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Preface

The renewed move to EMU became operational on 1 July
1990 when Stage I of the process proposed in the Delors
Committee Report was begun. In December 1990 the European
Community will begin an intergovernmental conference to
negotiate new Treaty provisions that will lay the constitutional
Joundations of economic and monetary union (EMU). The
European Council has agreed that the new Treaty provisions
should be drawn up, ratified by all Member States and avail-
able for use before 1 January 1993. It has also decided that a
second intergovernmental conference should work at the same
time on further Treaty provisions to adapt the institutions of
the Community to the requirements of the political union for
efficient and democratic decision-making.

The Community has thus established its agenda with clarity
and precision. It is an agenda of historic importance.

While the content of the agenda is both economic and political,
the whole process will stand or fall on the basis of the functional
qualities of the economic and monetary union.

This is why the Commission decided to prepare a thorough
economic appraisal of the likely economic effects — costs as
well as benefits — of the move to EMU. In so doing it was
asking its own staff in the Directorate-General for Economic
and Financial Affairs to build a bridge between the political
negotiators on the one hand, and the community of academic
economists on the other, and to stimulate a two-way process
of motivation of economic research and supply of economic
advice. The findings of the research have been summarized in
the proposal on economic and monetary union submitted in
August 1990 to the Council and Parliament as the Com-
mission's contribution to the work of the forthcoming inter-
governmental conference. The systemic proposals contained
in that document are thus supported by detailed economic
analysis.

The present volume is the analysis of the Commission’s staff.
Another volume of papers, to be published later in European
Economy, will offer a cross-section of academic analysis of
principal features of the EMU challenge.

With the 1992 programme to complete the internal market, the
Commission has acquired some experience of the interaction
between policy analysis and policy implementation. In ‘The
economics of 1992", published in European Economy in
March 1988, the Commission presented its economic analysis
underlying the Cecchini Report on the potential gains from
completing the internal market. That study helped the Com-
mission clarify its priorities in implementing the 1992 pro-
gramme, and also to establish the credibility of 1992 in the
eyes of business opinion.

Although methodologically quite different, the present study
on EMU is in some respects a sequel to this earlier work on
1992. It appears at a particularly important time. While not
pretending to resolve all the uncertainties, the study offers to
those concerned with preparation of the EMU Treaty pro-
visions a handbook on the economic implications of their
possible choices. The main actors in the economy — businesses,
trade unions, governments — are offered a reference study
which should help them prepare their strategies to exploit to
the full the potential benefits of EM U and minimize its possible
cOSts.

While the past few years have been extremely positive for the
Community, both in terms of its actual economic trends and
its systemic developments, the onset of the Guif crisis in the
summer of 1990 announces a more difficult period ahead.
Already the oil price increase is approaching in magnitude
those experienced in the 1970s. How does this affect the EMU
project? The present study has much to say on this. While it
makes no attempt to discuss short-run questions, a pervasive
theme is how best the European economy may be equipped to
absorb major external economic shocks in order to minimize
the cost of their impact. The major conclusion is that a strongly
unified European economtic and monetary system can indeed
lower these costs, compared to a poorly coordinated or dispar-
ate response.

Stage | of the movement towards EMU provides the frame-
work within which a resolute and well-coordinated Community
response to the current tensions in the international economy
can be arrived at. To complete the membership of the exchange
rate mechanism of the EMS has always been regarded as a
vital element of the programme for Stage I. It is therefore
encouraging that Spain {on 20 June 1989) and the United
Kingdom (on 8 October 1990) have now joined the eight
original members of the exchange rate mechanism. The two
newcomers are due, moreover, to move from the broad to the
narrow fluctuation margins during Stage I after a transitional
period. This extension of participation in the exchange rate
mechanism means that over 90 % of the Community economy
is now managed under the influence of a continuously operating
and powerful mechanism of monetary policy coordination.
This is a good augury for the further convergence sought for
the remainder of Stage [, in parallel with the negotiations of
the forthcoming intergovernmental conference.

Jacques Delors Henning Christophersen

President Vice-President

Brussels, 10 October 1990
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Executive summary

Executive summary

Summarized in terms of the three major objectives of econ-
omic policy, the likely impact of EMU is:

(i) Microeconomic efficiency: sure advantages, as a sin-
gle currency and economic union complement the sin-
gle market and add to its impact. One market needs
one money. Economic analysis supports the percep-
tions of industrialists that the benefits could substan-
tially reinforce the gains being bbtained from 1992 —
see Graph 1.1,

(ii) Macroeconomic stability : sure advantages as regards
better overall price stability (i.e. both very low in-

fation on average, and low variability ) assuming that
the issues of institutional central bank design are
handled well, and probably some gain also in terms of
the stability of the real economy (lesser fluctuations
in output and employment ) — see Graph 1.2,

(iii) Equity as between countries and regions : opportunities
and risks for all regions, and no a priori balance of
relative advantage for the original or newer Member
States. The least-favoured regions have a real oppor-
tunity for rapid catch-up. EMU, like 1992, is a posi-
tive-sum game.

The present study evaluates the benefits and costs of forming
an economic and monetary union (EMU) in the European
Community.

Economic principles

Defining EMU and its alternatives. Monetary union can
consist of either a fixed exchange rate regime or a single
currency. While both are possible, a single currency is found
to offer a better benefit-cost result in economic terms, and
s0 is the main focus of the analysis.

Economic union consists of a single market for goods, ser-
vices, capital and labour, complemented by common policies
and coordination in several structural, micro- and macro-
economic domains. An efficient economic union requires
much less centralization of policy competences than monet-
ary union.

For the purpose of comparison with a future EMU, thus
defined, the point of departure is assumed to be a Com-
munity which has completed the internal market according
to the 1992 programme, combined with the European Mon-
etary System in which all Member States take part
(1992 + EMS).

If the Community were not to move ahead to EMU, would
‘1992 + EMS’ be a stable alternative? This is not sure, since
complete capital liberalization requires virtually a unified
monetary policy if exchange rates are to be stable. Other
alternatives to EMU might therefore be 1992 with less than
a completed EMS, or a completed EMS with less than a

fully integrated single market. The net benefits of EMU
would be correspondingly greater in relation to these alterna-
tives.

The economic mechanisms in play. The macroeconomic per-
formance of the Community is at stake. The impacts of
EMU will go to the heart of the determinants of the rate
of inflation, growth, public finance trends and even the
management of the world economy.

Because of these different types of impact (e.g. both growth
and stability) an aggregate, quantified estimate of the poten-
tial impact of EMU is not feasible. However many individual
effects can be assessed empirically and this is done through-
out the study. For example, savings in monetary transaction
costs with EMU would be comparable to savings in frontier
costs with 1992, In both cases these relatively small direct
gains are no more than a small part of the indirect and
further dynamic gains.

This view is supported in surveys of industrialists’ opinions,
undertaken by independent research organizations, from
which it appears that the addition of a single currency to
the single market more than doubles the number who would
expect a very positive impact on the European business
climate.

The larger part of the potential economic gains would not
be the automatic results of the institutional changes. The full
gains would require the concerted commitment of national
governments, employers and employees as well as the Com-
munity itself to what amounts to a change of economic
system. This is because the systemic changes deliver only
part of their economic benefits directly; in a larger measure
the benefits would flow indirectly from policy changes in-

9
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Executive summary

Two views of EMU

GRAPH 1.1: A business perception of the microeconomic impact of EMU

Opinions on the prospects for the business climate become very much more positive when a single currency complements
the single market.
1992 plus
% 1992 %% single currency

100 100 ¢

Very posttive Very positive

ey 4

Positive Little Negative Positive Ltle
Oor none or none

Negative

Source : Business survey undertaken for the Commission by Ernst & Young.

GRAPH 1.2: An economist’s perception of the macroeconomic impact of EMU

Compared to a floating exchange-rate regime, EMU improves greatly on the stability of inflatio and real economic activity;
it also improves on the EMS especially as regards the stability of real economic activity.
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Executive summary

duced by the new institutions and rules, and changed behav-
iour in the private economy (Graph 1.3 illustrates this point).

In order to mobilize expectations and to begin to induce
these indirect effects in anticipation of EMU, it is vital that
the intention of the Community to establish the definitive
EMU within a relevant time-horizon be credible. While the
precise means of making such commitments credible is one of
the tasks of the forthcoming intergovernmental conference
(rather than the present study), it is possible in some degree
to model how the economy will respond to a fully credible
EMU. Simulations presented in this study suggest that the
economy would be not only more efficient and less inflation-
ary, but also subject to less variability of prices and output
levels.

The main benefits and costs

The main chapters of the study organize the analysis and
findings along the following lines:

(i) Efficiency and growth. Elimination of exchange rate
uncertainty and transaction costs, and further refine-
ments to the single market are sure to yield gains in
efficiency. Through improving the risk-adjusted rate of
return on capital and the business climate more gener-
ally there are good chances that a credible commitment
to achieving EMU in the not-too-distant future will
help further strengthen the trend of investment and
growth.

(ii) Price stability. This is a generally accepted objective,
and beneficial economically in its own right. The prob-
lem is that of attaining price stability at least cost, and
then maintaining it. The Community has the oppor-
tunity of being able to build its monetary union on the
basis of the reputation for monetary stability of its
least inflationary Member States. Given the paramount
importance of credibility and expectations in winning
the continuous fight against inflation at least cost, this
1s a great advantage.

(iii) Public finance. A new framework of incentives and
constraints will condition national budgetary policies,
for which the key-words will be autonomy (to respond
to country-specific problems), discipline (to avoid ex-
cessive deficits) and coordination (to assure an appro-
priate overall policy-mix in the Community). EMU will
also bring valeable gains for many countries’ national
budgets through reductions in interest rates, as inflation

and exchange risk premiums are eliminated. These ben-
efits will very probably outweigh the loss of seigniorage
revenue to be experienced by some countries.

(iv) Adjusting to economic shocks. The main potential cost
of EMU is that represented by the loss of monetary
and exchange rate policy as an instrument of economic
adjustment at the national level. This loss should not
be exaggerated since exchange rate changes by the Com-
munity in relation to the rest of the world will remain
possible, whereas within the EMS the nominal exchange |
rate instrument is already largely abandoned, and EMU
will reduce the incidence of country-specific shocks.
Relative real labour costs will still be able to change;
budgetary policies at national and Community levels
will also absorb shocks and aid adjustment, and the
external current account constraint will disappear.

Moreover, model simulations suggest that with EMU,
compared to other regimes, the Community would have
been able to absorb the major economic shocks of the
last two decades with less disturbance in terms of the
rate of inflation and, to some extent also, the level of
real activity. This is of renewed relevance, given that
the Gulf crisis of summer 1990 once again subjects the
Community to a potentially damaging economic shock.

(v) The international system. With the ecu becoming a major
international currency, there will be advantages for the
Community as banks and enterprises conduct more
of their international business in their own currency;
moreover the monetary authorities will be able to econ-
omize in external reserves and achieve some inter-
national seigniorage gains. EMU will also mean that
the Community will be better placed, through its unity,
to secure its interests in international coordination pro-
cesses and negotiate for a balanced multipolar system.

The impact through time and space

(vi) Transitional costs and benefits. The costs of the tran-
sition to EMU (in disinflating, reducing budget deficits),
for the countries not yet fully prepared, would be greatly
reduced by the setting of clear political commitments to
the definitive EMU at a not-too-distant time in the
future. If economic agents (public authorities, com-
panies, trade unions, individuals) perceive these com-
mitments to be credible, they will anticipate EMU in
their economic strategies and behaviour. Such a process

11
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GRAPH 1.3: Simplified schema of the effzcts of EMU
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Nore: See Graph 1.4 for greater detail.
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has already been at work to advantage with the 1992
programme, and a similar strategy could be equally
beneficial for EMU, if not more so.

Since most of the costs of moving to EMU arise in the
preparatory stages of the process (as set out in the
Delors Committee report), whereas some of the import-
ant benefits (elimination of exchange rate uncertainty
and transaction costs) arise only in the definitive regime
with a single currency, there is a clear economic case
for a relatively short duration for the transitional period.

(vii) Impact on the regions. As regards the regional distri-

12

bution of the impact, which is relevant to the objective
of longer-term convergence of economic performance,
there are no a priori grounds for predicting the pattern
of relative gains and losses. There are risks and oppor-
tunities of different types affecting both categories of
regions. Policies are already at work to reduce lo-

cational disadvantages of the least favoured and geo-
graphically peripheral regions. However, the key to the
catching-up process lies in obtaining synergies between
Community and national efforts to upgrade the least
favoured regional economies. The fixing of clear policy
objectives, such as for the single market and EMU, are
also highly relevant here for mobilizing such efforts.

(viii) Convergence. About half the Community (D, F, B, NL,

L, DK, IRL) could proceed now to EMU with little
difficulty, notably given their advanced degree of con-
vergence in terms of inflation and cost trends. Three
other countries (I, E, UK) have some adjustments to
make still, but these are surely feasible within a few
years. The two remaining countries (GR, P} have larger
adjustments to make, but these countries too could,
with political will, set their sights on participation in
the full EMU, at the same date as the rest of the
Community.
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Executive summary

Key points relevant to the forthcoming intergovernmental
conference, which will prepare Treaty provisions for EMU,

are.’

(i)

(it)

the case for a single currency as the first-best form
of monetary union is supported on economic grounds,
since only in this way can exchange uncertainty and
transaction costs be completely eliminated and the
benefits of full credibility of the union fully secured;

the case for the central bank to be granted a clear
mandale to secure price stability and institutional
independence is also supported, and indeed necessary
to secure the full potential gains of a single currency;

(i)

(iv)

the case for centralized powers aver budgetary policy
is much weaker, but the future regime will still have
to conciliate the need for a common standard of
discipline over deficits and debt with that for flexible
response at the national level to country-specific
shocks;

the transitional adjustment of private and public sec-
tors to the disciplines of EMU will be made more
rapidly and at less cost if the final objectives for
EMU are the subject of credible commitments by the
public authorities for completing the monetary union
at a not-too-distant time in the future.

Further conditions for a successful functioning of EMU

are:

(i}

(i)

an effective economic policy coordination function
will be required, built presumably around the powers
of the Council of Ministers for Economics and Fi-
nance;

this coordination function will have to concern the
overall macroeconomic policy mix of the Community,
and thus require concertation with EuroFed and a
unified Community participation in international
economic and monetary cooperation;

(iii)

(iv)

fv)

Member States will be largely responsible for manag-
ing national budget deficits at the low levels consist-
ent with a high standard of monetary stability, since
Community rules in this area should not establish a
precise centralized control;

the costs of absorbing country-specific economic
shocks will be minimized if labour costs adjust rela-
tively flexibly;

the catch-up process of the least-developed countries
and regions depends critically on securing synergies
between on the one hand national development and
stabilization efforts, and on the other hand the Com-
munity’s policies for the single market and EMU.

13
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Synthesis and economic principles
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Chapter 1. Synthesis

Chapter 1

Synthesis

The present study is an evaluation by the staff of the Com-
mission of the potential economic impact of forming an
economic and monetary union (EMU) in the European
Community. It provides an analytical background to the
proposals which the Commission addressed to the Council
and Parliament in August 1990 entitled ‘Economic and mon-
etary union’.

1.1. What alternative regimes are to be
compared?

The processes of completing the single market by 1992 and
now of achieving EMU are continuous ones. To make an
analysis of their benefits and costs requires that the points
of comparison be clear, which is not itself such a simple
matter.

The end-point of the process must be defined, as also the
alternative regime which would otherwise be assumed to
prevail at that time.

As regards the end-point, the Delors Committee report
identifies the definitive monetary regime as consisting either
of a fixed exchange rate system or a single currency system.
There are significant economic and political differences be-
tween the two, with the single currency emerging as the first-
best economic system. The latter is therefore the principal
reference for the end-point, although the comparison with
the fixed exchange rate alternative is thoroughly discussed
{(Chapters 2, 8).

Economic union is a less clear-cut concept than monetary
union. A completed internal market for goods, services,
labour and capital is a large and necessary feature of eco-
nomic union. Beyond that, however, there is a wide spectrum
of conceivable possibilities. These range between adding
rather little to 1992 to examples of federal economic unions
such as in the United States, with a very large federal
budget and associated responsibilities for public expenditure
functions and taxation.

The approach of the present study is to follow the principle
of ‘subsidiarity’ that is increasingly advocated by the Com-
munity institutions. According to this principle only those
economic policy functions which can be more efficiently
discharged at the Commtunity level are transferred from the
national level. The list of policies that qualify on these

grounds is likely to evolve gradually over time as increasing
interdependence makes various policies more difficult to
manage efficiently at the national level. Indeed, the increase
in Community competences assumed for the purpose of the
present study, to be added to 1992 and so to constitute the
economic union, are basically evolutionary in nature (see
Chapters 2, 3 and 5).

As regards the alternative regime, as a first approximation
this might be the status quo in the first half of 1990, just
before the beginning of Stage I of the EMU process, but, as
will be seen, this is not entirely satisfactory.

The status quo of the first half of 1990 sees the legislative
programme for completing the internal market as a little
over half adopted. There were already, however, signs that
the economy has been anticipating 1992, both at the level of
business decisions and national economic policies. Moreover
the economic impact of 1992 has earlier been the subject of
detailed evaluations in the Cecchini report and associated
literature (see ‘The economics of 1992" in European Economy
No 35 of March 1988). For these reasons the status quo
may be more suitably defined as assuming completicn of the
1992 programme,

On the monetary side the status quo of 1990 sees eight
countries adhering to the narrow-band variant of the ex-
change rate mechanism (ERM) of the European Monetary
System (EMS). Two countries (Spain and the United
Kingdom) joined the broader band of the ERM recently (on
20 June 1989 and 8 October 1990 respectively), and two
countries (Greece and Portugal), remain outside the ERM.
However, all Member States are committed to joining the
narrow band of the ERM as well as completing the liberaliza-
tion of capital movements. While the timing of these remain-
ing actions to complete the EMS is not fixed, it is agreed
that this will take place in Stage 1 of the EMU process which
began on 1 July 1990.

The present study concentrates therefore on comparing the
net advantage of moving from a Community that had com-
pleted the single market and membership of the EMS
{1992+ EMS) to an EMU comprising a monetary union
with a single currency and an economic union possessing a
minimum of competences.

In one important respect, however, this approach may well
err on the side of underestimating the net advantages of
moving to EMU. This is because the advantages of
1992+ EMS may not all be sustainable without the clear
prospect of further movement to the definitive EMU. The
economic advantages of 1992 are certainly not fully achieva-
ble without a single currency, especially in the field of finan-
cial market integration. In addition the EMS in its present

17
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Part A — Synthesis and economic principles

stage of development may not be compatible with complete
capital market liberalization as required by 1992. The status
quo may not, therefore, be a stable one. If the move to EMU
were not to take place, it is quite likely that cither the EMS
would become a less stable arrangement or capital market
liberalization would not be fully achieved or maintained.
For these reasons it can be argued that the alternative
regime for the benefit-cost analysis should be something less
advanced in terms of integration than either the full 1992
programme or the present EMS or both (these alternatives
are discussed more thoroughly in Chapter 2). In essence, the
alternative to progress is regress, rather than the status quo.
If this argument is accepted, it logically strengthens the
economic case for moving ahead to EMU.

Intermediate stages of monetary integration which are in-
tended to be transitional are not substantially analysed, since
their overall economic consequences are hard to evaluate,
for reasons commented on below (Chapier 8). This is true
both of the Stage II of the Delors Committee report, and
the alternative Stage II proposed by the British Government.

1.2. The conceptual framework

EMU will have a very pervasive impact on the workings of
the economy. Many different mechanisms will come into
play and interact. It is therefore particularly important to
establish a clearly structured conceptual framework within
which to discuss the detail.

The impact of EMU may be viewed schematically (in a
simplified form in Graph 1.3 above) as a chain of cause and
effect that passes through successive phases: first systemic
changes, these leading to actual policy changes, and then on
to behavioural changes in the economy, before emergence
of the final economic impacts in terms of the objectives of
public policy. Thus, more preciscly:

(i) the definitive EMU represents initially a set of systemic
changes, or changes to the economic constitution. This
involves the new single currency (the ecu) in its domestic
and international role, the new central bank (EuroFed),
the completed single market (1992) and a changed role
for national budgets (budget rules);

(ii) the policy changes occur in both the monetary and
economic branches. The introduction of a single cur-
rency and the EuroFed institution has a profound im-
pact on the management of monetary policy. For exam-
ple, the commitment of monetary policy to price stab-
ility should acquire decisively strengthened qualities of
unity and credibility. Economic policy-makers will also

18

find themselves operating within the constraints of new
disciplines and responsibilities as regards budgetary
policy;

(iii} the behavioural changes of economic agents concern
enterprises, trade unions, households and financial mar-
kets. They come to recognize that the systemic changes
not only affect them directly through the single market
and single currency, but also indirectly through the
policy-makers (monetary and budgetary policies, for
example, become less accommodating with respect to
non-competitive costs and prices);

(iv) the final economic impacts may be identified in terms
of the three conventional objectives of economic policy:
microeconomic efficiency in resource allocation and
economic growth, macroeconomic stability with regard
both to inflation and output and employment, and
equity with respect to the distribution of impacts be-
tween countries and regions. The systemic, policy and
behavioural changes all culminate in impacts that fall
under one or more of these objectives.

However, as was suggested in Graph 1.3, some of the impacts
of the systemic changes deliver benefits directly, such as
when the single currency eliminates transaction costs, with-
out passing indirectly through policy and behavioural
changes. Similarly for policy changes, there is a mix of direct
and indirect impacts.

Moreover there are some important interactions between
these final impacts. For example, lower inflation contributes
to higher efficiency; and faster economic growth contributes
to the catch-up of backward regions.

This schema of analysis, in its simplified form, is not yet
sufficiently precise to identify the economic mechanisms that
actually deliver the final benefits and costs. Greater detail is
therefore given in Graph 1.4, in which the mechanisms are
identified and these form the core structure to the study as
a whole. Each of these mechanisms is discussed individually
later in this chapter, and they are also summarized as a
check-list in Box 1 at the end of this chapter.

Sixteen mechanisms may appear complicated, but this rep-
resents the reality that the impacts of EMU will be both
complex and heterogeneous in nature, There will be costs as
well as benefits, direct as well as indirect effects, automatic
as well as conditional effects. Compared to the economic
impact of 1992, which essentially improves the efficiency of
the economy, EMU will in addition have an important
impact in lowering the average rate of inflation, as well as
in lowering the variability of both the level of output and
inflation. All of these impacts correspond to distinct objec-
tives of economic policy. However reliable quantification is
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only possible for some of them. For this reason, quite apart
from the problems of weighting together heterogeneous im-
pacts, no overall quantitative estimate of the potential net
benefits of EMU is presented. This difference with the Com-
mission’s earlier study on the impact of 1992 does not mean
that EMU is any less far-reaching in its implications, on the
contrary. The economic methodology used to assess these
various types of impact is explained in Chapter 2, with
further detail in supporting chapters and annexes.

While the individual mechanisms at work may be numerous
and complex, the overall picture becomes clear when it is
observed that they all converge in their effects upon one or
more of the three classic objectives of economic policy:
efficiency, stability and equity.

Thus:

(i) Efficiency: the addition of a single currency to a single
market will perfect the resource allocation function of
the price mechanism at the level of the Community as
a whole. Without a completely transparent and sure
rule of the law of one price for tradable goods and
services, which only a single currency can provide, the
single market cannot be expected to yield its full benefits
— static and dynamic. With ‘one market and one
money’, the Community economy could confidently be
expected to improve further its underlying economic
performance. This already appears in the views of indus-
trialists recorded in surveys, according to which the
addition of a single currency to the single market would
more than double the number of enterprises expecting

GRAPH 1.4: Detailed schema of the effects of EMU
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a ‘very positive’ impact on the business climate in the
Community — as was shown in Graph 1.1.

(ii) Stability: governments aim to secure a favourable com-
bination of two main macroeconomic equilibria — the
price level and real economic activity (output and em-
ployment). More precisely, the objectives are to achieve
low inflation and unemployment levels in terms of their
equilibrium rates, and also minimum variability in both
cases. EMU, with a well designed institutional structure
building on an inherited reputation for price stability,
is a highly probable means of securing the price stability
objective. The growth effects of extra induced invest-
ment could also, possibly, reduce the underlying unem-
ployment rate. The prospects of securing a reduced
variability of inflation and output may be less self-
evident, but evidence from new methods of model simu-
lation suggest that a favourable outcome can be secured
here too, as was shown in Graph 1.2. These simulations
replicate the typical economic shocks experienced in the
last two decades such as the oil shocks. They suggest
that under EMU the Community would have absorbed
these shocks at less cost than was the case under less
unified monetary regimes. (Correspondingly, the new
oil shack of 1990 could be better handled if EMU were
already in place.)

(iii) Equity: the main focus here is between regions and
countries whose initial conditions differ markedly, for
example advanced versus less-developed. There are ar-
guments that go in off-setting directions, for example
economy of scale advantages of the centre versus lower
labour costs and faster potential productivity gains in
the least favoured regions. There are no grounds for
expecting the net balance of relative advantage to fall
systematically in one direction or the other. Community
policy instruments are addressed to making good weak-
nesses in basic resource endowment where possible. But
the major determinant of the desired catch-up process
will be whether the public authorities and economic
agents of the regions and countries concerned can secure
synergies between Community strategies for 1992 and
EMU and domestic development efforts.

1.3. The main benefits and costs

The 16 mechanisms already announced are now explained
sufficiently to indicate their most important features, with a
full account given in supporting chapters.

These mechanisms are presented in groups (five in all, corre-
sponding to Chapters 3 to 7). The first two, concerning
microeconomic efficiency and price stability and monetary
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policy, introduce the most important direct effects of eco-
nomic and monetary union.

The next two groups, concerning public finance and the
problem of adjusting the economy without changes in the
nominal exchange rate, introduce important indirect impacts
for both the stability and efficiency of the economy, and
also concern conditions for a successful functioning of EMU.

The final category concerns impacts on the international
economic and monetary system. This has implications for
macroeconomic stability and, at the microeconomic level,
for business and banking through the role of the ecu as an
international currency.

1.3.1. Concerning efficiency and growth

EMU will result in an amplification of the type of economic
benefits that follow from the 1992 programme. Indeed only
a single currency allows the full potential benefits of a single
market to be achieved. For this reason it is no coincidence
that they are historically observed to go together. The eco-
nomic literature also now points out how the static efficiency
gains from market and monetary integration should also
translate into dynamic gains in terms of the rate of economic
growth for a medium-term period at least.

Exit exchange rate variability and uncertainty
(mechanism 1)

The EMS has observed a considerable reduction in nominal
exchange rate variability between the ERM participants, but
this 1s not the case for currencies outside the ERM. In recent
experience (1987-89) the average monthly variability of indi-
vidual EC currencies against all other EC currencies has
been 0,7 % for ERM currencies and 1,9 % for non-ERM
currencies. These are therefore the degrees of variability that
EMU could eliminate.

