(especially Germany). 
But fiscal policy not to blame for poor performance. 
Therefore – it must be the ‘supply side’. 
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Fiscal framework much more important at country level and for intercountry
adjustment. 

For an individual country, the nominal exchange rate and nominal interest 
rates are fixed. Fiscal policy is the main stabilisation instrument.

Conventional view: fiscal policy (including automatic stabilisers) useful for 
dealing with asymmetric, country specific shocks. 

Fiscal policy reaction functions? (HM Treasury 2003, Swedish Govermment
2002). The monetary policy analogy and ‘constrained discretion’.
Fiscal policy committees (Wyplosz 2002).

Difficulties with fiscal policy for a country in EMU

Pragmatic difficulties (automatic stabilisers OK)
Stability
Adjustment (the real exchange rate)
Policy and coordination



Stability

The Walters critique
Real interest rates move perversely 

It is the price level (not inflation) that matters
Price level (relative real exchange rate) overshoots have to be 
reversed

The combination of these two problems means that the design of 
appropriate fiscal policy is not easy - potential for overshooting and 
instability.

Both problems are exacerbated by tight debt and deficit targets

Potential solutions

Strong fiscal feedback from inflation to cancel Walters critique
Forward looking behaviour
Centralised wage formation and incomes policies – to avoid inflation 
shocks and stabilise responses 
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Adjustment: persistent shocks

Medium term Macroeconomic balance requires real exchange rate to
adjust appropriately

Examples of adverse shocks
A rise in euro area interest rates
A fall in domestic competitiveness
A rise in the domestic savings/investment balance, or a change 
(reduction) in debt target

Three way nexus between persistent shocks, fiscal sustainability and the 
real exchange rate.

Ultimately, it is the real exchange rate that must adjust to ensure 
macroeconomic balance and fiscal sustainability.

The danger of conventional fiscal reaction functions – preventing needed 
real adjustment.

The opposite danger of rigorous debt and deficit targets forcing recession 
and price wage adjustment – with danger of overshoot and instability.



Policy and policy coordination

Potential instability possibly apparent in Spain and Germany – interest 
rates, real estate prices.

Fiscal policy could counteract in Spain. Germany limited by SGP and by 
need for real exchange rate fall. 

Direct targeting of fiscal position risks instability and overshoot

Target an appropriate (forward) real exchange rate, consistent with medium 
term fiscal objectives, using the fiscal instrument? (Implies tolerant attitude 
to deficits and debt during adjustment). 

Alternative policies: supply side improvements to improve (relative) 
competitiveness: incomes policies. (Additional instrument removes many 
difficulties)

Need for inter country coordination – real exchange rates and balance of 
payments positions



Concluding remarks

In monetary policy oriented systems (euro area in aggregate) fiscal policy does not 
matter very much for stabilisation and inflation. (The mix does matter for interest 
rates and the exchange rate). This is in line with the consensus that fiscal policy 
should be largely concerned with ‘good housekeeping’.

It is dangerous to transplant this consensus to fiscal design within EMU. 

Tight fiscal rules, such as the SGP, risk generating instabilities and may exacerbate 
the adjustment problem between countries. 

In an immature currency area with separate labour markets, real exchange rate 
adjustment between countries and regions is likely to be necessary – but potentially 
difficult. 

There is a consensus that medium term fiscal discipline is necessary. Direct focus on 
the fiscal position (e.g. targeting the fiscal instruments on an objective for the debt 
ratio) may be less effective than focusing on the real exchange rate required to meet 
fiscal objectives in the medium term.

Coordination issues arise with any policy to adjust relative real exchange rates. 

Finally:  Are Germany and Spain overshooting – or is this a benign adjustment?
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