The reduction of real exchange rate variability has been less
pronounced. However, as argued further below, some real
flexibility (i.e. in relative labour costs and competitiveness)
is actually desirable.

Exchange rate uncertainty is as damaging to the economy
as variability if not more so. Uncertainty, as revealed by
exchange risk premiums in interest rate differentials, can
persist well beyond the actual stabilization of the exchange
rate. This is why moves from the present EMS to monetary
union would be highly beneficial to the business environ-
ment, even if the recent stability of EMS exchange rates has
been impressive.
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There is evidence that foreign direct investment responds
positively to exchange rate stability. Recent surveys show
that exchange rate stability is generally highly valued by
industrialists. Econometric evidence on the impact on trade
is weak, but the impact through the efficiency and volume
of investment seems likely to be more important.

Exit transaction costs (mechanism 2)

These typically range from the very small for inter-bank
transactions (0,1 %), to the more substantial for commercial
transactions {0,3 % for an ECU 100 000 transfer, 0,5 % for
ECU 10 000), to the very costly for small bank transfers
(12 % for ECU 100). The cost of exchanging bank-notes
between major and minor currencies can be an extremely
high 25%. In addition companies incur in-house costs,
which case studies indicate can amount to around 4 % of
the profits on sales in other EC markets.

Overall transaction costs can be conservatively estimated to
amount to around 1/2 % of GDP (ECU 13 to 19 billion per
year) for the Community as a whole, which is to be compared
to the 1/4 % of GDP estimated in the Cecchini report for
border costs for the circulation of goods. Both appear to be
only a small part of the overall market-segmenting influ-
ences. On the monetary side the combination of risk factors
and transaction costs has a particularly damaging impact
on efficient resource allocation.

Transaction costs are particularly high (1 % of GDP) for
some of the Member States which have small and very open
economies or weak currencies that are little used inter-
nationally.

Apart from foreign exchange transaction costs, cross-border
transactions bear additional costs (bank charges and com-
missions, delays) due to the present inefficiency of inter-
national payments systems. Only the combination of 1992
and a single currency can offer the prospect of reducing
these costs to a minimum, such as within the United States.

In a fixed exchange rate system the authorities could conceiv-
ably impose a ‘par-clearing’ practice on banks, as was the
case at one stage in the United States: (i.e. no bid-offer
margins and no special exchange transaction costs would be
permitted). But this would still presumably require monetary
reforms, so as to give all currencies of the system the same
par value, which practically amounts to moving to a single
currency.

Building on 1992 (mechanism 3)

The 1992 programme will achieve the essential break-
through for market integration. However, there are several

respects in which microeconomic policies of the Community
should be able to secure further economic benefits beyond
those following from implementation of the 1985 White
Paper. These include deeper liberalization of energy and
transport markets than provided for in the White Paper.
European infrastructural investments for cross-border
traffic, including high-speed trains and better air traffic
control, will complement market-opening policies. Compe-
tition policies for reducing subsidies and controlling undesir-
able concentrations have a large agenda for action ahead.
Increasing integration will call for some tax harmonization
initiatives to avoid inefficient market distortions. The R&D
policies of the Community could be further developed to
profit from economy of scale advantages for many projects.
The current expansion of the structural Funds, in the course
of being doubled between 1988 and 1992, will have to be
evaluated and adapted to the needs of economic union.

From static to dynamic gains (mechanism 4)

The gains from 1992 and monetary integration have tradi-
tonally been analysed in terms of step improvements in
economic efficiency and welfare, i.e. a once and for all gain,
even if this is achieved only progressively over a period of
years. Actual experience of how the 1992 process seems to
affect the economy and recent developments in the economic
literature have drawn atiention to how a major impetus,
such as 1992 or EMU or both together, may also trigger an
increase in the underlying rate of growth of the economy.
Two features of this analysis may be highlighted.

First, if the productivity of factors of production is improved
(as through the 1992 programme) or if the risk-adjusted rate
of return is increased (as through EMU in diminishing
exchange rate risk), then investment will increase and so
carry with it the rate of economic growth at least in the
medium run. Estimates show that if EMU reduced the risk
premium in the required rate of return by a moderate amount
(0,5 percentage points) there could be a substantial growth
offered over the long run, accumulating to perhaps 5% of
GDP.

Second, analysis of the European unemployment problem
has recently given attention to the ‘hysteresis’ effect, accord-
ing to which alternative equilibrium rates of unemployment
are possible, with the actual one heavily influenced by recent
history or inertial factors. According to this interpretation
an impetus that creates more optimistic expectations in the
economy may cffectively shift the economy onto a higher
performance trajectory, with a dynamic adjustment from one
equilibrium unemployment rate to a second more favourable
one. More optimistic expectations, initiated by a credible
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policy deemed favourable to the business environment, may
thus become self-fulfilling.

Although such arguments may still be speculative, they bear
comparison with the rise of business confidence and invest-
ment in the Community since the time when the 1992 pro-
gramme became credible. Given the very positive business
opinions on EMU reported above, it is quite conceivable
that the addition of EMU to 1992 could indeed carry the
economy onto a still stronger trend performance.

1.3.2. Concerning price stability

Since it is proposed that the Community’s future central
bank (EuroFed) be given the statutory duty to secure price
stability as its priority objective, it is important to be clear of
the economic justification for this choice, and why monetary
union could achieve it at least cost.

The benefits of price stability (mechanism 5)

Taking the macroeconomic record of the industrialized
countries in terms of inflation, growth, unemployment and
income per capita levels over medium- to long-run periods,
there is no evidence that higher inflation can be exploited as
a means of securing the other economic policy objectives
mentioned. The old theory that there is a trade-off between
high inflation and low unemployment is now unsupported
as a matter of theory or empirical analysis, except for short-
run periods. On the contrary there is some (statistically
weak) positive relationship between low inflation and high
real economic performance. The post-war macroeconomic
experience of the industrialized world suggests that, on aver-
age, high inflation countries have a higher unemployment
rate and a lower income per capita.

To identify more precisely why this should be so, economic
analysis makes the distinction between anticipated and unan-
ticipated inflation.

Anticipated inflation imposes costs on the holders of money,
and on producers in the need to change price lists. It does,
however, give quasi-tax revenues to the government (seig-
niorage), which is only an advantage to the extent govern-
ments cannot collect taxes efficiently.

Unanticipated inflation may allow governments to benefit
in the short run by depreciating the public debt in real
terms; but in the long run this becomes a disadvantage since
markets impose an inflation risk premium on governments
which do not earn a reputation for stability-oriented policy.

22

High inflation rates are also more variable and uncertain,
and cause more relative price variability. This makes the
price mechanism less efficient in its resource allocation func-
tion. At the macroeconomic level it results in ‘stop and go’
policies, which make efficient business strategies extremely
difficult.

Institutional factors conducive to price stability
(mechanism 6)

While any government and central bank can in principle
secure price stability, there are reasons to expect this objec-
tive to be achieved with a higher probability and minimal
cost by an independent central bank which is given this
objective as its statutory duty.

Political science recognizes, in this context, the importance
of the different incentive structures of central banks and
governments. Governments typically have electoral cycles
which may at times make it attractive to exploit short-
term gains against longer-term costs. Monetary policy is
vulnerable in this situation, unless the central bank has
political independence, board members with long and secure
tenure, and statutes establishing an explicit duty to give
priority to price stability.

In practice these factors appear responsible for the observed
correlation between institutional independence of the central
bank and price stability, with Germany and Swilzerland
representing the most positive examples.

Thus there are sound reasons for the design of EuroFed
to follow these examples, more than some average central
banking constitution.

The costs of disinflation (mechanism 7)

The reduction of inflation is usually resisted because it in-
volves transitional costs. These arise for two reasons: wage
and price rigidity and the difficulty of securing credibility
for the stabilization objective.

These two factors are related, and both can be strongly
influenced by institutional strategies. This has already been
observed in the processes of convergence in the EMS, with
the linkage of the exchange rate of countries whose stabiliza-
tion strategies were initially weak in credibility to those with
strong credibility. Political commitment to a central banking
system, which itself has a reputation for price stability, is
thus a key to minimizing the transitional costs of disinflation.
Expectations are at the heart of the inflation process. This
is why disinflation costs could be reduced by agreement in
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the Community on a suitable institutional design of Euro-
Fed, and clear commitments to its full entry into operation
at a fixed date.

Such a date should be just long encugh to allow for necessary
adjustments, but not so distant as to appear irrelevant to
economic agents.

1.3.3. Concerning public finance

The public finances of Member States will be deeply affected
by the move to EMU. This will involve direct benefits, as
well as some costs, for the budgets of some countries in the
transitional period. But more important will be the recasting
of the role of national budget policies in the monetary union,
and the intensified competitive pressure in due course on
national public expenditure and tax systems.

Revision of the framework for macroeconomic budgetary
policy (mechanism 8)

Loss of the monetary policy and exchange rate instrument
at the national level will place new demands on budgetary
policy at the national level for stabilization and adjustment
purposes in the case of country-specific disturbances. This
requires flexibility and autonomy, at least within a normal
range of sustainable public deficit and debt levels.

However, a high standard of monetary stability implies that
unsustainable public deficits and debt cannot be monetized
anymore. Budgetary discipline, in order to avoid excessively
high deficits, will need to be intensified, and the Community
is discussing proposals to this effect. Measures to this effect
would be justified because it is not self-evident whether
monetary union will itself have the automatic effect of en-
hancing budget discipline at the national level. While moneti-
zation will cease to be possible, financial market integration
will make available a larger source of savings to national
authorities and the external current account will disappear
as a direct financial constraint,

Increased economic interdependence between Member
States will also warrant more intensified coordination of
budgetary policies and mutual surveillance, especially in
relation to the overall monetary-budgetary policy-mix and
the Community’s external current account.

Direct impacts on expenditures and revenues
(mechanism 9)

In EMU the profits from the issue of currency will naturally
be collected at the Community level, and these seigniorage

revenues will in some way be returned to the national econ-
omies (central bank profits are usually transferred to the
budget), and to this extent there will be no Joss of seigniorage.
Countries with the highest inflation rates may suffer net
seigniorage losses, but not greater than 1/2 to 1 % of GDP,-
given that the 1992 programme will already induce through
competitive pressures a reduction in the very high reserve
requirements imposed in some countries by the central bank.

On the other hand countries with high interest rates will
benefit as these come down to the rates prevailing in
countries with the lowest inflation rates. In part these re-
ductions will only be in the nominal interest rate, offset by
a lower erosion by inflation of the real value of the public
debt. Even this, however, is not without significance, since
a lower nominal interest rate would help reduce the apparent
budget deficit automatically, and imply less need to cut real
publi¢ expenditure programmes that might seem necessary.
However, real interest rates could also be reduced where
these carry at present a significant premium reflecting market
perceptions of expected depreciation and exchange-rate risk.

This margin is in several countries 2 % or more. While these
premiums are transitional in nature, they are typically large
compared to the likely net loss of seigniorage in the case of
Community countries which are already embarked on the
transition towards monetary stability. (Seigniorage is only
really important for countries that have permanently very
high inflation rates and poorly developed tax systems).

Indirect impact on expenditures and taxation
(mechamism 10)

EMU will intensify competitive pressures on certain public
expenditures and taxes on mobile factors. As a general spur
to public sector efficiency these pressures are to be welcomed,
for example to improve education systerns and economic
infrastructure, and avoid social security systems imposing
unnecessarily heavy taxes on employment. However care
will alse need to be taken to avoid under-provision of public
goods whose benefits spread across frontiers, or the erosion
of taxation on tax bases that can easily migrate. This is the
gconomic justification for acts of harmonization or establish-
ment of minimum standards of public goods or tax rates in
appropriate cases.

1.3.4. Concerning adjustment without
exchange rate changes

The principal risk in forming a monetary union is that
involved in losing the possibility to change the nominal
exchange rate. This section evaluates that risk, and the
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alternative instruments for adjusting economies in circum-
stances when nominal exchange rate changes might other-
wise be made. The chief uses of exchange rate changes
are to improve labour cost competitiveness (e.g. devalue to
protect employment) or control inflation better (e.g. revalue
to reduce prices). The inflation issue has already been dis-
cussed above, and so the present section focuses on the uses
for the exchange rate for purposes of preserving employment
and regional balance in the case of adverse economic shocks.

Loss of the nominal exchange rate instrument
(mechanism 11)

The loss of the nominal exchange rate instrument implied
by EMU is the most important economic cost involved, but
this should not be exaggerated for several reasons. First, the
nominal exchange rate of the ecu, in relation to the rest of
the world, will still be variable. Secondly, participants in the
ERM have already forgone nominal exchange rate changes
to a high degree, and even those currencies outside the ERM
pursue ‘firm’ exchange rate policies to avoid risks of higher
inflation. Thirdly, changes in nominal exchange rates have
been no ultimate guide to real exchange rate changes (i.c.
relative labour costs and competitiveness) between EC
countries in the last decade; a correlation is only observed
for an initial period. They therefore chiefly serve only to
offset differences in inflation rates. Exchange rate changes
can help for an initial period to protect employment from
the effects of an adverse economic shock, but at the cost of
poorer results in terms of inflation and also, in the medium
term, dissipation of the employment gains too. (Simulation
results are given in Chapter 6 and Annex D.)

Real adjustments in competitiveness (mechanism 12)

Real exchange rate changes remain possible in EMU, since
some important prices can change still between regions (e.g.
those of housing and commercial property) as well as wage
costs. Some federations (e.g. Canada) have seen as large real
adjustments between provinces as the EC national economies
observed between themselves in the last decade. While ad-
justments to adverse shocks need to remain possible, the
evidence of the last two decades within the EC shows that
trend changes in real exchange rates have not explained
differences in growth rates at all. Persistent real devaluation
strategies do not seem to buy faster growth, at least not in
Western Europe.

EMU will reduce country-specific shocks {mechanism 13)

The case for exchange rate changes relates mainly to the
incidence of country-specific shocks that cause losses of
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demand for a couhtry’s typical products, or of competitive-
ness for its producers. While the possible occurrence of
country-specific shocks cannot be eliminated, they are likely
to become less probable for three reasons. First, integration
as a result of 1992 and EMU leads to changes in industrial
structures in the direction of deeper ‘intra-industry’ trade
and investment relations, which means that most countries
become involved in both exporting and importing the prod-
ucts of many industries. Old-style comparative advantage,
in which countries specialize their production in distinct
commodities, becomes less important. As a resuit sector-
specific shocks become to a lesser degree country-specific in
their impact. Secondly, a credible monetary union will affect
the behaviour of wage-bargainers. They will be more careful
about risking becoming uncompetitive, given that devalu-
ation will not be an option. Thirdly, EMU will eliminate an
important category of country-specific shocks which orig-
inate in exchange rate movements themselves and imper-
fectly coordinated monetary policy. Recent metheds of
model simulation suggest that EMU could as a result signifi-
cantly reduce the variability of inflation and also to some
extent output (see Chapter 6 and Annex E). These results
apply also to the costs of asymmetric responses by Member
States to common economic shocks, of which oil price rises
are the major example (recurring in 1990 for the third time
in recent history).

Financial flows will be available to absorb shocks
(mechanism 14)

A major effect of EMU is that balance of payments con-
straints will disappear in the way they are experienced in
international relations. Private markets will finance atl viable
borrowers, and savings and investment balances will no
longer be constraints at the national level. National budgets
will, as mentioned, retain their capacity to respond to na-
tional and regional shocks through the mechanisms of social
security and other policies. The Community’s structural
policies have a complementary role, and may be further
developed in response to needs.

1.3.5. Concerning the international system

The primary aim of EMU is to strengthen the integration
of the Community and improve its economic performance.
However, due to its weight in the world economy, EMU will
necessarily have far-reaching implications for the inter-
national economic and monetary system. Care will have to
be taken to avoid some potential problems, and to make the
changes a positive-sum game for the international com-
munity as a whole.
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The ecu as a major international currency (mechanism 15)

As the single currency of the Community, the ecu will com-
pete as an international vehicular currency with the dollar
and yen on an equal footing. The ecu would no doubt
increase its international market share as a numeraire for
trade and contract thus saving around 0,05 % of GDP to
the Community in transaction costs; also as a means of
payment and store of value in the denomination of assets
and liabilities, perhaps to the extent of a conservative 5%
of the total world portfolio. Community enterprises and
banks would have the advantage of doing more of their
business in their own currency. The economy would be less
subject to short-term variability in its terms of trade as a
result. Seigniorage gains from the use of ecu banknotes
in other countries would develop, gradually accumulating
perhaps to around USD 35 billion (as a one-time gain, not
annually). EMU would also be beneficial to those partner
countries, mainly in the rest of Europe presumably, which
were to choose to peg their currencies to the ecu. Inter-
national reserve holdings of ecu-denominated assets outside
the Community will probably increase, but since these will
bear market interest rates they represent little direct gain.
The Community itself would be able to economize in external
reserve assets, perhaps by as much as one half, or USD 200
billion. The various portfolio shifts into ecus could conceiv-
ably cause an unintended exchange rate appreciation, but
this would not necessarily happen since borrowers and len-
ders might increase their demand for ecus in parallel, and
the movement could be a gradual one over many years.

International cooperation (mechanism 16)

EMU would effectively unify and strengthen the Com-
munity’s presence in international forums. As the Com-
munity and its Member States would speak with one voice,
a reduction in the number of players (e.g. from G7 to G4)
should facilitate the coordination process. The Community
could intervene more effectively to encourage developments
of the world policy-mix that would be advantageous to its
interests. In terms of systemic developments EMU could be
a decisive building block for establishing a balanced tri-
polar monetary regime.

1.4. The impact through time and space

While the uitimate impact of these many consequences of
moving to EMU is highly likely to be exceedingly beneficial
there are further dimensions to be evaluated. For the Com-
munity as a whole there is the question how the flow of

benefits and costs will develop over time through the stages
proposed in the Delors Committee report. This will influence
the optimal speed of the move towards the single currency.
For each Member State there is the question how it in
particular stands to be affected, given differences in eco-
nomic structure at the outset. A preoccupation of several
countries is how the economically least-favoured regions are
likely to be affected. (These issues are examined in
Chapters 8 to 10).

1.4.1. Transitional issues

The optimal speed of the move to the definitive EMU will
depend on three inter-refated factors: first, how benefits and
costs of EMU develop stage by stage, secondly, whether the
intermediate stages will face risks of instability, and thirdly,
the progress made by Member States in the convergence of
their economic performance. The overall conclusion points
to the advantages of relatively rapid moves through to the
single currency, but taking sufficient time to foster greater
convergence for several countries. There is a strong economic
case for setting fixed and credible time-tables, to spur conver-
gence and encourage anticipatory adjustments on the part
of governments and businesses.

Benefits and costs by stages

Exchange rate variability within the ERM has already been
reduced by three-quarters of what preceded establishment
of the EMS, and this will presumably be the experience also
of new ERM participating currencies as its membership is
generalized in Stage 1. Correspondingly, a large part of the
costs of adjustment to exchange rate stability have already
been borne, or will be so in Stage 1. However, exchange rate
uncertainty, and associated interest rate costs may remain a
good deal longer.

The benefits from achieving fully credible monetary stability
(internal and external} can only be achieved by a single
currency, since exchange rate fixity can be affirmed but not
proved. A single currency would be for all enterprises, trade
unions and individuals sign of a genuine regime change, and
would help ensure that they adapt to the required wage and
price discipline. In addition transaction costs will only be
eliminated with a single currency. International advantages
will also accrue especially with a single currency.

The costs of doing without exchange rate changes as an
adjustment instrument will gradually diminish over time as
economic integration becomes deeper.
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Overall the adjustment costs of EMU mostly arise early in
the transition, and the benefits are harvested to a consider-
able extent only at the end of the process, as is illustrated
by Table 1.1 for the 16 mechanisms discussed above. The
single currency is clearly the first-best solution economically,

Possible instability in the transition
The complete openness and increasing integration of finan-

cial markets resulting from the 1992 programme will increase
the potential for currency substitution. Speculative attacks

on individual currencies could be of enormous power if
financial markets are given any reason to doubt the commit-
ment of the authorities to defend the fluctuation margins of
the ERM. The transition will also have to manage smoothly
the change of monetary policy leadership from one based
on Germany to that of the independent EuroFed. These
factors favour a short Stage 11 while EuroFed becomes
established but does not have full responsibility. It also
points to the advantages of the single currency as the defini-
tive regime, in preference to fixed exchange rates, in terms
of clarity, credibility and therefore stability.

Table 1.1

Economic mechanisms generating benefits and costs, by stages of EMU, as in the Delors Committee Report

Stage | Stage Illa Stage IlIb
(fixed (single
exchange rates) currency)

Efficiency and growth
1. Exchange-rate variability and uncertainty + + + ++
2. Exchange transaction costs + ++
3. Extending 1992 to economic union + +
4. Dynamic gains . + ++
Price stability
5. Price discipline + ++ + +
6. Institutions conducive to stability-oriented monetary policy + ++
7. Transitional costs of disinflation - = — -
Public finance
8. Autonomy, discipline, coordination —/+ —-/+ -/+
9. Lower interest-rate costs (less seigniorage losses) -/+ + ++
10. Public sector efficiency + + +
Adjustment without exchange-rate changes
11. Loss of nominal exchange-rate instrument - - = -
12. Adjustment of real wage levels -+ ~/+ —/+
13. Lesser country-specific shocks + + + ++
14. Removal of external constraints + ++
International system
15. Ecu as international currency . + + +
16. Improved international coordination . + ++

Note: + benefit, — cos1s, # insignificant or wncertain, The comparisons are between 1he stages and a baseling case that assumes completion of the single market and membership of the European

Mongtary System’s exchange-rate mechanism,
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Convergence requirements

Monetary union requires virtually complete convergence of
inflation. At the limit, with perfect markets it imposes the
law of one price on all tradable goods and services, Monetary
unions nevertheless often sustain persistent divergences in
relative wage levels, in line with productivity and competitiv-
ity differences. In the case of countries catching up in level
of productivity and incomes, there will as a result be some
margin {possibly around 1 to 2% per year) for consumer
prices on average to rise a little faster than in the Community
as a whole as the prices of non-tradable services converge
on the levels found in high income countries.

Budget balances and current account balances can diverge
even more substantially, as the Dutch example of high
budget deficits and current account surpluses and the reverse
British example suggest. The essential requirements for
budgetary policy is sustainability of the public debt without
recource to monetary financing.

It is therefore important that a reasonable degree of conver-
gence of price inflation, and reduction of excessive budget
deficits are achieved before a locking of the exchange rates.
However, the convergence of price and cost performance
and budgetary policies will be strongly influenced by the
credibility of commitments to a given future monetary re-
gime, so long as the time-horizon is not too long. For this
reason commitments to the later stages of EMU should not
be held up until the ultimately required degree of conver-
gence is already achieved.

Of the existing ERM countries, Germany, France, Belgium,
Luxembourg, the Netherlands, Denmark and Ireland are
already sufficiently convergent for monetary union as re-
gards price inflation. The other large Member States —
Italy, Spain and the United Kingdom — are not so far
behind and adequate convergence should be attainable
within a few years. Even if Portugal and Greece have a
bigger adjustment to make, these countries could, with a
major effort of political will, sufficiently catch up on the rest
of the Community so as Lo join the definitive EMU at the
outset.

1.4.2. Regional impact

Neither economic theory nor the current experiences of the
least favoured and geographically peripheral regions of the
Community point to a bias in the sense that these regions
might systematically profit either more or less from EMU
than the average. While the economic centre of the Com-
munity benefits from economy of scale advantages, it is not

evident that these relative advantages are destined to grow.
The least favoured regions still have other advantages. While
the latter may fear the economic power of the large corpor-
ations of the centre, the trade unions of the centre fear the
competition of low cost locations in the periphery. Com-
panies are quite willing to relocate to the periphery, accord-
ing to business surveys, if competitive advantage within the
internal market is offered.

The Community’s policies are already addressed to reducing
the locational disadvantages and weaknesses in resource
endowment of the western and southern periphery. This is
done both in the 1992 programme and the structural Funds
(for example in the transport and telecommunications sec-
tors). The structural Funds also aim to improve basic re-
source endowment of weaker regions through manpower
training and investment.

The diverse experiences of Ireland, Spain, Portugal, Greece
and the Italian south point to the possibilities of a successful
catching-up process, but also to this being far from inevitable
and to be conditioned essentially by the extent of the commit-
ment of the countries and regions concerned to generalized
modernization. Such modernization has to extend very
deeply, and to acquire socio-political as well as purely eco-
nomic dimensions. The Community of 1992 and EMU
clearly offers a framework for such efforts, which may am-
ount to a thorough regime change for society as well as the
economy. This will be even more emphatically illustrated in
the case of the Community’s newest region, East Germany.

1.4.3. Benefits and costs by country

As regards the benefits of achieving price stability, EMU
clearly offers most at this point to the five Member States
(Italy, Spain, United Kingdom, Portugal, Greece) with in-
flation rates above the 2 to 3% standard encompassing the
other seven countries. The adjustment costs of disinflation
should be lessened as these countries enter into commitments
to join progressively more ambitious stages of the EMU
process (indeed, Italy and Spain have both given examples
of this in the last year in respectively moving into the narrow
and broad bands of the ERM).

Germany is apprehensive over the risk that EuroFed’s mon-
etary policy might not keep to the highest stability standard.
While this issue should be resolved in deciding the statutes of
EuroFed, a broader perspective suggests positive advantage
also for Germany. In the absence of the move to EMU it is
unlikely that Germany’s pariners would be so committed to
price stability, and the risks of importing inflation from
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them would be correspondingly greater given also that the
theoretical option of a floating exchange rate is now excluded
in practice.

While the extent of the remaining exchange rate variability
still to be reduced is closely related to present ERM commit-
ments, significant costs of exchange rate uncertainty (as
incorporated in interest rate premiums) are borne by most
ERM countries. In particular, all ERM countries except
Germany and the Netherlands stand to gain from lower real
interest rates in passing to a fully credible EMU. Non-ERM
countries would also secure such advantages at a comparable
stage in the stabilization process. These interest rate savings
will benefit public budgets as well as private investment.

The elimination of transaction costs in passing to a single
currency will especially benefit the countries with poorly
developed financial markets and traditionally weak curren-
cies. These costs are particularly heavy for the tourist sectors
of the southern Member States.

All Member States should benefit from the improved busi-
ness climate created by EMU, and by the stronger inter-
national presence of the ecu and the Community.

1.5. The Community as an advantageous
monetary area

One way of drawing together the arguments set out above
is to consider how they relate to the traditional arguments
of the economic literature concerning the ‘optimal currency
area’. The present study has made use of the main insights of
this theory. However, there are further relevant arguments,
especially in the case of the Community, that need to be
brought into account in order to guide the overall and
policy-relevant judgement, which is whether EMU could
indeed be advantageous when all benefits and costs are
considered together. {The optimal currency area theory was
originally developed to define the optimal geographic juris-
diction of a given money; the Community more nearly faces
the inverse task of defining the optimum economic and
monelary competences of a given geographic jurisdiction.)

The two original insights of work on the optimal currency
area were:

(i) labour and capital should be sufficiently mobile across
the regions of the union to permit adjustment to region-
specific economic shocks to take place without too seri-
ous costs, especially in terms of unemployment (see
Chapter 6);
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(ii) monetary union would be beneficial in eliminating trans-
action costs in exchanging currencies (Chapter 3).

The formation of currency areas would depend then on the
actual trade-off between these two factors. Since in the
Community labour mobility is still limited, the net balance
of advantage might on these grounds alone be uncertain.

Subsequent developments to the theory added two more
considerations that already make the benefit-cost balance
more favourable in the case of the Community:

(i) if the States concerned are individually small and open,
then exchange rate changes will cause significant disturb-
ances to price stability (Chapter 4);

(i) if an economy has a diversified industrial structure, with
more intra-industry trade than narrow specializations
in particular commeoditics, then the likely incidence of
economic shocks warranting exchange rate changes
would be less (Chapter 6).

Further branches of economic analysis and empirical facts
particularly relevant to the Community push the probable
benefit-cost ratio much further still in favour of EMU in the
Community:

(i) the analysis of inflation and efficient price stabilization
strategies has come to attach increased importance to
expectations, the credibility of policy commitments, and
the reputation of institutions. When these analytical
developments are combined with the actual possibility
in the Community of building the monetary union
around the stability standard established by iis least
inflationary members, an important argument for EMU
is added (Chapter 4);

(i) moreover recent methods of macroeconomic model si-
mulation, incorporating the effect of forward-looking
expectations, provide evidence that the overall stability
properties of the economy, of both price and to some
extent real activity levels, would be improved under
EMU (Chapter 6);

(iii) related considerations arise in political economy litera-
ture on problems of ‘government failure’ in budgetary
as well as monetary policy. EMU offers also an oppor-
tunity to correct problems of this nature experienced by
some Member States with a new institutional structure
and set of incentives and constraints for national autho-
rities. In the extreme cases this amounts effectively to a
‘regime change’, which is being achieved over a period
of years in the newer Member States, and more suddenly
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(iv)

)

now in the case of East Germany (Chapters 9 and 10
and Annex C);

recent developments in the theory of economic growth
suggest that the static efficiency gains of 1992 and EMU
could well translate also into dynamic gains in the rate
of growth (Chapter 3);

finally, the Community is a special case in that its large
size means that formation of EMU will not leave the
international system unaffected (as would, for example,
a Benelux EMU), but offers further advantages through
causing changes in that system (Chapter 7).

The overall results of the benefit-cost analysis of the Com-
munity facing the prospect of EMU may therefore be sum-
marized as follows. Old economic theory guiding judgment
on the formation of monetary unions might have suggested,
for the Community, that the trade-off between the two
arguments then considered relevant were of uncertain advan-
tage. New economic theory and particular features of the
Community’s actual structure and situation add seven
further arguments, all pointing to benefits for EMU in the
Community. On these grounds the economic case becomes
strongly advantageous. Political union objectives may
further be added. But the case can stand powerfully on
economic criteria alone.
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Box 1.1: Check-list of economic impacts of EMU

Impacts relating to efficiency and growth

1. EMU would completely eliminate nominal exchange rate
variability which in recent years has averaged 0,7% per month
for ERM currencies and 1,9% for non-ERM currencies (each
currency against all other EC currencies). It would also eliminate
uncertainty (which interest rate premiums show to be consider-
able even where actual exchange rates have been stable).

2. Only a single currency completely eliminates the transaction
costs of exchanging currencies. These costs are non-trivial for
many businesses, and can be sizeable for small transactions
between persons and for tourists. They amount Lo at least %%
of GDP per year (ECU 13-19 billion) for the EC as a whole,
and up to 1% for smaller Member States.

3. Going beyond the single market measures of the 1985 White
Paper, additional economic advantages can be secured by further
measures in such fields as energy, transport, competition,
R&D, environmental and taxation policies.

4. The combination of the 1992 programme and EMU could
well translate into not only considerable 'static’ once and for all
efficiency gains, but also ‘dynamic’ gains {i.¢. a higher sustain-
able rate of economic growth). Estimates show that a moderate
reduction in the riskiness of investment (e.g. exchange rate
uncertainty) could have a substantial growth effect in the long
run.

Impacts relating to price stability

5. Price stability is itself advantageous for efficient resources
allocation. While difficult to measure, this is borne out in macro-
and microeconomic evidence.

6. EuroFed will be most likely to secure price stability if its
statutes establish this as its priority duty and grant it political
independence to fulfil this duty. The actual price stability per-
formance of independent central banks is clearly positive.

7. The reduction of inflation to a common very low rate could
be achieved at minimal transitional cost through clear political
commitment to a EuroFed of this design, to become fully oper-
ational at a not too distant date.

Impacts relating to public finance

8. The role of national budgetary policies will be substantially
revised, with new needs for autonomy to permit flexibility com-

bined with enhanced discipline over excessive deficits and coordi-
nation to ensure an appropriate policy-mix for the Community.

9. The most inflationary countries will lose seigniorage revenues
up to 1% of GDP but against this there will often be interest
rate savings of larger size, notably where these comprise a
significant exchange rate risk premium.

10. Competitive pressures should increase the efficiency of pub-
lic expenditures and taxation, but in some cases the Community
may have to establish minimum tax rates and cooperate in the
provision of public goods to avoid inefficient outcomes.

Adjustment without exchange rate changes

11. The main cost of EMU is the loss of the national monetary
and exchange rate instrument. This cost should not be exagger-
ated, since it has already largely been renounced within the
ERM, while changes will remain possible for the Community
as a whole in relation to the rest of the world.

12. Changes in real exchange rates (competitiveness) remain
possible and desirable within EMUs, and examples from feder-
atjons show that this js not just a theoretical possibility. This is
why wage and price flexibility is a necessary condition of success.

13, EMU will reduce the incidence of country-specific shocks
that warrant real exchange rate changes, as a result of changes
in industrial structure and wage bargaining. Also shocks result-
ing from exchange rate instability and uncoordinated monetary
policy will be eliminated, and so the variability of output and
inflation reduced.

14. Finangcial flows will be available to absorb economic shocks.
Monetary union will remove external financial constraints, and
national and Community budgets will also help absorb shocks.

Impacts on the international system

15. As the Community’s single currency, the ecu will develop
into a major international currency, resulting in several kinds
of financial advantage for the Community’s economy: less trans-
action costs in international trade, more ecu-dominated financial
1ssues managed by European banks, smailer needs for external
currency reserves, seigniorage gains on foreign holdings of ecu
notes.

16. EMU should facilitate international coordinaticn, and give
more weight to the Community in encouraging developments
of the world policy-mix favourable to its interest. It should also
facilitate establishment of a balanced tri-polar regime.
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Chapter 2

The economics of EMU

This chapter presents the main economic assumptions and the
theoretical and methodological tools upon which the study is
based. Section 2.1 is devoted to a discussion of the content of
EMU and of the alternatives against which its effects are
assessed, whereas Section 2.2 presents the underpinnings and
methods of the cost/benefit approach.

The main conclusions are the following.

Economic union will increase the degree of integration of
capital, goods and labour markets across the Community, but
not to the degree of integration reached by national economies.
This will differentiate EMU from existing econontic and mon-
etary unions consisting of federal States, where labour mobility
across States is higher than will be the case in the Community.

Already with irrevocably fixed exchange rates, monetary union
implies complete equalization of nominal interest rates on
equivalent assets, almost perfect substitutability of national
currencies when these remain in a fixed exchange rate system
with monetary policy in the hands of a single institution. A
single currency dees not increase the macroeconomic con-
straints imposed by EMU. It offers, however, a number of
additional advantages. This study concentrates, therefore, on
the benefits and costs of a full EMU with a single currency.

The experience of monetary wnions suggests that in EMU
inflation convergence will not need to be perfect. Moreover,
as the catching-up of less advanced Member States proceeds,
their real exchange rate should appreciate through a slightly
higher inflation rate, due to the catch-up in the relative price
of non-tradable products. Rough calculations suggest these
differentials might in some cases exceed 1 % and even 2 %
per annum. The same applies to wages and labour costs as a
whole, for which differentials may be even larger.

The gains from EMU are evaluated with respect to a '1992
+ Stage I' baseline in which realignments would still be
possible, but in practice only in the case of shocks. It is
assumed that Stage I would remain as asymmetric as the
present EMS, and would also lead to further convergence in
inflation rates. Since it cannot be taken for granted that Stage
I could remain stable indefinitely, consideration has also to be
given to the gains from EMU with respect to alternative
exchange rate regimes.

There is no ready-to-use theory for assessing the costs and
benefits of EMU. Despite its early insights, the ‘theory of
optimum currency areas’ provides a too narrow and somewhat
outdated framework of analysis. Recent developments in both

micro- and macroeconomics have not yet led to a unified
theory of monetary unions. However they provide building
hlocks for a comprehensive analysis of EMU.

Four major categories of permanent effects can be expected
Jrom EMU:

(i) microeconomic efficiency gains, which arise from the
elimination of exchange rate uncertainty and transaction
costs, and lead to a permanent increase in output;

(ii) macroeconomic stability effects, which arise both from
the elimination of intra-Community exchange rates and
from policy discipline in the monetary and fiscal fields,
and impact on the variability of output, prices, and other
macroeconomic variables,

(iii) regional equity effects, which concern the distribution of
costs and benefits of EMU among Member States and
regions;

(iv} external effects, through a wider international role of
the ecu, tighter international policy coordination, and
possibly changes in the international monetary regime.

In addition, important macroeconomic effects should arise in
the transition towards EMU.

(i) Both the lack of a unified theory and the diversity of
effects involved imply that an attempt to make an overall
guantitative assessment of EMU would be meaningless.
However, partial quantifications are provided when poss-
ible in this report.

(ii) In comparison to alternative benchmark exchange rate
regimes, ie. financial market autarky and free float,
EMU can be expecied to yield significant benefits. Thus,
in so far as the risks of instability in Stage I could lead
the system 1o revert lo some mix of capital controls and
crawling peg as in the early EMS, the net benefit of EMU
would only be greater.

2.1. EMU and alternatives

The basic definition of EMU is institutional and legal. Sec-
tion 2.1.1 first discusses its economic content, which is
necessary for an assessment of its costs and benefits. Section
2.1.2 then discusses the economic content of the reference
cases against which the costs and benefits of EMU are
assessed, namely a ‘Stage I + 1992’ baseline, and alternative
exchange rate regimes.

2.1.1. The economic content of EMU

The Madrid meeting of the European Council of June 1989
endorsed the approach to EMU proposed by the report of
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the Committee for the Study of Economic and Monetary
Union (the Delors Report}, and as decided by the European
Council the first stage of the realization of EMU began on
I July 1990.

The economic definition of EMU given by the Delors Report
is now widely accepted. For monetary union, it uses as a
definition the three conditions stated in the Werner Report
(1970), namely:

(i) total and irreversible convertibility of currencies;

(ii) complete liberalization of capital transactions and full
integration of banking and financial markets;

(ii1) elimination of margins of fluctuation and irrevocable
locking of exchange rate parities.

As mentioned in the Report, the first two conditions have
already been met, or will be with the completion of the
internal market programme.! Therefore, the decisive step
towards full monetary union appears to be the irrevocable
locking of exchange rates, which implies the creation of a
single central bank (EuroFed). As discussed in more detail
below, the adoption of a single currency would then be
highly desirable. Since membership in the exchange rate
mechanism (ERM) of the EMS is presently narrower than
Community membership, it would be important that all its
Member States participate in the ERM beforehand.

The definition of economic union is less clear-cut since it
involves measures relating to different fields. It is also, by
nature, more open-ended than monetary union. The Delors
Report describes it in terms of four basic elements:

(i) the single market within which persons, goods, services
and capital can move freely;

(if} competition policy and other measures aimed at
strengthening market mechanisms;

(iii) common policies aimed at structural change and re-
gional development;

(iv) macroeconomic policy coordination, including binding
rules for budgetary policies.

The precise contents and implications of these measures and
policies are discussed below and analysed in various sections
of this study. Table 2.1 below gives a synthetic presentation
of the features of EMU compared to those of the single
market programme.

! Capital matkets liberalization is effective in most Member States. Only
Spain, Portugal and Greece still maintain exchange controls and these
will be progressively removed by 1992, In some cases the phasing-out
may be extended until 1995,
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Table 2.1
Major features of 1992 and EMU

1952 Stage | Final
EMU EMU
Monetary union
Convertibility X X X
Free capiial movements X X
Irrevocable parities/single currency X
All Member States in the ERM/EMU X
Economic union
Single market X X X
Competition policy P P E
Regional and structural policies P P E
Macroeconomic coordination P E

P = partially. E = enhanced.

General i)ﬁnciples

The above presentation makes clear that the overall concep-
tion of EMU aims at a certain balance in the progress
towards monetary union on the one hand, and economic
union on the other. This approach is called parallelism and
was stressed by the European Council meeting of Madrid.
Other principles to be followed in the design of EMU are
subsidiarity and the necessity to allow for specific situations.

Subsidiarity is an important criterion for assigning tasks to
the different levels of government in a multi-level govern-
ment system. In its most general form, it states that tasks
should be assigned to the lowest level of government, unless
welfare gains can be reaped by assigning it to a higher level. 2
It is therefore a principle which aims at the decentralization
of government functions as long as this is justified on ef-
ficiency grounds. In the Community context, the application
of this principle should ensure that a policy function is
assigned to the Community level only when it can be
performed in a more efficient way at that level than by
national or local governments.

Application of the principle of subsidiarity in the economic
field can be based on the two familiar criteria of cross-
country spill-overs and economies of scale as discussed in
Box 2.1.

2 This definition follows Van Rompuy, Abrahams and Heremans (1990),

to which the reader can refer for a detailed discussion of economic
federalism.
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Box 2.1: The economic meaning of the principle of subsidiarity:
assigning tasks to the Community on efficiency grounds

Two gconomic criteria can be used as necessary conditions for
assigning on efficiency grounds a particular policy function to
the Community:

(i) assignment of a policy function at the national level is inef-
ficient because of the existence of cross-country spill-overs
giving rise to externalities; since national governments do
not take fully into account the consequences of their actions
on the rest of the Community, they are bound to take
suboptimal decisions;

(i) the management of a policy function involves indiyisibilities
and/or economies of scale, which imply that productivity
and effectiveness are improved when it is performed at a
higher level.

For both criteria it is essential that externalities or economies
of scale are significant at the Community level. Environmental
effects (e.g. acid rain) provide classic cases of externalities;
other examples can also be found in macroeconomic policy.
Community-wide economies of scale are apparent in certain
R&D investments (e.g. space programmes).

For the assignment to the Community level to be an adequate
response, it is however necessary that two additional conditions
are met:

(a) this assignment is demonstrated to yield net benefits after
administrative costs and the balance of government versus
market failures are taken into account, and

{b) ad hoc coordination among national governments is not
sufficient to correct for inefficiencies.

Other motives of assignment of tasks to the Community level
can stem from distributional or citizenship considerations, which
are not discussed here.

The necessity of taking into account the diversity of specific
situations refers to the fact that all Member States are not
at present in the same economic condition, given for example
different inflation rates or levels of development. This issue
is taken up where necessary in the analytical chapters below,
and on a country-by-country basis in Chapters 9 and 10.

The remainder of this section analyses the economic content
of EMU and presents the related assumptions upon which
this study is based.

Economic union

The economic consequences of 1992 have been evaluated in
detail in the study The economics of 1992 (Commission of
the EC, 1988). Table 2.1 summarizes the elements of eco-
nomic union which were not, or only partially, part of the
single market programme: mainly regional and structural
policy on the one hand, and macroeconomic coordination
on the other.

An important issue for the analysis of EMU is the extent
of the integration effects that can be expected from the
completion of the internal market. Although persons, goods
and services, and capital will be allowed to move freely
across frontiers, this does not mean that integration will be
perfect from the outset. Effective integration can be expected
to lag somewhat behind de jure integration. However, a
distinction has to be made in this respect between the mo-
bility of capital, goods, and persons.

1. Capital mobility across countries can be expected to be
almost perfect once exchange controls are removed in the
narrow sense that arbitrage equalizes interest rates corrected

for the forward exchange discount. This condition, known
as covered interest rate parity, means that it becomes theor-
etically equivalent to borrow in the home currency or to
borrow in a foreign currency and to hedge against exchange
rate variations. As pointed out in Chapter 6, covered interest
tate parity already holds for countries which have removed
exchange controls.

Nevertheless, this only means that agents throughout the
Community have equal access to lending or borrowing in
the same currency whichever currency they choose. But
covered interest rate parity does not imply that netther
nominal nor real interest rates are equalized across currencies
nor that capital circulates across the EC in the same way as
within the United States. Without monetary union, agents
would still form expectations of exchange rate changes and/
or ask for risk premiums when they lend in a foreign cur-
rency, with the consequence that real interest rates differ
across the Community and that cross-country financing is
limited by the exchange rate risk. The importance of this
remaining barrier is a matter of theoretical and empirical
discussion which is taken up in Chapters 3, 5 and 6, but its
existence is indisputable.

Since monetary union would remove this last barrier, it can
be assumed that perfect capital mobility would be achieved.
Government bonds of the same maturity and risk would
become perfect substitutes across the Community. However,
domestic and foreign stocks would still be imperfect substi-
tutes due to a different degree of information on domestic
and foreign firms. To that extent, some segmentation of
capital markets would remain even in EMU, 3

3 See, for example, Artus (1990).

33


sduquenoy

sduquenoy

sduquenoy

sduquenoy


Part A — Synthesis and economic principles

2. Integration of the markets for goods and services can be
expected to increase in the course of the progress towards
the single market. Nevertheless, this will be a lengthy process
because obstacles to perfect integration not only arise from
legal or technical barriers but also from habits of consumers
and the behaviour of firms, especially in the service sector
where so-called ‘non-tradables’ account for a large part of
the production. Even for typical manufactured tradables,
integration is far from complete since goods produced in
two different Member States are imperfect substitutes and
consumption structures are still biased towards home
goods. 4 This imperfect integration is apparent at the macro-
economic level as the marginal propensity to spend on home
country goods is much higher than the marginal propensity
to import in most Member States (exceptions being the
smallest, very open economies).

Imperfect integration has important consequences for the
design and properties of an economic and monetary union. 3
First, goods market integration cannot be expected to arbi-
trage away differences in price levels as would be the case
for homogeneous commeodities, which means that changes
in real exchange rates (i.e. price competitiveness) are still
possible within the Community whatever the exchange rate
regime. As documented below, the experience of existing
monetary unions indicates that, although nominal exchange
rates are fixed, real exchange rates can be affected by differ-
entiated movements in domestic prices. Moreover, and sec-
ondly, such reai exchange rate changes remain a necessary
component of the national adjustment to policy or non-
policy shocks of a domestic or external origin. Thirdly,
country-specific shocks can arise in product markets (e.g. a
fall in the demand for goods from a given country) or the
effects of global shocks can differ across countries. These
issues are taken up in Chapter 6.

3. Labour mobility within the Community can also be ex-
pected to increase but is bound to remain limited, except for
specific skills, due to cultural and linguistic barriers. Even
within Member States or within the United States, mobility
is actually far from perfect as exemplified by differences
in regional unemployment rates. Therefore, at least in the
decades ahead labour market integration will remain limited
and, except for certain well-established migration flows,
labour mobility between countries cannot be expected to act

4 Markets for automobiles are a good example.

5 The importance of imperfect integration of goods markets for the
analysis of exchange rate regimes has been stressed by Baldwin ard
Krugman (1987) and Krugman {1989) in response to the "global mone-
tarist’ approach of McKinnon. For an attempt to measure macro-
economically this integration in the Community, sce Aglietta, Coudert
and Delessy (1990).

as a significant equilibrating mechanism within EMU. This
issue is further developed in Chapter 6.

A reasonable assumption for EMU is therefore that the
degree of integration of markets will be high for capital, still
limited but increasing for goods and services, and low for
labour. This is an important characteristic which will, at
least in the years existing ahead, differentiate the Community
from economic and monetary unions such as the federal
States, whose degree of integration is higher.

Another major difference between EMU and existing monet-
ary unions in federal States will be the degree of centraliza-
tion of public finance. In modern federal States like the
United States, Canada, Australia or Germany, federal
government expenditures account for at least half of total
government expenditures. ® This gives to the federal budget,
first, the role of reducing automatically regional income
differentials (through progressive income taxation and social
transfers), and second, enough weight to be used in aggregate
macroeconomic management. Since the Community budget
only amourts to 2 % of total EC government expenditures,
neither its interregional nor its global function can be com-
pared to that of federal budgets. In so far as shocks affect
incomes of Member States in an asymmetric way, other
adjustment mechanisms will have to take the place of a
central budget as an automatic stabilizer. To the extent that
aggregate fiscal policy measures are required, most if not all
of this policy will have to be implemented through coordi-
nation among Member States.

Monetary union with irrevocably fixed exchange rates

When a monetary union has the form of irrevocably fixed
exchange rates, the logical consequences of this definition
have to be made clear in order to avoid misunderstandings.
‘Irrevocability’ of exchange rates has to be taken literally if
monetary union is to mean something else than a mere
hardening of the EMS.

Three propositions can be made in order to characterize the
macroeconomic effects of a monetary union:

(i) [frrevocably fixed exchange rates imply nominal interest
rates equalization. With perfect capital mobility, nomi-
nal interest rates on assets of the same nature, maturity
and specific risk can only differ because of (a) expected
depreciation and (b) exchange risk premiums. Both can
only arise to the extent that their irrevocability is not
fully credible in the eyes of the markets. Thus, truly
irrevocable exchange rates imply the same interest rates

S The minimum is 45 % for Canada. See Chapter 6, Section 6.7.
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across the union. 7 This is a direct consequence of the
incompatibility of fixed exchange rates, full capital mo-
bility and autonomy of monetary policies already
underlined by the Padoa-Schioppa Report (1987).

(i) Irrevocably fixed exchange rates require that national
currencies become almost perfect substitutes. Since
interest rates are equalized and conversion rates are
fixed, the only differences between holding currency x or
y are that {(a) the acceptability of x and y for transactions
differ on their respective territories (in particular due to
legal tender provisions), and (b) conversion of x into y
entails transaction costs as long as par-clearing is not
established. From a macroeconomic point of view, ir-
revocably fixed exchange rates are equivalent to a single
currency except that the rate of conversion is not one
for one.

(i1) Irrevocably fixed exchange rates imply that monetary
policy is put under the control of a single institution.
Exchange rates can only be deemed irrevocable if all
official monetary institutions within the Community
guarantee without limits the conversion of any currency
of the system into another at the given rate. Indeed
without this multilateral guarantee there would be no
difference between monetary union and the unilateral
commitments to exchange rate fixity that are already
made within the ERM, albeit whose credibility is hard
to achieve and always subject to changes in the judg-
ment of the markets. But this requires giving the re-
sponsibility for monetary policy to a single institution,
since in the absence of this centralization any creation
of money by a national central bank would impact
throughout the union without any possibility for an-
other Member State to shelter from its consequences.
Without a central institution, the system would there-
fore incorporate a strong incentive for countries to ‘free
ride” at the expense of their neighbours, i.e. to expand
money supply and seigniorage gains excessively at home
without bearing the full associated inflation costs.8
Even the ‘anchor country’ of the ERM would lose its
monetary autonomy since irrevocably fixed exchange
rates would remove all asymmetries within the system.

The macroecenomic implications of a monetary union with
irrevocably fixed exchange rates are therefore the same as
those of a single currency. In spite of the persistence of
national monetary symbols whose denominations and values
differ, these in fact become different images of the same

T Strictly speaking, this is only true if currencies are exchanged at par
since in the presence of transaction costs, interest rate arbitrage is not
perfect, and short-term interest rate differentials can therefore appear.

8 This is shown for example by Casella (1990) and Krugman (1990).

currency. In consequence, the discipline imposed upon mon-
etary policy is exactly the same in both cases: there is no
room for decentralization and differences in the conduct of
monetary policy. ?

The above propositions are based on the assumption that
all agents believe in the irrevocability of exchange rates.
However, the nature of the commitments which could lead
agents to rule out any possibility of parity changes is not easy
to define. Exchange rate credibility can either be achieved
through the building of a reputation or through commit-
ments whose breach would be very costly in political and/
or economic terms.

Experience shows that reputation-building is a lengthy pro-
cess, and that even long-lasting exchange rate stability does
not necessarily lead to the complete disappearance of bond
rate differentials. Two relevant experiences are those of the
Netherlands, which since 1983 has maintained a fixed central
rate within the ERM with respect to the Deutschmark, and
that of Austria, which at least since 1981 has pegged its
currency to the DM. !0 Although both countries benefited
from particularly good starting conditions because of their
size, their economic links with Germany, their inflation
record and the autonomy of their central banks, the conver-
gence of bond rates took in both cases several years to be
achieved. Moreover, the option of a permanent and unilat-
eral Deutschmark peg is not really available for larger Mem-
ber States like France, Ttaly, Spain and the United Kingdom
for obvious economic and political reasons.

Credibility is a direct function of the strength of the commit-
ment to exchange rate fixity and of the difficulty of seceding
from the union: tying one’s hand, in the words of Giavazzi
and Pagano (1988), yields benefits to the country which
makes this commitment. In an EMU, an externality is also
at work since credibility is a property of the system which
is shared by all its members. Commitment can never be
absolute, since whatever its technicalities monetary union is
the result of a treaty among sovereign States which can
always be renounced. However the institutional setting of a
monetary union affects its credibility. As long as currencies
as well as national money and bond markets remain distinct
— which would be the case with irrevocably fixed rates but
not the single currency — it is still possible to leave the
system at a moderate economic cost. Moreover, since the
existence of separate markets for bonds denominated in

9 This only refers to macroeconomic policy, Other functions of central
banks, like supervision, may be more decentralized, but are not discussed
here.

% QOn the Dutch experience, see Annex B. The Austrian experience is
analysed by Genberg (1989) and Hochreiter and Térngvist (1990).
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different currencies provides a measure of credibility through
yield differentials for assets of the same category and risk,
the irrevocability of the exchange rates can always be
questioned by market forces.

Monetary union with a single currency

Since a strong and binding commitment to exchange rate
fixity is a necessary condition of the success of EMU, the
question arises how institutional devices could enhance the
credibility of this commitment. A natural candidate is the
adoption of a single currency which would replace existing
national currencies. !! Starting with the Werner report, the

choice of a single currency has been considered an alternative
definition of monetary union, and it has been argued above
that both definitions are macroeconomically equivalent, pro-
vided fixed exchange rates are indeed irrevocable. However
a single currency has a number of additional advantages
which are discussed throughout this report and summarized
in Box 2.2. The only cost it entails, apart from to the cost
of introducing it, is in effect a benefit: it makes exit from
the union very difficult. An early move to a single currency
would therefore increase the net benefit of EMU.

The nature of this single currency has to be discussed briefly
in order to avoid misunderstandings. Two major questions
are, first its relation to existing national currencies, and
second its refation to the present ecu,

Box 2.2: Six differences between a single currency and irrevocably
fixed exchange rates

1. Transaction costs: a single currency would eliminate all the
costs arising to firms and individuals from conversions from
one Community currency into another (Chapter 3).

2. Transparency of prices: as goods and services would be priced
in the same currency, this would further strengthen the pro-
competitive effect of the single market {Chapter 3).

3. Economies of scale: a single currency would lead markets for
the same categonies of {inancial instruments to merge, yielding
benefits in terms of market depth and efficiency (Chapter 3).

4. Credibility: a single currency gives from the outset maximum
credibility to monetary union (Chapter 4).

S. Visibility: a single currency would be for all Community
agents a visible sign of the creation of EMU and would make
those agents more conscious of the associated wage and price
discipline (Chapter 6).

6. External benefits: only with a single currency can the EMU
lead to a recasting of international currencies and to a more
balanced international monetary regime (Chapter 7).

As to the relation to existing national currencies, the intro-
duction of a single currency {the ecu) would necessitate in
each country a change in the unit of account. The new unit
of account could be used for all bank notes and coin in
the Community, which would no doubt continue to bear
different national symbols (as in the Belgian and Luxem-
bourg francs, or English and Scottish pounds). Alternatively

11" The term ‘common currency’ is ambiguous: it sometimes refers to a
single currency, which would replace the national currencies, and some-
times to a parallel currency, which would be issued in addition to

\.existing ones. It is therefore not used throughout this report. See also
below on the hard ecu proposal.

36

notes and coin could continue to bear their traditional names
in each country, but would be exchanged one to one for
ecus. Therefore, | franc would be equivalent to 1 lira or 1
mark, which would be different names for the ecu. A further
alternative is that notes and coins could be denominated in
ecu on one side and the national currency name on the other,
so long as the same quantity was indicated. There would be
no significant economic differences between these alterna-
tives.

As to the relation between the present private ecu and future
ecus, they would be different in that the new ecu would be
a full currency instead of a mere financial instrument. ks
supply would be under jthe control of a single institution
instead of being the result of separate policies governing the
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value of the national currencies constituting the basket ecu.
In spite of this difference, however, the choice of the same
unit of account could ensure that at the outset of the monet-
ary union both would have the same value. There would be
no change in ecu denominated contracts.

This study concentrates on the benefits and costs of a [ull
EMU with a single currency. However, specific differences
between the single currency and a fixed exchange rate system
are discussed throughout the text.

Macroeconomic convergence in EMU

Since EMU will be characterized on the one hand by imper-
fect economic integration and on the other by a single
monetary policy, the issue arises of what degree of price and
more generally macroeconomic convergence is required for
the stability of EMU.

In existing federal States, inflation can frequently diverge in
the short run by a few percentage points. Table 2.2 presents
aggregate evidence drawn from the Canadian experience.
Due to different local conditions, consumer price inflation
varies across cities, while GDP deflators exhibit large spreads
across provinces because of different industrial structures
{some provinces being heavily specialized in the production
of oil and raw materials). In fact, real exchange rate varia-
bility is sometimes even higher within Canada than across
ERM countries. 12

Table 2.2

Indicators of city and regional inflation divergence within Canada

1971Q1-1979Q4  1980Q1-19870Q4

Annual rates

Relative city-consumer prices

(8 cities/Toronto)

(1) average standard deviation 1,1 1,6
(1) maximum standard deviation 22 2.2

Relative provincial GDP deflators

(9 provinces/Ontario)

(1) average 8.6 4,
(i) maximum 33,6 11

Source: adapted from Poloz (1990).

Aote: hased on standard deviations of relative price levels with respect to Torento for city-

CPls (8 cities), and to the Province of Ontaria for provincial GIP deflators (9 provinces}).

12 See Poloz (1990) for details.

In the long run, however, price inflation does not in general
diverge by more than a fraction of one percentage point per
year across States or regions. In Europe the monetary unions
between Ireland and the United Kingdom, and Belgium and
Luxembourg, for example, led to almost complete conver-
gence in inflation rates over the long run. From 1950 until
1978 (when the Irish pound ceased to be linked to the UK
pound and joined the EMS), the average difference in annual
consumer price inflation between Ireland and the UK was
less than 0,4%. Similarly, between Luxembourg and
Belgium the average difference over the period 1950-88 was
about 0,3 % per annum.

However, even these small differences in rates of growth of
consumer prices can lead to considerable differences in price
levels. For the Ireland/UK case the cumulative difference
was about 10 % (over 28 years) and for the Belgian/Luxem-
bourg case it was about 15% (over 38 years). Between
Germany and the Netherlands there was even a cumulative
difference of about 20 % for the 19 years (from 1950 to
1969) during which the exchange rate was fixed. However,
this lack of convergence, which became stronger towards the
end of the period, might have led to the cut in the link after
1969 (Graph 2.1).

GRAPH 2.1: Evolution of relative consumer prices in three

monetsry unions, 1950-88
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Long-run convergence in inflation is the result of arbitrage in
tradable goods whose price, although not equalized, cannot
permanently diverge. There is, however, no equivalent mech-
anism to foster convergence in the price of non-tradable
goods. Movements of factors of production, i.e. capital and
labour, impose some limits to divergences in the price of
non-tradables, but experience shows that this process is very
slow. Real estate prices, for example, can diverge consider-
ably inside a monetary union if [ocal growth conditions
differ. Convergence does not have to be perfect therefore in
terms of consumer price inflation and certainly not in terms
of the level of consumer prices. 13

Inflation differentials can even anse from equilibrating
mechanisms, when the starting point is one of divergence.
A well-known example of such mechanism is the real ap-
preciation of the exchange rate generally experienced by
catching-up countries, 14 Although such figures are sur-
rounded with considerable uncertainty, comparison of price
levels indicate that in 1989 consumer prices were about 40 %
below the Community average in Portugal and some 20 %
below average in Spain. !° As catching-up proceeds, this gap
will narrow through higher inflation in these countries than
in the rest of the EC. Assuming, for example, full catching-
up and equalization of price levels in 20 years, this would
mean that recorded consumer price inflation would each
year be 2,5 percentage points higher in Portugal, and about
1 % higher in Spain than in the whole Community. It must
be stressed, of course, that such differentials would only be
warranted to the extent that they went hand-in-hand with
higher productivity gains and growth.

Labour costs also require convergence. But in this area there
are even more reasons for national differences in the short
and long run since differences in productivity growth rates
should be approximately reflected in the growth of real
wages. Actually, convergence in labour costs without conver-
gence in productivity could only lead to regional pockets of

13 Even prices of tradables can exhibit wide divergence in level terms. A
recent survey by Runzheimer Mitchell Europe shows that both before
and after tax retail prices of typical standardized manufactured goods
of the same brand name often vary by 100% or more across the
Community. Arguably, price transparency within EMU could reduce
these variations, but some divergence would surely remain. See The
Financial Times, 9 July 1990.

14 The standard rationale behind this phenomenon is that as catching-up
proceeds, the relative price of non-tradables, for which productivity
gains are lower, increases with respect to that of tradables. Assuming
purchasing power parity in the traded-goods sector, this leads to real
exchange rate appreciation. The analysis of mechanisms of this type
goes back to Ricardo. For a modern restatement, see Balassa (1964),

15 Source : Eurostat, Indice des prix & la consommation, supplément 1, 1990,
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unemployment and stagnation. It is therefore of paramount
importance that regional labour costs remain in line with
productivity differentials.

The experience of the three European monetary unions al-
ready examined can again be used to illustrate this. The
relative wage levels displayed in Graph 2.2 suggest that real
wages could diverge by as much as one percentage point per
year over long periods of time. This is almost three times
higher than the corresponding figure for differences in con-
sumer price inflation mentioned above. For example, wages
in Ireland have increased by about 40 percentage points
more than in the UK during the period 1950-78, an average
difference of more than 1% p.a. over this 28 years period.
The difference in the degree of convergence of wages and
consumer prices can be seen by comparing Graphs 2.1 and
2.2, showing that wages typically diverged more than con-
sumer prices in three cases of intra-European monetary
unions.

GRAPH 2.2: Evoluticn of relative wage levels in three monet-
ary unions. 1950-88
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Since EMU will comprise a group of countries with large
initial differences in labour productivity levels, nominal wage
increases should diverge as long as productivity grows at
different rates. Present GDP per employed person (a rough
measure of labour productivity) is estimated to be about
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50 % of the Community average in Portugal.'® If this gap
were closed in 20 years, real wages could rise annually by
3.5 % more in Portugal than in the Community as a whole.
German reunification provides an even more striking exam-
ple: if East German labour productivity were before reunifi-
cation about 50 % of the West German level, a catch up in
about 10 years could see wage increases by 7% more each
year in East Germany.

The need for convergence in public budget imbalances is
more difficult to assess since in existing federal States na-
tional or regional deficits (or surpluses) do not in general
converge to a common value. Moreover, Member States
should retain a large autonomy as regards short-run budget-
ary policy. However, excessive deficits that lead to exploding
public debts are not compatible with EMU, essentially be-
cause the policy of price stability of the EuroFed might be
jeopardized if individual member countries run up excessive
public debts or deficits. Coordination of fiscal policies
among Member States would also be required. Chapter 3
discusses in detail the desirable properties of the budgetary
regime of EMU.

The necessary degree of convergence in terms of external
current account imbalances is also difficult to assess. Since
the current account is identically equal to the difference
between overall savings and investment, it is clear that a
balanced current account is not always a desirable result. As
discussed in Chapter 6, economies with a low capital/labour
ratio and therefore with a relatively large potential for invest-
ment would actually gain from being able to partially finance
investment through foreign savings, thus running current
account deficits. This implies that current account imbal-
ances should not be a cause for concern if they reflect
patterns of this type and are financed automatically through
private capital flows, which is in principle the case in a well
functioning EMU with a single currency. However, in the
transitional stages current account imbalances will still re-
main highly visible and might at times signal the need for
policy adjustments. It is difficult to decide, a priori, whether
current accounts disappear as an issue already when capital
markets are completely integrated and exchange rate fixity
becomes credible, or only when there is a single currency.
Chapter 6 further discusses these matters.

A well functioning EMU does not need only convergence in
the macroeconomic performance of its member countries.
An efficient management of macroeconomic policy for the
union also requires that there is convergence in the policy

16 GDP per employed person, at standard purchasing power exchange
rates. Source. Eurostat.

preferences, or at least agreement on the policy objectives,
and therefore on the weighting of targets and the choice of
instruments of economic policy. For example, if there is a
large, common, inflationary shock, such as an increase in
the price of oil, member countries should have a reasonable
degree of convergence regarding the desirable degree of
smoothing of the consequences of the shock on output
and inflation. Otherwise, some countries might for example
decide to suppress its inflationary consequences using price
controls. This would inevitably lead to distortions within the
single market. However, the same requirement for conver-
gence implies policy autonomy in the use of domestic (e.g.
budgetary) instruments while facing asymmetric shocks,

The common goal of price stability is therefore not sufficient
by itself to lead to full convergence and ensure a stable
EMU. It would need to be underpinned by other fundamen-
tal ground rules, such as the 1992 rules for market compe-
tition, and rules on fiscal discipline. Inside a consistent
set of such ground rules (which together may be termed
‘Ordnungspolitik’ in German) there would then be room
for subsidiarity and competitive processes at the firm and
government level. Without a common framework for econ-
omic policy, national reactions to large shocks might be
fundamentally different and endanger the cohesion of the
union.

Stages of EMU

The three-stage approach outlined in the Delors Report
provides a blueprint for the realization of EMU. Therefore,
the precise economic content and implications of each of
these stages has to be made explicit. Table 2.3 presents in a
simplified fashion the major features of each of those stages.
Since Stage 111 is identical to monetary union as already
described, the comments below concentrate on Stages I and
IL

The major decisions to be taken in Stage I are already
effective since in the economic field the internal market
programme is on track, the reform of the structural Funds
is in operation and the new decision governing coordination
and surveillance was finalized in early 1990. In the monetary
field capital market liberalization is effective in most Mem-
ber States and monetary coordination is being strengthened
within the framework of the Committee of Central Bank
Governors. The remaining aspects mainly relate to country-
specific adjustments, i.e. participation in the ERM, further
convergence towards low inflation, and budgetary adjust-
ments.

In contrast to Stage I, which is basically defined in economic
terms, Stage 11 is mainly institutional in nature. It is meant
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Table 2.3

Major features of the three EMU stages

Econemic

Monetary

Stage 1

-}

Completion of the internal market

Strengthened competition policy

Full implementation of the reform of the structural Funds
Enhanced coordination and surveillance

Budgetary adjustments in high debt/deficit countries

o 0 0 O

Stage I

o Evaluation and adaptation of Stage [ policies
o Review of national macroeconomic adjustments

Stage 11

o Definitive budgetary coordination system
o Possible strengthening of structural and regional policies

o Capital market liberalization

o Enhanred monetary and exchange rate coordination
o Realignments possible, but infrequent

o All EC currencies in the narrow-band ERM

o Extended use of the ecu

o Establishment of EuroFed
o Possible narrowing of EMS bands

o FEuroFed in charge of monetary policy
o [rrevocably fixed exchange rates or ecu as single currency

to be a transitional stage only. The Delors Report placed
emphasis on the gradual transfer in Stage II of responsibility
for monetary policy. After discussion, the emphasis has
since been placed more on the technical preparation of the
EuroFed institution in Stage 11, on the grounds that policy
responsibility must be clear-cut. For this reason it is now
widely considered that Stage II should be quite short.

The economic logic of Stage II is that of a transition between
an asymmetric system where monetary policy is coordinated
through the exchange markets and a system in which monet-
ary policy is set at the Community level and exchange
markets lose their coordination function. The single most
important step mn this process is the irrevocable fixing of
parities at the outset of Stage III.

The economic and monetary content of Stage I1I has already
been described. On the economic side application of the
principle of subsidiarity results in an evolutionary set of
policy responsibilities, with considerable room for debate
and experimentation over the best regime at any one time.
This concerns especially the rules and competences of na-
tional and EC budgets, which Chapter 3 discusses in more
detail.

The timing of the transition through the Stages is largely a
matter for political choice, although as developed in Chapter
8 pure cost/benefit considerations tend to argue in favour
of a rapid move toward full EMU. The degree of conver-
gence of inflation, budget deficits and other variables needed
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in the move to the definitive EMU is discussed in Chapter
8. However, the speed of this convergence will depend hea-
vily on the timing and credibility of the political commit-
ments to move to Stages II and III.

2.1.2, Alternatives to EMU

Against what benchmark situation should the effects of
EMU be assessed? This question is less obvious than it seems
at first sight since the situation of today cannot be taken as
a stable point of reference for two reasons: first, decisions
have been taken whose effects are not yet visible, e.g. regard-
ing the completion of the internal market and capital market
liberalization; second, commitments have been made which
are not yet translated into effective decisions, e.g. the British
commitment to participate in the ERM during Stage I. The
present situation can therefore only be viewed as a snapshot
in an ongoing process. Choosing this situation as a baseline
would not be satisfactory. It would in addition introduce
somewhat artificial differences among Member States de-
pending on their present situation within or with respect to
the ERM. This section reviews the alternative baselines
against which EMU can be evaluated.

Stage 1 as a baseline

A natural starting point for comparisons is Stage I, or a
‘EMS + 1992’ hypothetical baseline, which is assumed to
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incorporate all the effects of decisions and commitments
described in the first panel of Table 2.3, This is the basic
hypothesis which is retained throughout this study, although
comparisons are in some cases also made with alternative
baselines. Given the importance of the 1992 programme in
this regard, a relatively large part of economic union effects
are therefore already present. Most of the additional gains
from EMU would thus arise from progress in the monetary
field, whose effects may be evaluated against a clear and
uniform benchmark.

Since Stage 1 is not yet observed, assumptions have to be
made regarding its functioning. Major issues regard (1) its
basic monetary logic, (2) the practice of realignments and
(3) the micro and macroeconomic effects of capital market
liberalization.

1. As to its basic monetary logic, Stage 1 would not be very
different from the EMS of the late 1980s. Like in any other
fixed-but-adjustable exchange rate system, one can assume
that it will remain asymmetric in the sense that one particular
national central bank acts as a de facto leader. Whether this
‘anchor country’ would be Germany as in the 1980s, or
whether a competition for the leadership might arise is an
open issue (see Chapter 8). Whichever the leader, however,
the logic of such a system is that overall monetary policy is
set by a particular central bank, while the policy of the
(N — 1) other members is devoted to the peg of the exchange
rate. Therefore, as long as central parities remain fixed, the
only room for manoeuvre for autonomous monetary policies
is provided by the possibility of exchange rate movements
within the bands.

This relates to the monetary logic of a fixed-but-adjustable
exchange rate system without capital controls. Admittedly,
monetary policy coordination could become more symmetric
in the perspective of EMU through informal cooperation
among central banks, as a preparation for Stages Il and 111,
However, for the evaluation of EMU, Stage I has to be
regarded as much as possible as a steady state, setting aside
features that would stem from future developments of EMU.

2. The most uncertain issue concerning the evolution of the
EMS in Stage I concerns the practice of realignments. Two
extreme models are (a) some kind of loosely defined soft
EMS, and (b) a de facto monetary union where realignments
would become exceptional, an image of which can be pro-
vided by the present sitvation between Germany and the
Netherlands.!? Capital market liberalization within the con-

‘7 In May 1990, Belgium announced its intention to commit itself to
exchange rate stability vis-g-vis the Deutschmark. The French Govern-
ment has also repeatedly stressed its intention to rule out devaluations.

text of a fixed-but-adjustable exchange rate system points in
the direction of the second model: realignments would still
be possible, but since anticipated realignments can give rise
to potentially unlimited capital movements, one cannot as-
sume that this instrument could be used by governments
systematically.

Realignments come onto the agenda either when countries
are characterized by different inflation trends or subject to
country-specific shocks. Whether or not significant differ-
ences in inflation trends could still be compensated by per-
iodic realignments in Stage I is in principle an open issue.
The disciplinary effect of the EMS has proven effective since
the second half of the 1980s when realignments became
rare and compensated only half of the inflation differentials
(Table 2.4). This is widely considered to be a major factor
of inflation convergence within the narrow-band ERM. This
record should continue with the removal of the last capital
controls, for the only way to discourage speculative attacks
is (i) to make the realignments rare and randomly distrib-
uted, (ii) to offset only partially inflation differentials, and
(iii} to avoid discrete jumps in the market exchange rate, i.¢.
to realign inside the band. Since the first two are costly
in terms of relative prices while the third either implies a
renunciation of the EMS (if bands are so wide than the
system becomes closer to a flexible rate systern) or frequent
realignments, these techniques cannot really accommodate
large and permanent inflation differentials. This is the reason
for expecting further inflation convergence in Stage 1.18
Actually, there is already a clear tendency within the core
ERM towards a de facto narrowing of the bands of fluctu-
ation vis-g-vis the Deutschmark.!?

An opposite strand of arguments states that capital controls,
by allowing for delayed realignments and therefore real
exchange rate appreciations in the more inflationary
countries, were a key component of inflation discipline in the
EMS. Another argument states that exchange rate credibility
would lead to a decrease in nominal interest rates in in-
flationary countries, thereby leading to low real interest rates
and a weakening of inflation discipline.2? Those arguments,
however, can only be considered of some validity in the
short run. They do not demonstrate how large differences
in trend inflation could be accommodated at low cost within
a Stage | EMU without leading to speculative attacks. There-

18 The requirements for a realignment rule in an EMS without capital

controls are discussed by Driffill (1988) and Obstfeld (1988). See also
Annex E.

19 See Annex E.

M See Giavazzi and Giovannini (1989), Giavazzi and Spaventa (1990).
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Table 2.4
Realignments in the EMS, 1979-89

(vis-a-vis the Deutschmark)

B/L DK F IRL 1 NL Narrow ERM
band

1979-83
Number of realignments 5 7 4 4 5 2 22 27
Average size (%) 4.9 44 7.1 5,2 6,3 2 51 5.3
Average cumulated price differential 1,65 3.1 6,7 12,0 9.8 1,0 50 59
Degree of offsetting (%) 296,6 139.8 105,4 43,5 64,4 203.2 101,2 89,7
1984-87
Number of realignments 2 2 2 3 3 — 9 12
Average size (%) 1,5 2,5 4.5 4,7 4.7 — 3,5 3.8
Average cumulated price differential 53 6,8 8.3 6,1 9,3 — 6,6 7.3
Degree of offsetting (%) 28,5 36,5 54,5 77,2 50,7 — 52,7 52,1

Note: All data refer to bilateral Deutschmark exchange rates. Cumulated price differentials (CP1, monthly data) are measured hetween two realignments. Offsetting of inflation differentials is

measured by the ratio of central rate variation to the price differential by the time of the realignment.

Source: Commission services.

fore it can be considered that regarding inflation discipline,
the implications of Stage 1 would not be very different from
those of a full EMU.

However realignments might still be possible in the case of
country-specific shocks, provided those shocks are unexpec-
ted. A country hit, for example, by a fall in the demand for
its exports (a demand shock) or a surge in nominal wages
{(a supply shock) could use the exchange rate instrument in
order to modify its real exchange rate or to accommodate
the inflationary shock. As discussed in Chapter 6, this is
where Stage [ would retain nominal exchange rate flexibility
that would be lost in the full EMU.

3. Capital market liberalization is already in effect for most
countries, however its full impact is not yet observed. It will
not only affect potential short-term capital movements, but
also the integration of financial markets. One can expect
therefore, the supply of financial products to increase, pre-
sumably providing larger hedging opportunities, and also,
some reduction in transaction and hedging costs because
of economies of scale, technological change, and greater
competition.2! Although the extent of these microeconomic
effects cannot be assessed with precision, they have to be

21 See the special issue of Furopean Econormy (1988b), and Gros (1990).
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taken into account in the cost-benefit evaluation of EMU
(Chapter 3).22

Summing up, the following hypotheses are made regarding
Stage I:

(i) The working of the exchange rate system will remain
asymmetric, with an anchor country setting the overall
monetary policy while the (N-1) others are coordinated
through the exchange markets.

(it} Exchange rate discipline in Stage 1 will see further
convergence towards low inflation, practically eliminat-
ing trend differences in inflation rates which do not arise
from equilibrating mechanisms. However, realignments
would still be an available instrument in the case of
unexpected country-specific shocks.

(iii) The removal of capital controls will yield savings in
transaction and hedging costs as well as a closer inte-
gration of capital markets, but fall short of what a
genuine EMU would bring.

2 QOther effects of the removal of capital controls concern the allocation

of savings, i.e. the micro and macroeconomic effects of capital markets
integration which are discussed in Chapters 3 and 6. Here also the
removal of capital controls is expected to yield some benefits, although
this is incomplete as long as exchange rate risk remains a barrier to
capital mobility.
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The above characterization of Stage I is based on the as-
sumption that it is stable, at least as a transitional stage.
However, this stability has been questioned by a number of
authors, either directly or with reference to the ‘evolutionary
approach to EMU’, proposed in 1989 by the British Govern-
ment (HM Treasury, 1989), which bears close resemblance
to a protracted Stage 1. The issue of stability in the transition
is taken up in Chapter 8, where it is argued that Stage [ can
be considered stable as long as economic policies in the
Member States are consistent with the constraints of the
system, but that ‘systemic instability’ could arise from a
refusal of the asymmetric character of the system or from a
competition for leadership. Indeed, the stability of a Stage I
lasting for a few years and considered to be a transition
towards full EMU, and that of the same system without the
prospect of moving on to the definitive EMU are two differ-
ent issues: as long as governments and agents expect a new
regime to be established in the near future, their behaviour
is conditioned accordingly. Historically, the coexistence of
fixed exchange rates and completely free capital movements
never lasted for very long.2? It cannot be taken for granted
that a renunciation of EMU would not lead, sooner or later,
some countries to opt for more exchange rate flexibility or,
alternatively, to reintroduce some capital controls. There-
fore, the costs and benefits of EMU have to be discussed
in the wider context of the possible alternative choices of
exchange rate regimes.

Alternative exchange rate regimes

The well-known inconsistency between financial integration,
fixed exchange rates and monetary policy autonomy pro-
vides an appropriate starting point for the discussion of the
alternatives to EMU. All three objectives are legitimate, the
first two because of the economic benefits they vield, and
the third because policy autonomy is, ceteris paribus, desir-
able on subsidiarity grounds. A tri-dimensional trade-off is
therefore at work, which can be represented by Graph 2.3.24
The three objectives are represented along the three axes of
the figure. Any point within the triangle can therefore be
characterized by the degree to which each of these objectives
is fulfilled. The three sides of the triangle are each character-
ized by complete fulfilment of one particular condition. Its
three corners correspond to situations where two conditions
are simultaneously fulfilled, the third being excluded:

(i) financial market autarky {complete fixity of exchange
rate and policy autonomy, but total control of capital

\

3 See Carli (1989) and Giovannini {1989}
M Adapted from Aglictta (1988).

GRAPH 2.3: A graphical representation of alternative
exchange rate regimes
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movements; current account imbalances are settled
through official bilateral capital transactions);

(i) exchange rate float (complete financial integration and
autonomy, with exchange rate determined by the mar-
ket without any unsterilized intervention};

(iii) monetary union (complete financial integration and ex-
change rate fixity, with zero policy autonomy).

The evolution of the exchange rate regimes within the Com-
munity can be illustrated on the figure. The compromise of
the 1960s was characterized by low financial integration
due to widespread capital controls and high exchange rate
stability. The breakdown of the Bretton Woods system led
to greater autonomy at the expense of exchange rate stability
and while the 1970s witnessed to some extent greater finan-
cial integration, some countries reverted to capital controls
to prevent exchange rate crisis. The creation of the EMS in
1979 has been a reaction to this experience as well as a
statement of preference for exchange rate stability, and the
1980s have been characterized by both greater exchange rate
fixity and greater [inancial integration {(at the expense of
autonomy). Stage 1 basically represents a continuation of
this trend. This is also the case lor full EMU.
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Neither financial autarky nor a clean float represent real
alternatives to EMU. It is hard to imagine why and how
European governments would choose to renounce the ben-
efits of a Community-wide financial market, or to abandon
their aim of exchange rate stability after the successes of the
EMS. Both moves would represent a dramatic reversal of
the historical trend. However, the two cases are useful bench-
marks for a discussion of the costs and benefits of EMU.

The ‘hard ecu’ proposal

Another proposal which has been put forward in the summer
of 1990 as an alternative to the Delors Committee approach
is the *hard ecu’ of the UK Chancellor of the Exchequer.

In this case the ecu would be developed as a parallel currency
managed by a new institution, which could be called the
European Monetary Fund (EMF). As a first step, the Chan-
cellor proposes setting up a new institution (the EMF) to
act as a currency board and provide ecu bank notes on
demand for Community currencies. To ensure no new money
creation, EMF ecu notes would have to be fully backed by
its own holdings of component currencies. The ecu would
remain a basket currency, with its interest and exchange
rates being determined as now,

A further step would involve a switch from a basket ecu to
a ‘hard ecu’, managed by the EMF, which would fully
feature in the EMS on equal terms with other currencices,
staying within ERM margins and never being devalued at
realignments in relation to any Community currency. The
EMF would issue hard ecu deposits in the Community only
in return for national currencies. Any excess of national
currencies held by the EMF would have to be repurchased
by the central banks concerned for hard currencies. The
hard ecu is intended specifically to strengthen the pressures
for anti-inflationary convergence in the Community by put-
ting it at the centre of the EMS.

The hard ecu plan represents a considerable development
of the previous position expressed by the Treasury (An
evolutionary approach to EMU, HM Treasury, 1989): it
acknowledges the need for a new Community monetary
institution and allows for the possibility of a single currency
at the end of the process.

An assessment of the benefits and costs of the hard ecu
proposal must take into account its uncertain evolution. To
its proponent, this uncertainty is one of its main attractions,
since it stems from the freedom of choice over whether to
use the hard ecu, which is left to the markets. This means
that, in relation to the existing situation, no economic agent
has to undergo extra costs by using the hard ecu, since
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national currencies remain as alternatives. On the other
hand, this uncertainty also means unpredictable currency
substitution possibilities. This could have costs in terms of
macroeconomic stability, with monetary control made more
difficult.

As regards the hard ecu’s likely economic impact, this would
of course depend on whether it was actually taken up and
used in macroeconomically significant amounts: clearly, if
the amounts used were small, the effects would be very
slight.

If, however, the hard ecu were to become widely used, its
impact may be considered in terms of the effects discussed
in this study. To the extent that the hard ecu were used for
international commerce and achieved the economies of scale
observed with major currencies, there could be savings in
transaction costs for some users. However, these costs would
not be eliminated as with a single currency. Similarly some
exchange rate uncertainty would remain. While the mechan-
ism contains an incentive in favour of stability-oriented
macroeconomic policies, it is not clear that this would add
to the disciplines already experienced by currencies that
participate in the narrow-band of the exchange rate mechan-
ism of the EMS (or the incentive to be faced by the other
Community countries when they put their currencies into
the narrow band). It is likely to be in the least convergent
countries that the use of the hard ecu would grow fastest. If
in some countries the hard ecu acquired a significant market
share in relation to the national currency, there would arise
the question of what the denominator would be for domestic
wage and price contracts. Presumably this transitional stage
would also mean considerable uncertainty for economic
agents, until the time came for the switch to a single currency.
Externally, the hard ecu could take on a wider international
role, but not to the extent that would a single Community
currency.

2.2, The economic impact of EMU

The aim of the present section is to outline the costs and
benefits of EMU as well as to discuss the methods and
techniques of their evaluation: Subsection 2.2.1 reviews the
theoretical aspects, and Subsection 2.2.2 the nature of costs
and benefits, together with the more technical questions of
economic evaluation and measurement.

The basic message of this investigation is that both because
of the present state of the theory of monetary unification
and because of the diversity of the effects involved, an overall
quantitative evaluation of the gains from EMU would be
both out of reach and inappropriate. The present study has
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accordingly the more modest aim to propose a framework
for the analysis of the economics of EMU and to provide
some partial quantifications. However, qualitative con-
clusions can be drawn from a comprehensive approach to
the costs and benefits of EMU.

2.2.1. Building blocks for the analysis of EMU

In contrast to the trade field, where standard economic
theory has for long offered straightforward arguments in
favour of trade liberalization and economic integration more
generally, the analysis of EMU cannot be based on a simple,
unified, ready-to-use theory of the benefits of monetary
integration. The two issues of economic integration and
monetary integration are indeed treated very differently in
economic theory, The case for economic integration is based
on a unified and secure microeconomic approach since what-
ever the latest developments in the theory of international
trade, the basic rationale for the internal market programme
is still rooted in the approaches of Adam Smith and David
Ricardo.2*> Monetary integration, however, immediately
raise:;ﬁa more complex set of theoretical and empirical is-
sues.

This may seem paradoxical since, as pointed out by various
authors,?? the use of a single money seems to be as essential
to the unification of the US internal market as the absence
of any direct or indirect trade barriers. Though the diversity
of industrial structures among US states or regions is as
great as among the Member States of the Community, the
idea of appreciating the Texas dollar when the price of oil
rises, or depreciating the Michigan dollar when Detroit is
outpriced by Japanese car exports, sounds as pointless as
introducing custom duties inside the US market. The same
applies to other federal States, which without exception have
chosen to have a single currency. History also shows that
monetary unification has most frequently gone hand in hand
with trade integration.?8 One could therefore expect econ-

25 However, as pointed out by Ingram (1973), most estimates of the benefits
of the Common Market, made in advance of the economic realities,
were close to zero.

% paul Krugman (1990) states: ‘The economics of international money,
by contrast [to those of trade integration], are not at all well understood :
they hinge crucially not only on sophisticated and ambiguous issues like
credibility and coordination, but on even deeper issues like transaction
costs and bounded rationality’.

27 For example Krugman (1990), Baldwin (1990).

2 A classic example is that of the German monetary unification in the
nineteenth century, which followed a few years after the trade and
economic unification under the Zollverein. See Holtfrerich (1989).

omic theory to provide the rationale for these empirical
observations.

There is indeed a theory whose aim is to aid the analysis of
monetary integration: the theory of optimum currency areas
developed in the 1960s by Robert Mundell, Ronald McKin-
non and others. The basic insight of this approach is that
the adoption of a single currency involves a trade-off be-
tween, on the one hand, the benefits arising from monetary
integration and, on the other hand, the costs incurred when
the exchange rate is lost as an adjustment instrument. This
insight remains valid and is taken as a basis for the present
study. However, a precise and comprehensive identification
of those costs and benefits is not provided by the theory
of optimum currency areas, since (i) some of the benefits
associated with monetary unification are assumed without
further investigation, while others are simply omitted, and
(ii) the framework for the analysis of costs is rather limited
and outdated. The most well-known conclusion of this ap-
proach, namely that labour mobility across an area is the
essential criterion for deciding whether monetary union is
desirable, appears to be largely overstated in early formu-
lations of the theory, at least as regards the EC. Moreover,
economic theory has evolved substantially in several relevant
branches since the early 1960s (Box 2.3), but the revision of
the theory of optimal currency areas has not kept up with
this. Thus, the analysis of EMU does not need to be limited
to this rather narrow approach.

Recent developments in several branches of economics pro-
vide elements of a comprehensive approach to the costs and
benefits of EMU.

1. Although almost no recent reserch has been specifically
devoted to the microeconomics of monetary union — except
the contribution by R. Baldwin, some recent developments
in the microeconomics of imperfect markets (i.e. in presence
of externalities, or adjustment and information costs) lead
to a better if still incomplete understanding of the channels
through which the adoption of a single currency would
provide output and welfare gains. 2°

2. A large body of literature has been devoted to the ques-
tion of the choice of an optimal exchange rate policy for a
small economy in a stochastic environment, and thus in an
environment of random disturbances. 3 The issue is which
monetary and exchange rate policy performs best for reduc-

2 See Chapter 3 and Baldwin (19%0).
30 See, for example, Marston (1985), Aizenman and Frenkel (1985). For a
recent survey, see Argy (1990).
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Box 1.3: EMU and the theory of optimum currency areas

The theory of optimum currency areas was developed in the
1960s in order to determine what should be the appropriate
domain within which exchange rates are fixed 3!

The question relates to the debate at that time between the
proponents of exchange rate fixity and those of floating ex-
change rates. The basic argument for floating was twofold: first
that exchange rate changes were a less costly way of correcting
current account imbalances, and more generally of adjusting
relative prices between two countries when prices are sticky, and
second that it would allow countries to pursue independent
macroeconomic policies (e.g. to choose different inflation
rates).32

The optimum currency areas approach uses an implicit stabiliza-
tion framework and introduces the issues of asymmetries and
alternative adjustment channels when countries face exogenous
shocks. Mundell (1961) points out that exchange rate flexibility
is of no use between the US and Canada if, due to a shock to
the industrial structure, both countries are hurt by a shift in the
relative economic conditions of their eastern and western parts.
What is needed instead is a change in the relative prices of
eastern and western products. Therefore, the right criterion for
designing a currency area should be the degree of factor {capital,
i.e. physical investment, and labour) mobility within the region,
since a high degree of factor mobility would provide the adjust-
ment channet which is lost in a fixed exchange rate regime. It
was precisely because of a low labour mobility within Europe
that Meade (1957) argued that exchange rates should remain
flexible within that zone. It became conventional wisdom to say
that Europe was nor an optimum currency area.

Although the overall approach remains a useful starting point,
this conclusion only holds within a specific and rather limited
framework whose adequacy for today’s analysis ts questionable,
First, the microeconomic benefits of a monetary union are
simply assumed without further exploration: in Mundell’s
words, ‘money is a convenience and this restricts the optimum
number of currencies’. Second, although labour mobility across
Europe remains low —— but it is also limited within the United
States — the mobility of both physical and especially financial
capital is now much higher than in the early 1960s. As pointed
out by Ingram (1959, 1973), the degree of international financial
integration has to be introduced as a specific criterion and the
alternative adjustment channel of cross-country financing has

therefore to be taken into account. Third, Mundell’s implicit
framework is a world of rigid wages and prices. Although wage/
price stickiness is still a fact of life, their rigidity could be less
than in Mundell’s framework, and the possibility of market
adjustments has to be considered. Fourth, there is the implicit
assumption that no inefficiencies arise from flexible exchange
rates, such as because of instability in the exchange markets and
non-cooperative or suboptimal policies. Obviously this can no
longer be considered an acceptable hypothesis in the light of
recent experience.

Fifth, the whole approach ignores policy credibility issues which
have been stressed by recent macroeconomic theory. Six, the
theory of optimum currency treats the whole area as a small
country within a given world and thus it ignores the external
effects of monetary integration.

The approaches of McKinnon (1963) and Kenen {1969) to this
same topic are different. McKinnon points out that if exchange
rate changes are used to offset the effects of domestic demand
shocks on the current account, price instability is bound to
increase in line with the degree of openness {or the share of
tradables in production) in a floating rates regime. This is
particularly relevant within the EC and is a major reason behind
the long-standing choice of a peg system by smaller open econ-
omies like the Netherlands and Belgium. Moreover, Krugman
(1990), building on this argument, argues that the costs of
monetary union decrease and the benefits increase with the
intensity of trade within the currency area. Kenen focuses on
the degree of product diversification and argues that countries
characterized by a low degree of diversification should retain
exchange rate flexibility in order to offset product-specific
shocks, while a high degree of product diversification, by averag-
ing product-specific shocks, could compensate for low labour
mobility. In practice EC countries typically have highly diversi-
fied industrial structures. The general issue of the impact of
different industrial structures is discussed in Chapter 6.

Summing up, the optimum currency area approach provides
useful insights but cannot be considered a comprehensive frame-
work in which the costs and benefits of EMU can be analysed.
Empirical applications of this approach are scarce and hardly
conclusive.

3l Major contributions include Mundell (1961), Mc Kinnen (1963}, and Kenen {1969).
For more recent surveys, see Ishivama (1975), and Wihtborg and Willett (1990).
32 See, for example, Friedman (1953).
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ing aggregate macroeconomic variability, i.e. insulates better
the economy from the effects of shocks. This line of research
has established (i) that the choice between exchange rate
regimes not only depends on the pattern of shocks (domestic
or foreign, real or monetary) affecting the economy, but also
on the degree of wage-price indexation; and that with fuil and
instantaneous indexation, there is no difference whatsoever
between fixed and floating rates, 33 and (ii} that neither fixed
nor floating exchange rates are generally optimal, but rather
that some country-dependent mix of the two regimes is
preferable, 34

3. Applications of game theory in the field of macro-
economic policy have led to emphasize issues in the choice
of an exchange rate regime which had been for long stressed
by policymakers but were largely ignored by the literature
of the 1960s. This approach leads to questioning the standard
policy autonomy argument in favour of flexible exchange
rates from two different angles. First, this autonomy might
not be optimal from a political economy point of view, e.g.
if domestic monetary authorities suffer from low credi-
bility. 3 In such instances, policy discipline through the
pegging of the exchange rate to a hard currency can be a
short cut to a long and painful reputation-building. This line
of research appears to be especially relevant in the European
case, since for several countries, membership of the ERM
has been perceived as a way to borrow the credibility of the
Bundesbank. 3 Second, the risks of suboptimal cutcomes
when monetary policies separately aim at contradictory re-
sults have been stressed by the literature on policy coordi-
nation. 37

4. Another domain of research concerns the relative per-
formance of alternative monetary arrangements at the world
level. Two decades of disappointing experience with floating
exchange rates have stimulated new research on the causes

33 See Annex D for an analysis of the links between the speed of indexation
and the cost of losing the exchange rate as an instrument.

34 Another, related approach stresses the relative information content of
exchange rate regimes in rational expectation models. The emphasis is
on the degree to which prices provide the right information to agents
regarding the nature of the shocks affecting the economy under alterna-
tive exchange rate regimes. No strong result in favour of one regime or
another emerges from this literature. See Wihlborg and Willett (1990)
for a survey.

35 This might arise from public choice considerations, but also from the
time-inconsistency argument. See Kydland and Prescott (1977), Barro
and Gordon {1983).

36  See, for example, Giavazzi and Pagano {1988), and several contributions
to Giavazzi, Micossi and Miller {1989),

37 For a recent survey, see Currie, Holtham and Hughes Hallett (1989).

of exchange rate instability and on possible remedies. 38 This
research is of special relevance in the European case since
the creation of EMU would bring more symmetry in the
international monetary system and could therefore be a
building block for wider changes in this system.

5. Last but not least, there is already a substantial and
growing body of research on the economics of EMU which
draws on all the above theories, and of which the papers
presented in “The economics of EMU’ {European Economy
(1990)) offer an up-to-date sample,

These developments in economic research do not yet provide
an integrated approach to monetary union. One might doubt
they ever will, since very different fields of economic theory
are involved in the analysis of EMU: microeconomic ef-
ficiency has little to do with stability in a stochastic environ-
ment or with the rules-versus-discretion debate in macro-
economic policy. Recent contributions which, in the spirit
of the optimum currency area approach, attempt to isolate
a trade-off in the choice for or against EMUJ (seigniorage
versus transaction costs, or insulation from shocks versus
time-inconsistency %} only highlight partial aspects of the
choice problem raised by EMU. In any case, much more
research has to be done before these different branches can
be linked together within a unified model of the welfare
effects of international money.

However, empirical analysis can obtain results from these
various fields as building blocks for a comprehensive ap-
proach to EMU. As detailed below, it turns out that this
approach leads to basing the case for EMU on a much
broader framework of analysis than that provided by the
theory of optimal currency areas. While this report has no
theoretical pretensions, the nature of the effects discussed in
the analytical chapters can be taken as an indication of the
scope that a full theory of monetary unions would have to
encompass.

Before turning in more detail to the nature of costs and
benefits, three important methodological points have to be
made:

(i) A number of questions arise whose answers rely on
different paradigms. The use of a single currency yields
efficiency gains which are much of the same nature
as those arising from the elimination of physical and
technical barriers to trade. The natural framework for

3% See, for example, Williamson (1985), McKinnon (1988}, Krugman
(1990).

On the {irst aspect, see Canzioneri and Rogers (1989), On the second,
see, for example, Van der Ploeg (1990).
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the analysis of these effects is the classical microeco-
nomic paradigm of competitive markets and flexible
prices. The costs of losing the exchange rate instrument,
however, only arises in a world of imperfect integration
and sticky prices, i.c. within a Keynesian paradigm,
since the whole macroeconomic issue of choice of an
exchange rate regime is irrelevant if markets are per-
fectly integrated and prices fully flexible. Finally, the
analysis of the credibility of EMU and of its effects for
inflation discipline has to be based on a third paradigm,
where considerations of political economy play an im-
portant role, together with theories of expectations and
strategic behaviour. In all, therefore, one has to accept
a somewhat eclectic approach.

(ii) Due to the present state of the theory, an attempt to
make an overall quantitative evaluation of the costs and
benefits of EMU would hardly be meaningful. Some of
the effects that can be expected from EMU cannot be
yet quantified, and others would only be evaluated with
a considerable margin of uncertainty. For example,
few results are available regarding the welfare costs of
inflation, despite the fact that most economists and
policymakers agree on the importance of these effects.
Moreover, the lack of a unified theory would raise
problems of inconsistency in the aggregation of effects
of a different nature. This does not preclude partial
quantifications, and indeed several such assessments of
specific effects are given throughout this report.

(iii) Reliance on the most recent literature has the advantage
of bringing in the most recent insights of current re-
search, but alsc has its cost: results can be model-
dependent, and are therefore less secure and widely
accepted than with established theories. Empirical as-
sessments also remain fragile and frequently disap-
pointing,

2.2.2. Costs and benefits

According to the method sketched out above, the present
costs-benefit analysis of EMU is based on the combination
of different approaches. Major categories of effects have
been presented in Chapter 1. The aim of this section is to
present in more detail the categorization of effects and the
methodology of the present study.

Direct and indirect effects of EMU

As presented in Graph 1.2 of Chapter 1, the final economic
impacts of EMU will arise both directly from changes in the
economic system of the Community, and indirectly through
peolicy and behavioural changes induced by the systemic
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changes. Although this is not a water-tight distinction since
any change immediately impacts on the system as a whole,
it 1s important to sort out indirect effects from direct ones
since the latter are unconditional while the former are con-
ditional on the policy stance of EuroFed and national fiscal
authorities, and on the modifications in the behaviour of
private agents that can be expected from both systemic and
policy changes. For example, savings in transaction costs
are an unconditional consequence of the adoption of a single
currency which directly affects economic efficiency, while
price stability is conditional on the policy of EuroFed and
on wage and price discipline.

It could be argued that those effects which are conditional
on the quality of economic policies should not be assessed
as arising from EMU per se: whatever the institutional
design of the system, it cannot be taken for granted that it
will lead to more appropriate policies. However, as discussed
above, policy discipline effects cannot be ignored as they are
an integral part of the motives behind the choice of EMU.
Indeed, it is well known that any exchange rate regime has
disciplinary effects on economic policies, and this has for
long been considered one of the prominent aspects of the
choice of an exchange rate regime.

What can be expected is that an adequate design of the
institutional system, notably in the statutes of EuroFed, or
in the framework for budgetary policies, will yield benefits
either because of a greater effectiveness of Community and
national policies, or through a removal of the inefficiencies
associated with low policy credibility, which have a strong
impact on expectations and risk premiums incorporated in
interest rates and other financial variables. As discussed in
Chapter 4, an independent EuroFed with a clear mandate
to achieve price stability would inherit the reputation of the
most stability-oriented central banks of the Community. As
to the budgetary regime, governments should retain fiscal
flexibility for stabilization and adjustment purposes, but as
public debt monetization would be ruled out, the avoidance
of unsustainable fiscal positions would become an absolute
requirement. There would also be a strengthening of coordi-
nation and surveillance procedures,

Throughout this study, it has been assumed that EuroFed
would fulfil its mandate to aim at price stability. Regarding
budgetary policies, it is generally assnmed that Member
States would not depart from disciplined policies. As the
importance of these and of other explicit policy assumptions
is highlighted when needed in the text, the reader should be
able to distinguish between direct and indirect effects of
EMU.

The same kind of issues arise for behavioural changes. It is
well known that the behaviour of private agents cannot be
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supposed to remain invariant with respect to systemic or
policy regime changes. Wage bargaining and price-setting
behaviours, for example, are not independent from the policy
of the central bank. However, there is no sure way to identify
precisely the consequences of EMU on agents’ behaviour,
and excessive reliance on behavioural changes could also be
misleading.

In most of this study, behaviour has only been supposed to
be affected through the impact of the exchange rate and
mohetary policy regitme on expectations. This means for
example that wage-setting behaviour is supposed to be
changed in so far as price expectations would be modified
by the exchange rate and policy regime. ¥ This assumption
is warranted since EMU will not be a2 mere unilateral com-
mitment to exchange rate stability, but rather an institutional
change whose impact should be clear for all agents (especially
with the adoption of a single currency). It has also been
assumed that the policy of EuroFed would be as credible to
the public as the policy of the more stability-oriented central
banks of the Community. The possibility of deeper changes
in behaviour is discussed (for example in Chapter 6 as
regards wage and price flexibility), but the assessment of
EMU does not rely upon this type of assumption.

The distinction between direct and indirect effects, which
refers to the channels of action, should not be mistaken for
that between static and dynamic effects, which refers to the
time dimension. Static effects are supposed to arise at the
outset of EMU, or possibly with some lag. These are for
instance savings on transaction ¢osts or the benefits of stable
prices. Dynamic effects are those which only build up pro-
gressively over time, because capital accumulation or other
stock adjustments are involved. They translate into an in-
crease in the rate of economic growth for a substantial
period. This is the case for the effects of a lower riskiness of
investment, but it also arises when hysteresis is at work, as for
example in the emergence of the ecu as a major international
currency. 4!

4 The exact definition of a behavioural change depends on the model
which is used to represent behaviours. For example, changes in the
reaction of wages to an inflationary shock as a consequence of monetary
union would be assessed as an exogenous change in behaviour in a
mode! with adaptive expectations, though it would only be an endogen-
ous reaction to the regime change in a model with forward-looking
expectations. See Annex E for further discussion.

There is a slight difference in terminology on this point between this
study and the Report on the economics of 1992 in European Economy
(1988a).
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Costs and benefits in outline

Regarding the permanent effects of EMU, three major cat-
egories of final impacts have been distinguished in Chapter
1, which relate to microeconomic efficiency, macroeconomic
stability, and regional equity. In addition, EMU will give rise
to important transitional effects, mainly of a macroeconomic
nature. Costs and benefits of EMU, grouped in these four
major categories, are summarized in Table 2.5, For the sake
of clarity, external effects resulting from the consequences
of EMU for the Community’s relations with the rest of the
world are presented separately from purely internal effects,
although they have the same type of final impact.

The major costs and benefits of EMU are discussed in the
chapters of Part B below together with some associated
policy issues. As this analysis does not follow the above
categorization, but rather isolates groups of policy issues
(the 5 domains and 16 mechanisms detailed in Chapter 1),
Table 2.5 gives a summary presentation of the main effects
with reference to the chapters in which they are discussed.

{(a) Microeconomic efficiency effects, which are presented in
Chapter 3, are basically of the same nature as those arising
from the completion of the internal market. 42 They proceed
from two microeconomic phenomena in the monetary field
(the disappearance of exchange rate uncertainty and trans-
action costs) and one in the economic field (measures to
strengthen the internal market, e.g. competition policy). Al-
though, as detailed in Chapter 3 and in Baldwin {1990), the
microeconomics of monetary union raise difficult technical
issues, the basic logic is straightforward: EMU yields
(1) direct benefits arising from savings on transaction and
hedging costs; (ii) indirect benefits due to the impact on
trade, cross-border investment and capital flows of the disap-
pearance of exchange rate barriers; and (iii) further dynamic
benefits due to the impact on domestic investment decisions
of an overall reduction in uncertainty (conditional on the
stability gains brought by EuroFed policy).

Efficiency gains are microeconomic in nature but would
obviously translate into macroeconomic effects. They can
ultimately be expected to raise permanently the level of
output and real income in the Community because of a
higher overall factor productivity and a higher capital stock,
in the same way as the completion of the internal market
is expected to yield output and income gains. During the
transition to this higher steady-state, growth would be in-
creased. According to ‘new growth models’, there is even
the possibility of a sustained rise in the GDP growth rate of
the Community. This remains, however, a conjecture. 43

41 See European Economy (1988a).
43 See Chapter 3 and Baldwin and Lyons (1990).
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Table 2.5

Major categories of effects of EMU

Nature of the final impact

Main channels of action

Direct

Indirect

Steady state level of output and
income in the Community

Microeconomic efficiency

Steady state rate of inflation

Variability of output and in-
flation, with associated conse-
quences for welfare

Macroeconomic stability

Regional equiry Distributional effects among
Member States and regions
External effects Both micro and macro effects for

the Community

Changes in the macroeconomic
transition path towards EMU

Transitional effects

Savings in transaction and hedg-
ing costs{3]

Disappearance of exchange rate
uncertainty and instability[3, 6]

Loss of an adjustment instrument
for asymmetric shocks[6}

Disappearance of non-cooperat-
ive exchange rate policies [6]

Greater availability of external
financing[6]

Spatial distribution of direct
micro and macro gains{9, 10]

Additional savings on trans-
action costs, revenues from inter-
national seigniorage and re-
duction in the need for exchange
reservesf7]

Disinflation costs{8]
Costs of fiscal adjustment [5, 8]

Strengthening of the internal
market [3]

Integration of goods and capital
markets[3]

Effects of lower uncertainty on
the riskiness of investment |3}

Induced dynamic effects[3]

Seigniorage revenue losses for
some Member States[5]

Effects on taxation and provision
of public goods [5]

Price stability as consequence of
EuroFed policy[4]

Sound, coordinated fiscal poli-
cies{5]

Differentiated impacts of EMU
depending on initial macro-
economic conditions and eco-
nomic policy strategies[9, 10]

Better coordination inter-

nationally[7]
Changes in the international

monetary system[7]

Drop in real interest rates[5]

Effects on the dollarjecu ex-
change rate[7]

Note: numbers in brackels refer to the chapters of this study.

As for any efficiency gains, there will also be temporary
negative effects and adjustments in the short run, for exam-
ple as the foreign exchange activities of banks decrease.

To a large extent, gains of this category are not conditional
on macroeconomic policies. Some would nevertheless disap-
pear if inadequate policies were to give rise to macro-
economic instability. In addition, for EMU to yield efficiency
gains in the medium run, real exchange rate levels within
the Community have to be consistent with economic funda-
mentals. Although an initial misalignment could be eventu-
ally corrected through relative price movements without
changing the nominal exchange rate, it could in the meantime
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have severe welfare-reducing effects. It is therefore important
that initial levels are in line with fundamentals. This assump-
tion is maintained throughout this study.

In addition to its effects on the private sector, EMU will
also affect taxation and the provision of public goods, and
more generally public sector efficiency. This topic is dis-
cussed in Chapter 5. )

(b) Macroeconomic stability effects, which are discussed in
Chapters 4 and 6, are of a different nature. These effects
concern the variability of macroecoenomic variables, both
nominal and real. Variability arises as a consequence of
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policy and non-policy shocks of a domestic {(e.g. non-perma-
nent changes in the behaviour of private agents) or external
(e.g. a change in a partner country’s economic policy) origin.
This is an important topic for two reasons. First, variability
in macroeconomic variables like the price level, inflation, #
GDP and employment is welfare-reducing per se for risk-
adverse agents, even if their average level remains unaffected
(see Box 2.4). Second, aggregate variability also permanently
influences the level of output, at least if it goes with greater
uncertainty, because it reduces the information content of
prices and leads to an increase in risk premiums. ¥

Regarding stability, EMU yields both permanent costs and
benefits. The net impact in terms of macroeconomic stability
in EMU is therefore an empirical issue. The main costs
arise from the loss of a policy instrument for stabilization
(Chapter 6). Once exchange rates are irrevocably fixed, na-
tional monetary policies can no longer be used to cushion the
effects of asymmetric disturbances, either through market
adjustments (as in a floating rate regime) or through dis-
cretionary exchange rate adjustments (as in the EMS). In
this respect the loss of the monetary and exchange rate policy
at the national level has to be considered a cost as long as
wages and prices do not fully and instantaneously respond
to a disequilibrium in the labour or goods markets. This is
the basic optimum currency area argument, which obviously
only applies to relativities, since the common monetary
policy can be used to cushion the impact of common shocks.

In addition to the benefits already discussed resulting from
the extension of price stability to all Member States
(Chapter 4), significant gains would arise from the removal
of inefficiencies associated with exchange rate flexibility
(Chapter 6). Exchange rate instability, i.e. that part of its
variability which does not result from fundamental changes
in policies or in the economy more generally is harmful,
because it impacts on macroeconomic variables like inflation
and output, therefore increasing their variability. % The re-

“ Variability in prices, i.e. inflation, has to be distinguished from variability
ininflation, i.e. in the change in the rate of increase of prices. Theoretically
prices can be rising while the rate of inflation is stable. However, in
practice inflation and its variability are correlated (see Chapter 4).

43 See Chapter 3 and Baldwin (1990).

% Exchange rate instability has to be distinguished from variability and
uncertainty. Variability refers to the observed changes in exchange rates.
Uncertainty refers to the unanticipated component of these changes.
Instability refers to that part of variability which cannot be explained by
changes in policies or other economic fundamentals.

moval of this market failure would be stabilizing. 7 Another
effect concerns failures of governments and authorities to
act in a cooperative fashion. Non-cooperative monetary and
exchange rate policies are welfare-reducing, for example
if each government separately aims to export the adverse
consequences of a common inflationary shock through ex-
change rate appreciation. This risk would disappear in
EMU. In addition, the alternative adjustment mechanism of
external financing exists, and its availability is increased by
exchange rate fixity.

Admittedly, the EMS already removes at least part of ex-
change rate instability, and reduces the risk of non-cooperat-
ive policies since realignments are not unilaterally decided
but negotiated. The same would hold in Stage 1. This is a
clear benefit, but this also goes with a cost because of
asymmetry in monetary policy. As long as one national
central bank sets the pace for monetary policy in the Com-
munity as a whole, policy reactions to asymmetric shocks
are unlikely to be optimal since the legitimate objective of
the national central bank is to seek the stability of domestic
prices in its national economy. For example, if the French
economy were hit by an inflationary shock there would be
no case for the Bundesbank to tighten its policy. 8 In EMU,
the policy of EuroFed would be more symmetric and would
only react to country-specific developments which affect
price stability in the Community as a whole. %°

(c) Regional equity effects concern the distribution of costs
and benefits among Member States and regions. Differences
in industrial structure, size and level of development, or
foreign trade patterns can significantly affect the balance of
costs and benefits across Member States. For example, the
analysis of transaction costs shows that these are higher for
smaller countries, which rarely use their own currency in
trade invoicing and whose financial markets lack depth.
Initial macroeconomic conditions are also an important
factor to take into account, as differences in inflation rates
or fiscal conditions can alter the extent of policy changes
brought about by EMU, at least transitionally. These issues
are taken up Chapters 9 and 10. The specific role of the
Community budget is discussed in Chapter 6.

(d) External effects which are the topic of Chapter 7 onig-
inate in the large size of the Community in the world econ-
omy. Due to its size, the effects of EMU would not be

47 Obviously, this is only true in so far as the variability of other variables

(e.g. the dollar exchange rate} does not increase as a consequence of

intra-Community exchange-rate fixity. This issue is discussed in Chapter

3.

Except for offsetting the effects of spill-overs of French inflation on
Germany.

49 See Chapter 6, especially the results from stochastic simulation.
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limited to the Community but would also have an impact
on the international monetary and economic system. First,
the ecu would become one of the major world currencies
alongside the dollar and the yen, and could acquire a vehicu-
lar role in trade and finance for EC residents as well as non-
residents. This could bring additional savings on transaction
costs, yield some revenues from international seigniorage,
and impact on macroeconomic stability. Second, the Com-
munity would be able to engage more effectively in inter-
national policy coordination and to speak with a single voice
in international monetary affairs, More generally, policy
coordination at the G7 level would be transformed as the
number of large players would be basically reduced to three.
This would also impact on macroeconomic stability. Finally,
both moves could ultimately induce wide-ranging changes
in the international monetary system.

(e) Transitional effects are discussed in the analytical chap-
ters and summarized in Chapter 8. These effects differ from
permanent ones which arise in comparing a steady-siate
EMU to an alternative steady-state, generally assumed to be
‘1992 + EMS’ (but alternative baselines are also discussed).
Only these effects represent the durable benefits and costs
of EMU. However, since the starting point may not be a
steady state, and indeed is surely not such for some countries,
the costs and benefits of a relatively rapid move towards
EMU have to be considered compared to those which would
arise from a lengthy convergence within the framework of
Stage I. In particular, as discussed in Chapter 5, a number
of Member States still suffer from low exchange rate and
monetary pelicy credibility, and therefore from relatively
high real ex-post interest rates. Although most if not all of
these phenomena would disappear in the due course in a
steady-state Stage 1, experience shows this is a lengthy pro-
cess. A more prompt move towards EMU could significantly
affect the balance of macroeconomic costs and benefits in
the transition towards low inflation and budgetary positions
(Chapter 8). Transitional issues also arise in the external
field, as an increase in the demand for ecu assets could lead
to an appreciation of the Community currency (Chapter 7).

Methodology of evaluations

Strictly speaking, the effects of EMU should only be deemed
positive or negative with respect to an explicit welfare func-
tion. Aggregation of these effects would also imply the choice
of a common yardstick, which as discussed in Box 2.4 could
only rest on some rather arbitrary assumptions. In practice,
this has not been necessary, since no overall quantitative
evaluation has been attempted. However, as several partial
evaluations are given in this study, issues of comparability
and relative importance arise. Table 2.6 attempts to summar-
ize the major elements which contribute to this evaluation.
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The categories of effects distinguished above relate to differ-
ent fields of economic theory, and to some extent to
different paradigms, as summarized in the first two col-
umns of Table 2.6. This has consequences for the methods
and instruments of evaluation that are available and on
the possibility of quantifying the different effects.

(a) For microeconomic efficiency effects, the natural focus
is on their permanent impact on the levels of output and
welfare. The associated framework of analysis is therefore
the classical full employment/flexible prices model, since
these assumptions are standard for the long run. 3! How-
ever in the textbook versions of the standard microecon-
omic model, where transaction costs are zero and adjust-
ments are costless, and where all agents have perfect
information and no aversion towards risk, exchange rate
regimes are neutral. Gains from a move towards monetary
union arise when these oversimplifying assumptions are
relaxed, which frequently implies using recent insights
from research in progress.

Evaluation techniques are diverse. Gains from the elimin-
ation of transaction costs can be directly assessed using
surveys and data on bank balance sheets, provided assump-
tions are made regarding the respective effects of capital
market liberalization and the adoption of a single currency.
The assessment of indirect effects is more partial and tenta-
tive since, firstly, only some aspects are quantified, and
secondly evaluations with present models are bound to pro-
vide orders of magnitude, rather than precise figures. Dy-
namic gains are evaluated using either calibrated standard
growth models, or the more recent endogenous growth mo-
dels.

The time horizon corresponding to these effects is short for
the most direct ones, like the elimination of transaction and
hedging costs. Indirect and dynamic effects can normally be
expected to accrue over many years if not decades, but the
experience with the internal market tends to show that
favourable expectations can lead firms to increase investment
even before the policy measures are effectively implemented.

{b) The basic framework of analysis for macroeconomic
stability effects is that of neo-Keynesian models, which are
characterized by sticky wages and prices in the short run.
Only in this kind of model can the loss of the exchange rate
instrument be assessed. However, this framework has to be
extended to encompass also policy discipline effects.

51 ‘Full employment’ does not mean that there is indeed full employment
in the baseline, but only that the long run refers to the horizon where
short-term unemployment effects of efficiency gains are eliminated.
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Box 2.4: Measurement issues in the cost/benefits analysis

EMU will have three concurrent types of impact:

(i) on the level of output in the steady-state and the path
towards this new equilibrium;

(ii) on its variability in a stochastic environment (i.e. character-
ized by the occurrence of random economic shocks);

(ili) inflation and other macroeconomic variables are also affec-
ted in both the foregoing ways.

(i) Effects which impact on the leve! of output {(mostly efficiency
effects) can be measured either in terms of output or in terms
of weifare. The output measure can be related directly to usual
macroeconomic statistics (GDP), but it is ‘gross’, since it does
not take into account the cost of forgoing present consumption
in order to accumulate capital. The welfare measure, which is
derived from microeconomic utility considerations, is theoreti-
cally more appropriate. However it is less easy to grasp and
rests on assumptions concerning among other things the rate of
time preference. Both measures are close to each other in the
case of direct, static efficiency gains, but can differ widely as
soon as intertemporal issues are involved.

(ii) Variability in macroeconomic variables raises in addition
the issue of risk aversion. Only for risk-neutral individuals
and firms would temporary deviations from equilibrium not be
welfare-reducing, provided they are averaged over time. The

welfare cost of vanability per se is however not of the same
nature as the welfare cost of, for example, a permanent income
loss. Aggregation of level and variability effects could only rest
on a measure of risk aversion.

(iii) Takinginto account other macroeconomic variables implies
relying on a weighting of these variables. Due to the non-
availability of a social welfare function derived from the utility
functions of individuals, economists usually use macroeconomic
welfare functions that are supposed to reflect policy preferences
(and the welfare of the general public, provided policymakers
express the preferences of this public). Here also, evaluations
have to rest on some rather arbitrary quantitative assumptions
regarding the weighting of deviations of output and inflation
from their optimal Jevel. %

An overall measurement of the effects of EMU would have been
vulnerable to changes in technical assumptions regarding the
parameters discussed above. For the partial quantifications
which are given in this study, reliance is placed mostly on usual
statistics, i.e. output rather than welfare, and generally to discuss
the results of macroeconomic model simulations in terms of
changes in familiar variables rather than on the basis of a macro
welfare function.

% A specific problem is that the weight of inftation in usual macro welfare functions
(which attempts to reflect the preferences of policymakers) cannot be based on micro-
ecanomic grounds. See Blanchard and Fisher (198%), Chapter 1.

Table 2.6

Assumptions and methods of quantitative evaluations of EMU

Underlying theories

Main assumptions

Methods and instruments

Quantilative assessment

Microeconomic Microeconomics of imper-  Flexible prices and full em-
efficiency fect markets ployment (long run)
Growth theory (‘old” and Information and adjust-
‘new’) ment costs, risk aversion
Macroeconomic Macroeconomic theory Sticky prices and under-
stability Game-theoretic approach employment (short run)
to economic policy Imperfect credibility
Political economy
Regional equity Both micro and macro  As for micro and macro
approaches
Theory of economic inte-
gration
External International monetary Relaxation of the ‘small
€COnOmics country” assumption
Theory of international
policy coordination
Transitional effects  As for macro stability As for macro stability

Direct evaluations and
surveys (transaction costs)

Computations with cali-
brated growth models

Econometric techniques

Deterministic simulations
with macro todels

Stochastic simulations

No specific instrument

No specific instrument

No specific instrument

Substantial for direct ef-
fects

Partial and tentative for
indirect and dynamic ef-
fects

Partial evaluation for ana-
lytical purposes

Attempt at a synthetic
quantification  through
stochastic simulations

No quantitative assess-
ment for individual Mem-
ber States

Only for specific effects

Only for specific effects
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The degree of wage-price rigidity, and the associated costs
of losing the exchange rate instrument, can be evaluated
using econometric techniques or the estimates incorporated
in empirical macroeconomic models (Box 2.5). However
standard methods can provide only some analytical elements
rather than comprehensive assessment, since (i) deterministic
simulations only evaluate the effects of single, specific
shocks, and (ii) the impact of a change in the monetary
regime on the behaviour of agents is not taken into account.
Both limitations can be overcome through stochastic simula-
tions with a model incorporating forward-looking features.
The results of these simulations represent the average behav-
iour of an economy facing randomly distributed shocks,
under different exchange rate regimes. They provide there-
fore a synthetic assessment. But this also is not fully compre-
hensive as some other gains resulting from the availability
of alternative adjustment mechanisms or from the elimin-
ation of non-cooperative exchange rate behaviour are not
taken into account.

Generally speaking, this type of macroeconomic stability
effects will arise as soon as exchange rates are irrevocably
fixed. The time horizon corresponding to this category of
effects can be assessed to be about five years for specific
shocks since as discussed in Chapter 6, the real effects of
nominal exchange rates changes do not last longer.

Policy discipline effects also concern macroeconomic stab-
ility, but instead of focusing on the availability and effective-
ness of policy instruments, the approach here focuses on their
possible misuses. As already mentioned, the corresponding
analytical framework stresses both the nature of economic
policies that monetary authorities and governments can be
expecied to follow within a given framework of incentives
and their interaction with private agents who form expec-
tations regarding future policies.

Quantification of such effects is difficult since (i) the effec-
tiveness of the EMU policy framework can oniy be a matter
of judgment, (ii) there is only a weak causal link between a
given framework of incentives and the policies which are
effectively followed, and (iii} credibility varies over time and
cannot generally be directly observed. Experience with the
EMS provides a good reference since the system has evolved
from merely an exchange rate stabilizing device into a very
effective disciplinary device without major institutional
changes. Only partial computations are therefore given
(mostly as regards transitional aspects), which aim at indicat-
ing orders of magnitude; they do not represent a comprehen-
sive assessment of the policy discipline effects of EMU.
Model simulations are also provided for illustrative pur-
poses.
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It is difficult to establish which part of policy discipline
effects can be expected to be reaped at the outset of Stage
111, and which part will only arise after the reputation of
EuroFed is established and fiscal coordination and surveil-
lance procedures have proven effective.

{¢) The evaluation of regional equity effects relies on the
same approaches as micro and macroeconomic evaluations,
supplemented by insights from the theory of economic inte-
gration. Conclusions regarding the regional impact of EMU
are drawn from this analysis, but no specific attempt at a
country-by-country quantitative evaluation has been made.
The time horizon for these effects is the same as for micro
and macroeconomic effects.

(d) The analysis of external effects rests on the standard
framework for the study of international monetary regimes.
Data are provided to give an assessment of possible changes
in the international use of currencies, but no quantitative
evaluations of the associated gains are given except for very
direct and specific effects like the reduction on transaction
costs or the revenues from international seigniorage, Indeed,
a large part of the gains one can expect in this field depends
on the behaviour of third countries, since EMU will only
create opportunities for change in international monetary
cooperation.

A large part of the external effects of EMU can be expected
to arise only in the medium to long run, because of hysteresis
in the international role of currencies and of the delays
required for systemic changes in international monetary
relations.

(e¢) Transitional effects are basically of a macroeconomic
nature. The same approaches have been used as for evaluat-
ing macroeconomic stability effects, especially as regards
issues of credibility and policy discipline.

Costs and benefits of alternative exchange rate regimes

It has been argued in Section 2,1.1 that for comprehensive-
ness, benefits and costs of EMU should not only be assessed
with respect to the '1992 4+ EMS’ baseline but also in
comparison to alternative exchange rate regimes. Since this
is obviously a very wide issue, only the main arguments will
be given here. For this purpose, Table 2.7 gives in a schematic
fashion the costs and benefits of the three ‘pure’ regimes of
Graph 2.3: financial markets autarky, free float and EMU.

The costs of financial autarky are immediately apparent:
microeconomic efficiency is bound to be low due to a com-
plete segmentation of capital markets; no significant external
influence can be expected for the Community as priority is
given to autonomy over coordination and collective influ
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Box 2.5: Macroeconomic models for EMU simulations

Two different multi-country macroeconomic models have been
used for evaluating some of the effects of EMU.

The Quest model of the Commission’s services is a medium-
sized quarterly model in the neo-Keynesian tradition. As a
structural model, it involves a complete representation of the
national economies and of their trade linkages. The 1989 version
which has been used for this study incorporates individual struc-
tural models of four Member States (France, Germany, Italy,
United Kingdom) and the US. 52 Exchange rates in Quest are
exogenous, 1.¢. the exchange rate is considered as a policy instru-
ment. This approximates to the situation within the EMS, as a
country facing an adverse shock can settle upon a realignment
in order to offset the impact of the shock. Simulations therefore
provide some assessment of the cost of losing this instrument.

Quest, however, cannot be used for an evaluation of the macro-
economic stability properties of alternative exchange rate re-
gimes (including float), for such an evaluation requires, first,
that exchange rates are endogenous, and second that the model
takes into account that a change of regime impacts on the
behaviour of agents. This second requirement originates in the
‘Lucas critique’ of policy evaluation with econometric models,
according to which changes in policy regime alter the behav-
ioural parameters of the model. 53 Its theoretical relevance in
the case of a regime change like EMU is indisputable, especially
for the adoption of a single currency, since the nature of this
change, its permanent character and the associated constraints
would be highly visible for and credible to all agents. The extent
of these changes in behaviour is however an empirical issue.

The Multimod model developed at the IMF responds to a large
extent to these two problems. ¥ The forward-locking financial
block of this small annual model of the G7 economies involves
an endogenous determination of exchange rates through a finan-
cial arbitrage condition (under the assumptions of perfect capital
mobility, complete asset substitutability, and perfect foresight),
whereas the real sector incorporates in a simplified fashion both
backward- and forward-looking features. When simulating the
effects of shocks under different regimes, it is assumed that
agents have full knowledge of the structure of the economy and

52 For an overall presentation of Quest, from which the version used in this study however
differs in some respects, see Bekx, Bucher, Italianer and Mors {1989). Models for other
EC Member States and Japan are under development. In the present Quest model,
feedbacks from the rest of the world are however incorporated in a reduced form.

33 See Lucas (1976},

4 Commission services are grateful o the IMF for providing the latest version of
Multimod as well as technical support, but the simulations have been carried cut
under their scle responsibility. Neither the results nor possible errors should be
attributed in any way to the IMF.

therefore of the consequences of the shock. 3° However, wage-
price stickiness (which can be due to multi-year contracts) and
liquidity constraints imply short-term departures from equilib-
rium in the Keynesian tradition.

The specific features of Multimod make it a suitable instrument
for an examination of macroeconomic stability in EMU, either
through deterministic simulations which attempt at evaluating
the effects of the same shock under alternative regimes, or
through stochastic simulations whose aim is to provide an over-
all quantitative assessment of these regimes in an environment
of random disturbances. However Multimod has its weak points
too. First, it is a highly aggregated model which sometimes
rests on simplifying assumptions, especially when compared to
structural models like Quest. Second, the estimation strategy
followed by the IMF team has been to incorporate only signifi-
cant parameter differences across countries, which is both a
strength (because of the uncertainty surrounding these asymmet-
ries) and a weakness {because the precision of individual equa-
tions is reduced). Third, as a forward-looking model Multimod
tends to exhibit much less nominal rigidity than standard macro
models, and more generally a stronger tendency to revert to the
baseline equilibrium. Since the estimation of forward-looking
models raises a number of technical difficulties, there is a certain
degree of uncertainty in this field too. Fourth and conversely,
although regime changes impact on behaviour through expec-
tations, it is still possible that some genuine behavioural changes
regarding, for example, investment or wage behaviours arising
from EMU, are ignored.

Due to the different characteristics of the two models, it has
been chosen to specialize each in a certain type of simulations,
The main purpose of the Quest simulations is to evaluate the
cost of losing the exchange rate as an instrument in a standard
target-instrument policy framework, whereas Multimod simufa-
tions are devoted to the overall assessment of the consequences
of EMU for macroeconomic stability. However, results from
both models can alse be considered as representing the uncer-
tainty surrounding the true model of the economy and therefore
the range of possible effects of EMU.

Model simulations are presented in Chapters 5 and 6. Detailed
results, methodology and technical elements are given in
Annexes D and E.

55 Technically, expectations are model-consistent, which means that in deterministic
simulations future values of variables and the impact on the behaviour of agents are
known {obviousty, this is not the case for unanticipated shocks). For a general
preseniation of Multimod, sec Masson, Symansky and Meredith (1990). The version
used in this study differs from the one presented in this paper, duc to minor changes
iniroduced in the version used a1 the Commission.
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Table 2.7

A schemnatic presentation of costs and benefits of alternative exchange rate regimes

Financial Free EMU
autarky float
Microeconomic efficiency low medium high
Macroeconomic stability:
(a) In the presence of shocks
Asymmetric shocks low high low
Symmetric shocks medium low high
Exchange rate instability high low high
(b) Resulting from policy discipline )
Monetary credibility medium country-dependent hi gh
Fiscal discipline country-dependent medium medium
External influence low low high

ence-building. The average macroeconomic performance can
also be expected to be poor in a regime characterized by the
need for each country to achieve external balance: asymmet-
ric shocks but also symmetric ones, if policy reactions differ,
would give rise to balance-of-payment crises as in the 1970s.
Only for shocks that arise from exchange rate instability
can this regime achieve a fair performance. Finally, policy
discipline is not high in such a regime since external pressures
only arise when the country experiences a current account
deficit. As past experience consistently shows, this is at most
a second best since current account deficits exhibit only a
weak and at least delayed correlation with either monetary
or fiscal mismanagement.

The arguments for free float are well known: each country
has maximum policy autonomy and, provided wage-price
indexation is not complete in the short run, exchange-rate
changes can cushion asymmetric shocks. In spite of these
arguments, however, the performance of flexible exchange
rates is generally considered disappointing for several
reasons. First, exchange rate variability is an obstacle to
microeconomic efficiency : as shown by the recent US experi-
ence, wide exchange rate swings degrade the quality of price
signals and lead firms to adopt ‘wait and see” attitudes;%
moreover, exchange rate misalignments imply significant
welfare losses, especially when adjustment costs are import-
ant. Secondly, stabilizing properties of floating exchange
rates are only apparent while facing country-specific, i.e.
asymmetric real shocks; symmetric shocks, especially supply
shocks, give rise to beggar-thy-neighbour exchange rate poli-

%  See Baldwin (1988), Dixit (1989), and for a general discussion Krugman
{1989 b).
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cies as each country tries to export inflation or unemploy-
ment; moreover, monetary shocks to the exchange rate itself,
which arise from failures in the international financial mar-
kets, are a source of instability. Thirdly, policy autonomy
in a floating rates regime implies that no strong effects
on policy discipline can be expected. Finally, individual
participation of Member States in a floating rates regime
cannot be expected to increase the influence of the Com-
munity as a whole.

Over the whole range of effects considered in Table 2.7, the
only important disadvantage of EMU concerns macro-
economic stability in the presence of asymmetric shocks. This
is indeed a well-known argument and has unambiguously to
be considered a cost, but one that should be weighted against
the clear advantages EMU yields in other fields.

Although for most Member States neither a pure foating
regime nor financial autarky are real alternatives to EMU,
the qualitative framework of arguments presented points to
the basic features of its costs and benefits when compared
to hybrid regimes that could represent possible alternatives.
As already discussed, an important methodological choice
of the present study is to assess the costs and benefits of
EMU as compared to a ‘1992 + EMS’ baseline, in spite of
the rather hypothetical character of some of its features and
of the diversity of present situations among Member States
regarding their participation in the ERM. In so far as the
risk of systemic instability in Stage I could lead the system
to a reversion to some kind of pre-Stage 1 regime (i.e. some
loosely defined mix of capital controls and crawling peg as
in the early EMS), it is apparent that the net benefit of EMU
could only be greater.
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Chapter 3

Efficiency gains

This chapter discusses and estimates the gains in terms of
economic efficiency from EMU, in particular those arising in
the private sector (i.e. to business and households). The public
sector will also reap efficiency gains, but these are discussed
in Chapters 5 and 7 below.

Since the efficiency gains from monetary union are easier to
estimate than those of economic union the chapter discusses
first, in Sections 1 and 2, the two main sources for direct
efficiency gains from monetary union which are the elimination
of exchange rate related transaction costs and the suppression
of exchange rate uncertainty, The gains from building on
1992 in moving towards economic union are then discussed in
Section 3. However, an economic and monetary union will
also have a number of further indirect and dynamic effects
which cannot be measured with the same precision as the
more direct and static effect of the suppression of exchange
rate variability and transaction costs. These indirect and dy-
namic effects are therefore discussed separately in Section 4
of this chapter. Section 5 concludes by discussing how improved
business expectations because of EMU could reignite growth
and thus reduce unemployment.

The main findings of this chapter are:

{a) A single currency eliminates the present cost associated
with converting one EC currency into another. The result-
ing savings can be estimated at more than ECU 15 billion
per annum, or about 0,4% of Community GDP. The
larger part of these gains are ‘financial’, consisting of the
disappearance of the exchange margin and commission
fees paid to banks. The other gains take the form of
reductions in costs and inefficiencies inside firms.

(b) Transaction cost savings differ strongly from country to
country. The gains for the larger Member States whose
currency is extensively used as a means of international
payments and belongs to the ERM may be of the order of
between 0.1%% and 0.2% of national GDP. In contrast,
the small open and the less developed economies of the
Community may stand to gain around 1% of their GDP.

(¢) Transaction costs are more harmful to small and medium-
sized enterprises engaged in intra-EC trade than to large
multinational companies. Whereas total transaction costs
incurred by firms can be estimated to amount on average
to some 15% of their profits on turnover in other EC
countries, they can easily be twice as great in the case of

small firms, in particular when they are located in non-
ERM countries.

{d) When accompanied by measures that remove the technical
barriers which currently complicate international bank
settlements, a single currency will also enable significant
cuts to be made in other banking costs in connection with
cross-border payments.

(e} EMU would eliminate nominal exchange rate variability
among Community currencies. However, some variability
in national price levels might remain. Comparisons with
other monetary unions indicate that the level of real ex-
change rate (the nominal exchange rate adjusted for move-
ments in the prices) variability existing at present inside
the original narrow band ERM members is not far from
what one cowld expect in EMU. However, aside from this
group of countries, EMU should lead to a sharp reduction
in real exchange rate variability.

(f) The gains from the suppression of exchange rate varia-
bility in terms of increased trade and capital movements
are difficult to measure because firms can in many cases
insure against this risk using sophisticated foreign ex-
change market operations. However, business surveys pro-
vide strong evidence that despite this possibility, which is
in itself costly, foreign exchange risk is still considered a
major obstacle to trade. The suppression of exchange rate
varigbility will be more important for small firms and
countries with less-developed financial markets that do not
have access to sophisticated hedging techniques.

{g) The gains from economic union consist mainly in a better
Jormulation and implementation of Community policies in
areas where there are Community-wide external effects or
economties of scale and Community action is therefore
Justified under the principle of subsidiarity. These gains
can be shown to be potentially important in a number of
policy areas.

(h) A potentially very important gain arises if EMU reduces
the overall uncertainty for investors associated with the

v existence of national currencies and independent monetary
policies. A reduction in overall uncertainty could lower the
risk premivm firms have to pay on equity and would greatly
increase investment. Preliminary estimates show that even
a reduction in the risk premium of only 0.5 percentage
points could raise income in the Community significantly,
possibly up to 5-10% in the long run.

(i) Recent research suggests that by improving the expec-
tations of business EMU could lead the Community to a
new growth path along which unemployment could be re-
duced decisively.
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{(f} Infact, opinion surveys of European industrialists indicate
that business leaders do expect significant gains from a
single currency. As shown in the introduction to this study,
the addition of a single currency to the single market
increases the share of industrialisis expecting a very posi-
tive impact on the business climate from 10 1o 45 %.

3.1. Exit exchange rate transaction costs

With the introduction of a single currency all exchange
rate related conversion costs disappear on intra-Community
transactions.

These costs can be split into two parts. First, there are the
direct transaction costs households and firms pay to the
financial sector in the form of foreign exchange commissions
and the difference between buying and selling rates. Second,
there are the costs borne inside companies, arising for in-
stance from the need to allocate personnel and equipment
to foreign exchange management. These latter costs might
be called ‘in house’ costs to distinguish them from the former
that are more visible since they arise in transactions with the
financial sector and might therefore be called external or
‘financial’ costs.

A recent strand of research in economics (see Akerlof and
Yelen (1989)) suggests that even small transaction or infor-
mation costs can have significant economic effects. This
research would imply that the economic losses from ex-
change rate transaction costs are much larger than the direct
costs themselves that are estimated in this section. An illus-
tration of the large indirect effects of even small transaction
and information costs is provided by de Jonquicres (1990)
where it is shown that even for goods to which there are no
trade barriers in the Community prices can diverge by as
much as 100% (with a range going from 40 to 170%)
from one country to another. These price differences imply
considerable welfare losses which should be reduced and
may be even eliminated under a single currency because with
a single currency consumers will immediately be able to
compare prices. These additional potential gains are, how-
ever, not taken into account in this study since they cannot
be quantified with any precision.

3.1.1. External or financial costs

The financial costs Community firms and individuals incur
owing to the absence of a single currency can be measured
in several ways. The most direct way would be to ascertain
the income financial institutions obtain from their customers
for foreign exchange services, or, what amounts to the same
thing under competitive conditions, to measure the foreign
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exchange related resource costs of banks. A more indirect
approach is to determine the foreign exchange costs banks
charge their customers and combine this information with
data on the total volume of foreign exchange transactions
between EC currencies on behalf of non-bank enterprises
and individuals. These data can be derived either from survey
results on the turnover on EC foreign exchange markets or
from Member States’ current and capital account related
receipts and payments in EC currency other than the dom-
estic money.

In the present study both the direct and indirect approaches
were followed. They lead to very similar estimates of overall
financial costs. A detailed presentation of the basic data,
working hypotheses and calculations underlying these esti-
mates is given in Annex A of this report. The presentation
here is limited to a discussion of the chief findings.

Foreign exchange related revenues for banks

This approach relies on confidential data collected by the
Commission services on the foreign exchange related rev-
enues of banks in the Community. Since only information
on total foreign exchange revenues is available it was as-
sumed that one half is attributable to foreign exchange
between EC currencies. This can be justified by the fact
that the value of Member States’” current account related
payments and receipts denominated in foreign EC currencies
clearly exceeds the value in non-EC currencies. The bank
revenue data suggest that the total external transactions
costs that could be saved by a single currency are about
0,25% of the GDP of the Community. This results from the
estimate that a little less than 5% of bank revenues come
from foreign exchange activities between EC currencies and
that the banking sector accounts for about 6% of the GDP
of the Community.

Firms’ and households’ financial costs of foreign exchange

Approaching the question of quantifying exchange trans-
action costs from the viewpoint of the buyers of foreign
exchange, it is necessary to know the prices banks charge
for their intermediation services as well as the total value of
transactions in foreign EC currency these prices should be
applied to.

Bank foreign exchange charges vary considerably, depending
on the currency of exchange, the nature of the foreign
exchange ‘product’ (spot, forward, swaps, options...), the
size of the transaction and, as in any other market, the
importance of the bank customer.
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Box 3.1: Bid-ask spreads and exchange rate variability

While it is apparent that the introduction of a single currency
will eliminate all exchange rate related conversion costs it is not
clear a priori to what extent these costs will already decline as
exchange rates become increasingly fixed.

The available evidence on bid-ask spreads, which are a major
component of overall exchange rate conversion costs, indicates
that lower exchange rate variability might not have a strong
impact on conversion costs. (See for example Boyd, Gielens and
Gros (1990) and Black (1989).} Whether the irrevocable fixing
of exchange rates would decisively lower the costs of exchanging
currencies is difficult to decide since there are only very few
historical examples that could be used as a guide. The extent to
which this might happen depends on the degree to which oper-
ators consider different currencies just different units of account.
For example, the exchange rate between the Belgian and the
Luxembourg franc has been fixed at one to one for over 50
years and the probability that it might change in the future is

considered very small. Belgian and Luxembourg francs can
therefore be exchanged without any conversion costs. However,
it is unlikely that the same would occur for the other Community
currencies for which it would be more difficult to achieve the
same degree of credibility in the irrevocable nature of the ex-
change rate and for which the actual conversion rates would not
be round numbers. It is therefore likely that financial institutions
could consider Community currencies as distinct and would
charge fees for converting one into another even if exchange
rates are declared to be irrevocably fixed by the authorities.

[t has been suggested by Dornbusch (1990) that conversion costs
for the corporate sector could be eliminated even in a system with
separate national currencies through a system of *par clearing’, in
which financial institutions would be forced to exchange bal-
ances in Community currencies at par, i.e. without a bid-ask
spread and without charging foreign exchange fees. Provided
national payments and clearing systems are made compatible,
such a scheme would therefore create a close substitute for a
single currency, at least in terms of transactions costs savings.

(a) Transactions by households

The highest transaction costs arise when exchanging cash.
These costs were illustrated vividly by the admittedly theor-
etical example worked out by Bureau Européen des Unions
de Consommateurs! (BEUC) in 1988. A traveller is assumed
to start out with 40 000 Belgian francs in Brussels embarking
on a clockwise tour of all Community capitals (except Lux-
embourg and Dublin). At the end of the journey the accumu-
lated loss is about 47% if he exchanges his cash at each leg
of the roundtrip into local banknotes. Table 3.1. shows how
much he would lose at each of his 10 consecutive conver-
sions. The largest losses (14 and 21%) occur when buying
or selling in countries with strong currencies the banknotes
of weak currencies, like the drachma or the escudo. It will
be argued in Annex A that a weighted average of the cost
of banknote conversion in the Community is likely to am-
ount to about 2,5%. Using the latter percentage, total bank-
note transaction costs that will be eliminated by a single EC
currency can be estimated to lic between ECU 1.3 and 2
billion, depending on the hypotheses retained to make up
for missing data on the volume of banknote conversions in
some Member States.

1 See BEUC (1988b).

The exchange margin for traveller’s cheques is usually
smaller than for cash but there is a 1 % commission charge.
Eurocheques, which in many Member States are free of
charge (upon the payment of a fixed fee) when used dom-
estically, cost normally between 2 and 3 % when written in
a foreign currency. In the case of international credit cards
foreign currency costs vary between 1,5 and 2,5 %. With
around 40 million international eurocheques in the EC for
an average value of ECU 125, a reasonable estimate of
the cost savings a single currency would allow for present
eurocheque users is between ECU 100 and 150 million per
annum. The gains with respect to EC currency denominated
traveller’s cheques, of which the annual sales in the Com-
munity represent a value of around ECU 5 billion, can also
be put at around 150 million. The total foreign EC currency
payments volume by means of credit cards can be roughly
estimated at ECU 10 billion per year. The associated econ-
omies a single currency would allow are therefore likely to
lie between ECU 150-200 million.

(b) Transactions by the corporate sector

Given the relatively high minimum fee, bank transfers tend
to be a relatively costly international payments instrument
for small amounts. They are the standard means of inter-
national settlements between enterprises, with bank charges
being a function of the amount and the currency.
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Table 3.1

Currency transaction losses in a (hypothetical) round-trip through 10 countries

Exchanged in Exchange rate Amounts after In ecu' Lossin %
on | March 1988 applied in Jocal exchange
currency transaction
B (begin) - BFR 40 000 925,18
UK UKL 1 = BFR 64,95 UKL 615,86 891,30 — 3,662
F FF 9,8065 = UKL FF 6039,43 863,55 -3,112
E PTA 1947 = FF1 PTA 117 587,49 843.69 -2,302
P ESC 1,18 = PTA1 ESC 138 753,49 820,35 =277
I LIT 7,75 = ESC]I LIT 1075 339,52 706,43 —13,892
GR DR 10,575 = LIT 100 DR 113 717,15 686,97 =275
D DM 0,98 = DR 100 DM 111443 539,42 — 21,462
DK DKR 378,44 = DM 100 DKR 4 217,45 534,42 —0,952
NL HFL 27,75 = DKR 100 HFL 1 170,34 504,71 - 5,562
B (end) BFR 18,14 = HFL1 BFR 21 300 492,66 —2,39
Total —46,75

| Official exchange rate published in the Official Journal of the European Communities, | March 1988.

! Additional bank charges can occur.
Source: BEUC (1988b).

Bankers’ replies to a questionnaire submitted by the Com-
mission services suggest that when the amount involved is
equivalent to ECU 10 000, foreign EC currency bought on
the spot market costs around 0,5 %, with reported extremes
ranging from 0,1 to 2,5 %. Foreign currency conversion of
an amount equivalent to ECU 100 000 was reported to cost
about 0,3 %; nevertheless foreign exchange charges very
often stil! exceed 1% for payments in reputedly weak cur-
rencies that are hardly used in international transactions,
like the drachma or escudo. Very large amounts, equivalent
to ECU 5 million or more, involve costs of the order of 0,05
and 0,1 %, which 1s the size of the spread that can be
observed in the interbank market for foreign exchange.

Bank charges declining with the amount to be converted, an
estimate of average exchange transaction costs for firms
requires also information on the size distribution of foreign
currency payments and receipts. Such data exist for a num-
ber of Member States and show that in- and outflows with
a value equivalent to ECU 100 000 or more ¢laim about
55 % of the total value of current account transactions in
foreign EC currency. For capital account transactions by
the non-bank sector this figure climbs to more than 90 %.

As explained in Annex A, combining these figures with the
aforementioned information on the banking sector’s prices
for foreign exchange services allows one to advance the
rough estimate that converting the domestic currency into
another EC currency costs non-bank firms on average about
0,3-0,35 % as far as current account transactions are con-
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cerned; for capital account transactions this percentage can
be thought to diminish to about 0,1-0,15 %, leading to an
overall average of 0,15-0,2 %.

(c) Grossing up financial costs

The BIS survey in April 1989 on foreign exchange markets
suggests that the total net turnover on EC foreign exchange
markets arising from the foreign currency needs of the non-
bank sector equals some USD 13 000 billion per annum.
Depending on assumptions (see Annex A} 34 to 43 % of this
turnover can be thought to be directly or indirectly between
EC currencies, representing an amount between ECU 4 100
and 5 200 billion. Applying the just mentioned overall cost
average of 0,15-0,2 % to the latter values, this would mean
that in 989 exchange transaction costs were situated be-
tween ECU 6,2 and 10,4 billion.

To these figures must be added the costs associated with
converting banknotes, travellers’ cheques and eurocheques
as the latter were not taken into account in the BIS survey.
Consequently, ‘financial’ transaction costs borne by the EC
economy due to the absence of a single currency can be
estimated to range in 1990 from ECU 8 to 13 billion, or
from 0,17 to 0,27 % of EC GDP, which is very similar to
the aggregate estimate derived from the banking revenue
data. 2

! The economics literature has so far not come up vet with weli-founded
transaction cost estimates. Cukierman (1990) provides a back-of-the-
envelope assessment, putting financial transaction costs as high as 1 %
of Community GDP.
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An alternative method of arriving at the transaction volume
in EC currency other than the domestic money is to deter-
mine, on the basis of balance of payments statistics, each
individual Member State’s gross current and capital account
flows in foreign currency and to isolate the EC component.
Unfortunately, the necessary data are not available for all
countries. However, the available evidence permits to shed
light on the fact that in relative terms the transaction cost
savings will be distributed unevenly over the Member States.

These potential savings grow larger:

(i) the lesser the use of the national currency as a means of
international payment;

(ii) the more intense the trade in goods, services and assets
with other Member States,

(iii) the lower the technical and price efficiency of domestic
foreign exchange services;

(iv) the greater the variability of the national currency’s
exchange rate as it necessitates more systematic hedging
(see Section 3.2.4) and causes bankers’ margins to
widen.

Small open economies with ‘small’ currencies like Belgium-
Luxembourg, Denmark, Ireland and, to a lesser extent,
the Netherlands, or countries with as yet unsophisticated
financial markets like Greece, Portugal and Spain will benefit
relatively more from the elimination of transaction costs
than Germany and France whose currency belongs to the
ERM and is a well-accepted means of international settle-
ments. The available material indicates that whereas the
exchange transaction cost savings for the latter Member
States is likely to oscillate between 0,i and 0,2 % of GDP,
for the small open and less developed economies the gain
could be as high as 0,9 %.

Reductions in cost and time of cross-border payments

Apart from eliminating exchange transaction costs, a single
currency could also make an important contribution to
cutting the present expenses and delays associated with cross-
border bank payments.

In comparison to the situation in the USA, where a coast-
to-coast cheque costs a fixed money transfer fee of 20 to 50
US cents and takes two working days, these costs and delays
are substantial in the Community. A recent study by BEUC3
found that a bank transfer from one Member State to
another of ECU 100 in the beneficiary’s money cost on
average more than 12% — of which less than 25% was

3 BEUC (1988a).

caused directly by currency conversion — and took generaily
five working days.

The creation of a single currency and a single system of
central banks will permit a major simplification of banks’
treasury management, accounting and reporting to monet-
ary authorities. When flanked by internal market measures
to remove the technical barriers that still complicate the
processing of international bank transfers, these simplifi-
cations could make cross-border payments as fast and cheap
as domestic ones today.

With an estimated number of 220 million cross-border bank
transfers in the Community per year and the difference in
fixed processing fec between a domestic and an international
settlement (net of exchange transaction costs) around ECU
6 the potential supplementary gain could be set at ECU 1.3
billion. ’

3.1.2. In-house costs

The existence of different currencies leads also to costs that
are internal to the non-financial corporate sector. These
costs arise for a variety of reasons. First, multiple currencies
render the treasury and accounting functions more compli-
cated so that firms need to devote more personnel to these
tasks. They also raise the managerial complexity in transna-
tional firms in that they complicate central management’s
task of control and evaluation. Second, multiple currencies
fragment cash management and thereby lead to company
cash being poorly remunerated or, conversely, to interest
costs on debit positions, Third, they lengthen the delay
between debiting and crediting bank accounts. Fourth, firms
may incur opportunity costs in their attempt to avoid, rather
than manage, exposure to foreign exchange risk.

These costs are difficult to measure with any precision, since
the sources of costs are distributed over a wide number of
different departments inside each corporation. They could,
in principle, be quantified for each corporation through a
carcful audit which could determine the resources that could
be saved through the introduction of a single currency. Since
it would clearly be impossible to do this for a significant
number of corporations it was necessary to rely on a sample
of case studies.

As explained in Annex A, these case studies suggest a lower
bound estimate for these in-house costs equals 0,2 % of
firms® turnover from business in other EC countries. Small
and medium-sized enterprises tend to suffer relatively larger
costs because of the overhead nature of these expenses.
Given that value added represents by and large 55 % of
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corporate turnover and that intra-EC exports of goods and
services equal around 16 % of EC value added or GDP,
these in-house costs amount to 0,1 % of EC GDP ((0,2 %
x 0,16)/0,55).

3.1.3. Summary evaluation of transaction
cost savings

This section has estimated the savings in transaction costs
that will arise from the introduction of a singie currency.
Two approaches to estimaie the costs of the conversion
services performed by banks yielded similar results, namely
that the total cost of these services is equivalent to about
0,25 % of the GDP of the Community. To these costs it is
necessary to add the in-house costs, of the order of 0,1 %
of GDP, which the corporate sector faces. Moreover, a single
currency is also a necessary condition for a reduction in cost
and time of international bank transfers, which could yield
another ECU 1.3 billion.

As shown in Table 3.2, the total quantifiable savings in
terms of transaction costs are therefore around 0,3 to 0,4 %
of the GDP of the Community or about ECU 13 to 19
billion per annum.

Table 3.2

Cost savings on intra-EC settlements by single EC currency
{in billion ECU, 1990)

Estimated range

1. Financial transaction costs

Bank transfers 64 10,6

Banknotes, eurocheques, traveller’s cheques,

credit cards 1,8 2,5
Total 82 13,1

2. In-house costs 3,6 48

3. Reduction of cross-border payments cost 1,3 1.3
Total 13,1 19,2

Note: Exchange transaction costs associated with several sources of in-house costs are not
included in this table.

The latter figures relate only to the direct ‘mechanical’ ex-
penses occasioned by the need to convert currencies and
cover against exchange risk. They do not take into account
the implicit tax on cross-border business, hence the fragmen-
tation of markets which the existence of a multitude of EC
currencies gives rise 1o due to the heightened complexity and
uncertainty it induces.
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The direct costs to households and cross-border shoppers
are large in proportional terms, but their total cannot be
estimated very accurately. The costs with respect to bank-
notes and eurocheques can be set at around ECU 2 billion.
Under the plausible assumption that these expenses are
incurred by households, the total ‘financial’ and in-house
cost firms undergo with regard to their current account
transactions with other Member States can be estimated at
ECU 7 to 8 billion. As this represents about 1 % of the total
value of intra-EC exports of goods and services and profiis
amount on average to 5-6 % of exports, transaction costs
borne by firms are equal to more than 15 % of their profits
on exports to other Member States.

Against these efficiency gains one would have to set the cost
of introducing the single currency. However, since this is of
a once-and-for-all nature it should be small relative to the
efficiency gains from a single currency which can be reaped
for the indefinite futyre.

Besides, the Community’s banking sector will need to go
through an adjustment phase as its resources that have
become redundant following the introduction of a single
currency are redeployed. These resources could be directed
towards the expanding financial intermediation activities in
ecu-denominated assets. As argued in Chapter 7, both the
world supply of and demand for such assets are likely to
increase significantly upon the creation of a single currency.

3.2. Exit exchange rate uncertainty

Monetary union obviously eliminates exchange rate move-
ments and hence uncertainty about intra-EC exchange rates -
which should stimulate trade and investment. In order to
estimate the gains which the suppression of exchange rate
variability brings, this section presents first some data about
intra-EC exchange rate variability to indicate the reduction
in exchange rate variability member countries can expect.
However, the economic welfare gains that should result from
this are difficult to measure because economic theory has not
come to definite results concerning the relationship between
exchange rate uncertainty and trade (or investment). The
theoretical arguments are therefore examined before pro-
ceeding with a discussion of the empirical research on the
impact of exchange rate uncertainty on trade and capital
flows.

Before going into the measurement of exchange rate uncer-
tainty it is necessary to clarify four general points:

(1} At the theoretical level it is clear that only wnexpected
changes n exchange rates constitute exchange rate uncer-
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tainty. However, since a large body of empirical literature 4
has demonstrated that most short run (i.e. over a quarter or
a year) changes in exchange rate are unexpected, the varia-
bility in actual exchange rates is a good proxy for exchange
rate uncertainty. In the remainder of this section the terms
‘exchange rate uncertainty’ and ‘exchange rate variability’
will therefore be used interchangeably and will be taken to
refer to short run changes in exchange rates.

(it} It is apparent that a monetary union eliminates only
variability in nominal exchange rates. Changes in real ex-
change rates (i.e. the nominal rate corrected by some price
index) are still possible, and at times even desirable, if econ-
omic conditions and therefore prices develop differently in
the regions that are part of the union. The theoretical and
empirical literature on exchange rate variability indicates,
however, that both nominal and real exchange rate varia-
bility may be important. For floating exchange rates this
distinction has usually not been important since short run
(up to a year) changes in nominal rates are usually equivalent
to changes in the real exchange rate, given that national
price levels move much more slowly than exchange rates.

For floating exchange rates it is therefore approximately
true that a reduction in nominal exchange rate variability is
equivalent to a reduction in real exchange rate varnability.
However, this does not apply to the tightly managed ex-
change rates that belong to the ERM. Indeed there are some
data that suggest that the low degree of real exchange rate
variability achieved in the ERM corresponds to the level
one could expect to find even inside a monetary union
consisting of rather diverse regions as would be the case for
the Community. 3 This section will therefore concentrate on
the effects of (short run) nominal exchange rate variability
although this is only partially equivalent to real exchange
rate variability,

Even in EMU long run movements in real exchange rates
can occur through movements in wages and prices (see
Chapter 2). However, these long run movements are gener-
ally not unexpected and should therefore not have the same
impact on trade and investment as the largely unexpected
short run changes. Economic benefits can therefore be ex-
pected only from the suppression of the short run exchange
rate variability defined above. &

4 See Mussa (1986) for a survey.

5 See Poloz (1990).

S This section does not comsider separately the issue of medium-term
misalignments in exchange rates since they are generally taken not to
play an important rele among Community currencies, especially those
that belong to the ERM.

Table 3.3 below illustrates these points with data on the
variability of the DM vis-a-vis four other currencies: the two
extremes are formed by the Dutch guilder and the US
dollar. 7 For the US dollar nominal and real exchange rate
variability are very high, and about equal in size for all
subperiods. For the Dutch guilder nominal and real varia-
bility are very low, but the variability of the real rate is much
higher especially during the last subpericd. Indeed for 1987-
89 the variability of the real DM/HFL rate is of the same
order of magnitude as the variability of the real DM/LIT
rate, although the variability of the nominal DM/LIT rate
is about six times as high as that of the DM/HFL rate.
Finally, the DM/DR exchange rate is, for the period 1979-
89, over twice as variable as the DM/LIT rate in nominal
and real terms, attaining almost the level of the DM/USD
rate.

Table 3.3

Bilateral exchange rates

Variability as standard deviation of monthly percentage changes

1974-78  1979-89 1979-83 1984-86 1987-85

DM/HFL nominal 064 032 046 0,13 0,11
DM/HFL real 0,85 052 059 038 0,52
DM/LIT nominal 240 085 09 0,77 0,69
DM/LIT real 2,32 091 1,04 078 072
DM/DR nominal 1,8 2,15 233 256 075
DM/DR real 2,15 233 260 2,53 141
DM/USD nominal 2,31 293 264 311 293
DM/USD real 241 297 2,68 3,10 297

(iii) Any judgement about the impact of an elimination of
exchange rate variability on trade, investment and finally
economic welfare must be based on the assumption that
the existing exchange rate variability is not warranted by
variability in underlying economic conditions. If most
changes in exchange rates could be regarded as an efficient
adjustment to changes in productivity, investment oppor-
tunities or other so-called fundamental factors, the sup-
pression of this adjustment mechanism (by irrevocably fixing
exchange rates) might actually lower welfare.

All the tables in this chapter refer to monthly averages of exchange rates
obtained from Commission sources.
Mussa {1986} also offers a cautious assessment of the welfare conse-
quences of exchange rate vanability.
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However, there is considerable evidence that, in a regime of
free float, most exchange rate variability is not related to
variability in fundamental factors such as productivity or
investment opportunities. It has been impossible so far to
relate systematically the evolution of the so-called funda-
mentals to exchange rate movements (see for example Meese
and Rogoff (1983) and Gros (1989)).

Among the currencies participating in the EMS no such
overshooting seems to occur and the remaining fluctuations
inside the bands just offset short run differences in the stance
of monetary policy. However, even though there might be
no overshooting among ERM currencies, the remaining
intra-ERM exchange rate vanability is caused mainly by
differences in national monetary policy stances and hence is
not related to the fundamental real factors that determine
investment and trade, such as productivity and comparative
advantage. One could therefore argue that even for EMS
currencies the remaining exchange rate vanability is not
warranted by policy-independent fundamental factors that
operate even in EMU. This does not imply that fixing
exchange rates involves no economic costs, indeed Chapter
& below discusses the costs that arise when the adjustment
in labour and goods markets is slower than in the foreign
exchange market. However, this section concentrates on the
gains that might arise from the suppression of exchange rate
variability.

(iv) Any positive effect of the suppression of exchange rate
variability among Community currencies on intra-EC trade
and investment can be considered a benefit of EMU only if
there arc no side-effects on the variability of the system of
Community currencies vis-g-vis the other major currencies.
If the elimination of intra-EC exchange rate changes leads
to more variability among the three remaining currency
areas (dollar, yen and ecu) there might be an offsetting
negative effect and vice versa if EMU leads to a more
stable international monetary system. Since the external and
internal trade of the Community are about equal in size this
potential offsetting or reinforcing effect could alter substan-
tially the size of the benefits that can be expected from more
stable exchange rates within the Community.

The impact of EMU on the global monetary system is
discussed in more detail in Chapter 7 of this study, where it
is argued that it is difficult to predict a priori what effect
the creation of EMU will have on the stability of the global
monetary system. This section therefore assumes that the
formation of EMU will at least not increase uncertainty in
the global monetary system. *

% The stochastic simulations presented in Annex E suggest that the varia-
bility among the remaining major three currencies would not change
substantially.

70

3.2.1. Exchange rate variability in the
Community

As discussed in the introduction to this section the variability
in short run changes in nominal exchange rates is the appro-
priate measure of exchange rate variability for the purpose
of measuring the benefits of irrevocably fixing exchange
rates. The exact meaning of ‘variability’ and of ‘short run
changes’ are always subject to discussion on technical
grounds. However, the following tables use the most widely
accepted measure of vanability, namely the standard devi-
ation of percentage changes in monthly nominal exchange
rates. The large literature on the effects of the EMS on
exchange rate variability shows that the choice of the exact
measure of exchange rate variability is largely arbitrary and
does not influence the results since most measures lead to
the same conclusion. 10

Table 3.4 shows the overall variability of the Community
currencies (plus the US dollar, the yen and the Swiss franc)
using nominal exchahge rates. Table 3.5 displays the varia-
bility of the currencies considered against Community cur-
rencies only. For Community currencies this measures intra-
Community variability. Finally, Table 3.6 displays the varia-
bility against ERM currencies only. For ERM members ¢
this measures intra-ERM variability. These tables show only
averages for the pre-EMS and selected post-EMS periods.
The study by Weber (1990} also analyses exchange rate
variability in some detail.

It is apparent from these tabies that giobal exchange rate
variability exceeds intra-Community variability, which, in
turn, exceeds intra-ERM variability, EMU will, however,
climinate only intra-Community exchange rate variability.
The effect of EMU can therefore be read from Table 3.5
which indicates that the main benefit from irrevocably fixing
exchange rates is to reduce the average variability (as meas-
ured by the standard deviation) of Community currencies
against each other from at present (i.e. 1987-89) 0,8 % (per
month) to zero.

As can be seen from Table 3.4 this average hides large
differences among member countries. For the UK the re-
duction would be almost two times as high (1,6 %) and for
Belgium it would only be 0,5 % . For the original members
of the ERM the average in 1987/89 (and therefore the
reduction through irrevocably fixing exchange rates) was
only 0,7 %; whereas the other member countries start from

10 See Ungerer er al. (1986) and Artis and Taylor (1988) for more references.

" Since Spain did not participate in the ERM until 20 June 1989 and the
United Kingdom until &8 October (990, these two countries are not
considered ERM members in the calculations in the present chapter.
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Table 3.4
Bilateral nominal exchange rates against 20 industrialized countries

Variability as weighted sum of standard deviation of monthly
percentage changes

1974-76  1979-89  1979-83 198486 19878  EMU
B/L 1,5 1,4 1,6 11 0,9 0,05
DK 1,6 1,5 1,7 1,3 1,2 0,08
D 1.8 1,5 1,6 1,4 1,2 0,09
GR 1,9 2,3 2,5 27 1,0 0,05
E 29 1,9 2.1 1.4 1,5 0,07
F 21 1,5 1,7 1,4 1,1 0,07
IRL 1,7 L6 1,6 1,7 1,2 0,06
| 23 1,5 1,6 L5 1,2 0,07
NL 1.4 1,2 1,3 1,0 0.9 0,05
P 2,9 1,8 23 1,3 1,0 0,05
UK 2,1 24 24 2,5 1,9 0,10
USA 2,1 2,5 23 26 24 24
Japan 24 2,7 29 2,7 2.4 24
Switzerland 24 1,9 2,1 18 1,6 1,5
AV] 1.8 1,5 1,6 1,3 1,1 0,07
AV2 1,9 1,6 1,7 1,5 1.2 0,08
AV3 24 2.2 2.4 2.2 1,7 0,09
AV4 2,1 20 2,1 20 1.6 0,13

Note: AV] = Weighted average of ERM currencies, ecu weights.
AY2 = Weighted average of EC currencies, ecu weights.
AV1 = Weighted average of EC not-ERM cursencies, ecu weights.
AV4 = Unweighted average of nen-ERM currencies.

a much higher level of variability, they can expect a reduction
in (intra-Community) variability of about 1,9 % .

Table 3.6 can be used to indicate the benefits participation
in Stage I might bring to those countries that have not until
recently participated in the narrow margins of the ERM. A
comparison with Table 3.5 suggests that for a country like
the UK the absoclute reduction in exchange rate variability
through Stage I is equal to about 1,2 % (i.e. from the value
of 1,6 in Table 3.5 to 0,4 in Table 3.6), i.e. three times larger
than the additional reduction that is obtained by going from
Stage I to EMU.,

While it is clear that EMU reduces nominal exchange rate
variability to zero it is not as clear what level of real exchange
rate variability will remain. The evidence from Canada dis-
cussed in Chapter 2 above suggests that the real exchange
rate variability that exists at present between narrow band
ERM members might actually constitute the level to be
expected under EMU. This implies that Member States that
at present do not participate in the narrow band ERM will
experience some reduction in real exchange rate variability
as well.

Assuming that the variability of the other major currencies
against the ecu remains unchanged the last column of
Table 3.4 shows the average variability in nominal exchange
rates member countries can expect once intra-Community
exchange rates have been irrevocably fixed. This table sug-
gests that the countries that will gain most from EMU under
this aspect are countries like Spain, Portugal and the UK
which trade relatively more with the rest of the world and
where exchange rates are at present more variable.

3.2.2. Exchange rate variability and trade

The preceding subsection has measured the reduction in
exchange rate variability from EMU. But what economic
benefits will result from this reduction in exchange rate
variability? This subsection discusses the impact which more
stable exchange rates might have on trade starting with the
theoretical arguments.

Table 3.5
Bilateral nominal exchange rates against EUR 12 currencies

Variability as weighted sum of standard deviation of monthly
percentage changes

1974.78  1979-89  1979-83  L984.86  1987-89  EMU
B/L L3 1,0 1.3 0.7 0,5 0
DK 1,5 1,1 1,3 0.8 0,7 H
D 1,7 1.1 1,3 0,9 0,7 0
GR 1,8 22 2,4 2,6 0,7 0
E 29 1,7 2,0 1,1 1,2 0
F 2,0 1,1 1,3 1,0 0,7 0
IRL 1,5 1,3 1,3 14 0,8 0
1 2,2 1.1 1,2 L1 0.8 0
NL 1,3 09 1,0 0,7 0,5 0
P 28 1,7 2,2 1,1 08 0
UK 2,0 22 24 22 1,6 0
USA 22 2.8 2,6 3,0 2,8
Japan 23 24 28 2,3 1,8
Switzerland 2, 1,5 1,7 1,3 1,1
AV1 1,7 11 13 09 07 0
AV2 1,9 1,3 14 1,1 0.8 0
AV3 2.3 20 23 1,9 1,9 0
AV4 2,2 2,0 2,1 1,9 1,5 1,4

Nare: AV] = Weighted average of ERM currencies, ecu weights,
AV2 = Weighted average of EC currencies, ecu weights.
AV3 = Weighted average of EC non-ERM currencies, ecu weights.
AV4 = Unweighted average of non-ERM currencies.
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Table 3.6

Bilateral nominal exchange rates against ERM currencies

Variability as weighted sum of standard deviation of monthly
percentage changes

197478 197989 197983 198486 198780  EMU
B/L i1 0.8 1.1 05 03 0
DK 1,2 0,7 0.9 0,5 04 0
D 1,5 0,7 0,9 0,5 0,4 0
GR 1,8 2.2 2.4 2,5 0.6 0
E 28 1,6 24 0,9 1,2 4]
F 1.8 0.8 1,0 0,7 0,4 0
IRL 2,0 0.9 0,8 1,3 0,4 0
1 2,2 0,8 1,0 0,8 0,6 0
NL I,1 0,6 0,7 0,4 0,3 0
P 2,7 1,6 2,1 0,9 0,6 0
UK 2,0 2.2 2.4 22 1,7 0
USA 22 29 26 30 218
Japan 2,3 2,3 2,7 2,1 1,9
Switzerland 2,] 1,3 1,5 1,1 1,0
AV] 1,6 0,7 0,9 0.6 0,4 0
AV2 17 10 12 08 06 0
AV3 22 2,0 2.3 i.8 1,4 0
AV4 2.1 1,9 2,1 1.8 1,5 1,4

Nate: AV = Weighted average of ERM currencies, ecu weights,
AV2 = Weighted average of EC currencies, ecu weights.
AV1 = Weighted average of EC non-ERM currencies. ecu weights.
AV4 = binweighted average of non-ERM currencigs.

ERM currencies as selected here do not inciude the Spanish peseta or the pound sterling.

Theoretical considerations

The main theoretical argument as to why exchange rate
variability should adversely affect trade is that risk-adverse
agents will reduce their activity in an area, such as trade or
investment for export, if the risk, i.e. the variability of the
return they can obtain from this activity, increases. The
theoretical literature on the effects of exchange rate varia-
bility usually refers implicitly to floating exchange rates and
does not always distinguish clearly between real and nominal
exchange rate variability because, as mentioned above, for
free floating exchange rates nominal and real exchange rate
variability are equivalent, This subsection discusses therefore
how both nominal and real exchange rate variability can
increase the riskiness of international trade.

The most direct channel for nominal exchange rate varia-
bility to affect international trade arises because most inter-
national trade contracts involve a time lag between the time
the contract is made, and when the exporter obtains his
payment. All exporting therefore involves an exchange rate
risk from the point of view of the exporting firm which has
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its accounting and most of its costs in the domestic currency.
The exporter can eliminate this risk for himself by agreeing
only to contracts in his own domestic currency. This might
be the reason why most trade among the major industrialized
countries is invoiced in the exporters’ currency. However,
this practice only shifts the risk from the exporter to the
importer who will then face the uncertainty that the price in
his domestic currency can change between the time he places
the order and when he receives the merchandise (or service).
The only way the risk can be eliminated for both partners
is through the use of forward or future markets.

The forward and future markets for foreign exchange have
indeed expanded considerably since the advent of floating
exchange rates and it is now possible to hedge exchange rate
risk among the major currencies. For the simplest oper-
ations, for example a simple forward contract, the direct
costs involved are of the same order of magnitude as the
spreads on spot transactions. However, in many cases a
simple forward contract is not sufficient to cover all exchange
rate risk. For example, a firm that submits an international
bid, say for a large investment project, does not know in
advance whether it will obtain the contract. In order to be
able to submit a bid in foreign currency it will have to
buy a foreign exchange option, which involves much higher
transaction costs.

A further limitation of the usefulness of forward and future
markets for foreign exchange is that they are not complete
in terms of maturity and currency. Forward cover on ma-
turities of up to one year are readily available in most
major currencies, but no developed markets exist for longer
maturities. For long-term delivery contracts, for example
for aeroplanes for which delivery lags of several years are
common, this is a potentially important limitation. It is
possible to construct forward cover indirectly by issuing debt
in foreign currency, !2 but this technique involves more costs
and can be used only by large firms which have access to
foreign capital markets or the market for foreign currency
swaps. For firms located in small countries it is generally
more difficult to obtain forward cover since the range of
forward contracts available in the less important currencies
is usually much more limited. 13

12 An exporter expecting a foreign currency payment in the future can be
certain about the domestic currency equivalent if he sells the correspond-
ing amount of foreign currency forward. He can obtain the same result
by contracting a loan in foreign currency (that matures at the time of
the expected payment) and converting the foreign currency he obtains
against the loan on the spot market intc domestic currency.

13 At present currency options exist against the US dollar.


sduquenoy

sduquenoy


Chapter 3. Efficiency gains

Exchange rate variability is, therefore, a more important
factor in countries with less developed financial markets
because of the higher cost and limited availability of forward
cover. However, the 1992 internal market programme, which
will open all national financial markets to competition
should mitigate considerably this particular problem. Once
the internal market programme has led to an integrated
European financial market all enterprises in the Community
will have access to the common financial market which
should be as efficient and complete in terms of coverage as
any of the existing national financial markets.

The time lag between contract and payment represents the
most direct way in which exchange rate variability, through
unexpected changes in the nominal rate, can make trade
riskier. However, even if exporters and/or importers per-
fectly hedge against this risk exchange rate variability will
still increase the risk of foreign trade because it introduces
an additional source of uncertainty regarding the real ex-
change rate that will prevail in the future. Movements of the
real exchange rate, i.e. the nominal rate adjusted for domestic
costs and the costs of the competition, will determine future
profits, which thus can become highly uncertain. 1# This risk
can, of course, not be hedged with simple forward contracts.
However, it is possible to hedge against this risk, also called
economic exposure, by a suitable choice of the currency in
which to denominate the assets and liabilities of the firm.
Sophisticated techniques to hedge against this economic
exposure are, however, followed mostly by large firms, for
which exchange rate changes have a more complicated im-
pact on profits since both costs and revenues are often in
several different currencies.

The risk of unpredictable large swings in real exchange rates
would, however, not exist in EMU (nor in the EMS) since
in EMU real exchange rates would move only through the
slow and relatively predictable movements of overall price
levels. EMU (and the EMS) provide therefore also a hedge
against the risk of economic exposure.

Financial markets offer therefore a variety of ways to obtain
insurance against exchange rate risk in international trade,
but this insurance is not costless and not always available.
The price of this insurance diminishes and its availability
increases with the degree of sophistication of financial mar-
kets and the size of the firm.

14 For a small competitive firm costs and the market price are given and
changes in the nominal exchange rate will directly determine the real
price it can obtain for its output. For the often more realistic case of a
firm which can influence the market price the nomina! exchange rate
will not directly determine the price, but will shift the entire demand
schedule expressed in domestic currency.

Empirical evidence on exchange rate variability and trade

There exists a large body of empirical studies on the effect
of exchange rate variability on trade. However, this literature
has not been conclusive. A number of studies have found
no convincing effect and a major survey undertaken by the
IMF (see IMF (1584)) concluded that it had not been able
to find a systematic link between short term exchange rate
volatility and the volume of international trade.

Some individual studies (De Grauwe {1987) and Perée and
Steinherr (1989)) have found a significant effect of exchange
rate variability on international trade. However, these stud-
ies generally refer to the major floating currencies. It is
therefore difficult to decide whether a similar effect operates
also at the much lower level of exchange rate variability
among EMS currencies. The only two studies that concen-
trate specifically on European currencies and intra-EC trade
appear to be Bini-Smaghi (1987) and Sapir and Sekkat
(1989). However, even these studies find only very small
effects. Bini-Smaghi finds a significant, but very small, effect
of exchange rate variability on bilateral trade for France
and Italy and no effect for Germany; Sapir and Sekkat find
no significant effect at all.

Since the empirical research has not found any robust re-
lationship between exchange rate variability and trade it is
not possible to estimate the increase in intra-EC trade that
might derive from the irrevocable fixing of exchange rates.
However, this does not imply that no such link exists. The
theoretical discussion suggests that exchange rate variability
should have no impact, if exchange risk is either hedged or
irrelevant to the firm because it is diversified. Neither of
these two conditions s satisfied in reality as only a fraction
of total trade is hedged through forward operations and
the available data on international portfolio diversification
suggests that exchange rate risk is not diversified by share-
holders.

One way to reconcile the lack of empirical results with these
considerations might be that the effect might be just too
small to be detected in the available samples. This is sug-
gested by Gagnon (1989) who simulates a theoretical model
in which exchange rate variability should have an impact on
trade. He finds that the impact is numerically very small. In
his model the switch from the Bretton Woods to the floating
exchange rates regime in the 1970s, which was followed by
a very large increase in exchange rate variability, would have
reduced global international trade only by about 1 %.

The same model also predicts that, despite the small quanti-
tative impact of exchange rate variability on trade, the switch
to floating exchange rates might have had a considerable
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impact on the welfare of traders. 1> This result would be able
to reconcile the scientific economic literature with regular
opinion surveys of business leaders, which repeatedly indi-
cate that exchange rate uncertainty has adverse effects on
trade and investment. For example surveys conducted by
the Confederation of British Industry found that over half
of all the companies questioned, and all firms with less than
1 000 employees, considered that exchange rate stability
was important to their operations. 1 Similar results were
obtained in a European-wide survey conducted on behalf of
the Association for the Monetary Union of Europe which
found that among the advantages from a single currency
‘reduction in monetary fluctuations’ ranked first among
eight other reasons.

3.2.3. Exchange rate varnability and capital
movements

Exchange rate variability affects not only international trade
in goods and services, but also international capital move-
ments. Since the determinants of short- and long-term capital
movements differ considerably they will be discussed separ-
ately.

For long-term capital movements, and direct foreign invest-
ment, which is osually based on a long-term horizon, the
short-term variability of nominal and real exchange rates
discussed here should not be important as long as movements
up and down average out over time. !” So-called misalign-
ments that persist over several years would, of course, be
more important, but such misalignments are not typically
observed among Community currencies.

The evidence of a direct impact of exchange rate variability
on foreign direct investment is somewhat stronger than the

15 A large effect of exchange rate vanability on welfare is compatible with
a small effect on trade if trading is very profitable. An increase in
exchange rate variability might reduce the welfare of traders consider-
ably (in technical terms it might reduce the consumer and producer
surplus) but if there is no good alternative use for the resources used in
foreign trade the effect on trade will be small.

16 See CBI {1989).

17 If fluctuations in the exchange rate do notl average oul over time to
allow exchange rates to return to some long-run equilibrium level, it
can be shown that in the presence of sunk costs even a very low level
of exchange rate variability can induce firms not to react to sizeable
changes in the exchange rate because there is still a small probability
left that the investment might be lost, or that the conditions might be
even better in the future. This idea implies that eliminating even a low
level of residual exchange rate variability might considerably increase
the elasticity with which trade reacts to the exchange rate. See Dixit
(1989) for an analytical framework for this idea.
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one relating to trade, as reported in Molle and Morsink
(1990) which analyses exchange rate variability and intra-
EC direct foreign investment. The estimates reported there
imply that EMU might increase intra-EC direct foreign
investment considerably by reducing an important ‘friction’
factor.

Short-term capital movements may be more strongly affec-
ted by exchange rate variability. However, it is difficult 1o
say what the impact of the elimination of exchange rate
variability will be on short-term capital movements. On the
one hand many capital movements may actually be caused
by exchange rate variability, for example if they serve to
hedge against exchange rate risk in trade. Moreover, if
exchange rate variability reduces the correlation in the re-
turns from invesiments in otherwise similar assets, to the
extent that this also reduces the correlation with the market
portfolio this makes international investment more attract-
ive. On the other hand, exchange rate changes also increase
the absolute risk of investing in foreign currency denomi-
nated securities and might therefore deter individuals from
engaging in full international diversification. In practice,
however, the extent of international portfolio diversification
is much lower than one would expect given the gain in a
reduction of risk that could be achieved through it by most
investors. But it is difficult to say whether this fact is a result
of the high transactions costs that arise often in international
investment (i.e. a lack of economic union) or of exchange
rate variability.

Given these conflicting theoretical arguments it is therefore
difficult to decide whether a reduction in exchange rate
variability would increase short-term capital movements and
whether any induced increase in asset trade should be re-
garded as welfare enhancing. |8

3.2.4. Efficiency gains from the elimination of
exchange rate uncertainty

Given the difficulties in estimating empirically the impact of
exchange rate variability on trade and investment it might
be more convenient to characterize the direct !9 economic
benefits that may be obtained from the elimination of ex-
change rate uncertainty by saying that the irrevocable fixing
of exchange rates provides free unlimited hedging for all
trade and capital movements. Since the cost of hedging
varies with the size and type of transaction (trade versus

8 See also Persson and Svenson {1987) which also comes to the result that
the relationship could go either way.

% As mentioned above the indirect and dynamic effects of EMU are
discussed separately in Section 3.4 below.
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investment, contract already concluded versus tender offer,
etc.) the implied benefit from this ‘free’ hedging is difficult
to evaluate. The savings for firms from the elimination of
the need for hedging in intra-EC trade have therefore to be
estimated by combining an estimate of the total, direct
plus indirect, costs of hedging standard international trade
transactions with information about the frequency of the
various transactions considered. Moreover, it appears that
only a small part of intra-EC trade is hedged in reality. This
estimate would therefore provide only a lower limit on the
real savings from irrevocably fixing exchange rates to the
extent that smaller firms do not hedge because it is too
expensive or difficult for them. 20

The irrevocable fixing of exchange rates might bring an
additional benefit by leading to the complete equalization
of interest rates. The experience in the EMS has shown that
even if exchange rates are de facto fixed for some time
interest rates do not converge completely as long as the
possibility of exchange rate changes remains. The Dutch
guilder/German mark rate provides a good example for this
phenomenon given that since1983 the Dutch guilder has ex-
post not depreciated against the DM and the exchange rate
has never moved outside a corridor of about +/—0,5%
from the average. Despite all this, three months’ Euro-
interest rates on Dutch guilder deposits have on average
been about 50 basis points higher than comparable DM
deposits. The reason for this difference is usually taken to
be the uncertainty that was created in financial markets,
when in the 1983 realignment the Dutch guilder did not
follow the DM. Only an irrevocable commitment of locking
exchange rates could be expected to eliminate these residual
interest rate differentials.

These unwarranted differences in interest rates which con-
tinue to exist in the present EMS can be considered equiva-
lent to differences in the cost of capital which lead to welfare
losses in the traditional sense (see Chapter 2). In Price
Waterhouse (1988) it was estimated that the elimination of
the residual differences in interest rates would lead to welfare
gains of about 0,05 % of Community GDP. While the wel-
fare gains that come from the elimination of interest rate
differentials appear to be modest, the gains that can be
reaped from a reduction in the overall level of interest rates,
and therefore the cost of capital, can be very important as
discussed more in detail in Section 3.4 below.

20 If firms do not buy cover because exchange rate variability is irrelevant
te them this estimate would not constitute a lower limit.

3.3. Building on 1992

The main pillar of economic union is the completed internal
market within which persons, goods, services and capital
move freely. The potential economic impact of the com-
pletion of the internal market was estimated in the so-called
Cecchini Report, Using a microeconomic approach the Cec-
chini Report found welfare gains in the range of 2,5t0 6,5 %
of Community GDP. Macroeconomic simulations indicated
that these microeconomic welfare gains should translate into
a medium-term increase in GDP of 4,5 %, a decrease in the
price level of 6 % and an increase of employment of 1,5 %,
i.e. almost 2 000 000 jobs. Following the Cecchini Report,
the economic implications of the internal market have been
the subject of considerable additional research efforts. These
complement the original global assessment but they also
begin to look into the regional and sectoral impact of the
completion of the internal market. 2! On a global level,the
additional research effort largely confirms the findings of
the Cecchini Report, and goes further in analysing dynamic
effects not encompassed in the above figures (see Section 3.4
below).

In some specific fields the Commission has taken or will
take initiatives going clearly beyond the 1985 White Paper.
This is particularly the case for energy and transport. Recent
studies have found that the benefits from going beyond the
measures contained in the White Paper can be substantial.
In the field of energy it is estimated (Commission of the EC
(1989)) that the long-term gains from a free internal energy
market in electricity are ECU 11 billion as compared with the
ECU 6 billion estimated in the Cecchini Report. Similarly, in
the field of transport, the benefits of a greater degree of
competition among airlines are now estimated (McGowan
and Seabright (1989)) to be about twice those found in the
Cecchini Report. Moreover, the cost of fragmentation of
European airspace due to different air traffic control systems
has been estimated by the Association of European Airlines
and an independent group of economists at ECU 4-5 billion
per annum.

The term ‘cconomic union’ as used in this study goes beyond
the internal market. It also includes the assignment of certain
economic policy functions to the Community level wherever
this is necessary to achieve all the economic gains from
market integration, i.e. wherever there are Community-wide
external effects. The areas where this is the case are compe-
tition policy, commercial policy, R&D, human resource de-
velopment, European-wide infrastructure and the environ-

21 For a review of some of the additional literature see Italianer (1990).
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ment. 22 In all these areas Community policies can be justi-
fied on the principle of subsidiarity, as explained in Chapter
2. The increasing degree of market integration has also
underlined the need for Community programmes of transna-
tional collaboration in areas such as higher education (e.g.
Erasmus and Comett), vocational training and permanent
education, in order to stimulate the development of human
resource skills.

A Community involvement in these policy arcas based on
the principle of subsidiarity yields net economic benefits
for the Community as a whole since the Community will
intervene only in those cases where the efficiency gains
due to the Community involvement outweigh the cost of
administration. While these benefits can be appreciated in
qualitative terms, a reliable quantification is often very diffi-
cult, if not impossible. First, there is sometimes no clear
blueprint for the greater Community involvement, for exam-
ple the political decisions on European-wide infrastructure
networks have begun only recently. Thus the degree and
intensity of future Community involvement is uncertain. But
even where the Community has been involved in a policy
area for some time, such as R&D, no global assessment of
the economic cost and benefits has been made so far, even
if, as part of the Monitor programme, specific research
programmes such as Brite (concerning new industrial ma-
terials) have been evaluated and found to yield significant
benefits.

In the field of commercial policy, the Community seeks to
ensure that the removal of internal barriers is paralleled by
progress towards a more liberal multilateral trading system.
The potential economic benefits of such progress are con-
siderable and have been repeatedly demonstrated by econ-
omic research. 23

In the field of environmental policy a greater Community
involvement can be expected to yield considerable net ben-
efits. First, some global problems, such as the greenhouse
effect, require 2 world-wide solution, the value of which
could be crucial even if it is not only economic in nature
and cannot yet be quantified with any precision. If the

22 A case can also be made for Community functions in the area of
macroeconomic policies {other than monetary policy), especially fiscal
policy, but this is discussed in Chapter 5.

3 For example, the negative overall effect of protection on economic
growth has been estimated by Donges (1986) who found that protection
may have slowed down the rate of economic growth by approximately
2% a year in the world economy as a whole, by 1,3 % for the group of
industrial countries and by 2,3 % for the develeping country group.

It has also been shown that the global gains from eliminating quotas
and tariffs in 14 key textiles and clothing categories exceed USD 15
billion annually.
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Community makes a constructive contribution towards this,
the probability of securing a satisfactory global outcome is
likely to be considerably greater than the chances in the
event of disparate individual contributions from the Member
States. Secondly, a Community recognition that economic
efficiency becomes more and more interrelated with ecologi-
cal efficiency could provide an anchor for environmental
concerns in the Member States, including those where such
concerns have hitherto had a rather low priority. Thirdly,
in the context of the internal market, national environmental
policy could be misused as an instrument to create new
segmentations of markets in Europe; this would be costly in
economic terms and could be largely avoided through an
active Community role in this field.

In the field of competition policy the need for a Community
policy is apparent since only the Community is able to
monitor the internal market and make sure that competition
is not distorted by dominant market positions or State aids.
The importance of surveillance over State aids can be seen
by considering that, on average over the period 1986-88,
aids to manufacturing in the Community amounted to about
4 % of value added. With EMU the need to restrict State
subsidies is much increased since it will no longer be possible
to compensate for differences in the overall level of aid
through the exchange rate.

Major economic benefits can therefore be expected from an
improved competition policy, in particular with respect to

"the surveillance of State aids.

Table 3.7 gives a breakdown of the average annual aid
volume by principal objectives.

In the context of the completion of the internal market,
the Commission is determined to make additional forceful
efforts to restrict State subsidies. This should bring economic
welfare gains by reducing a drain on public budgets and
removing distortions of competition which are a source of
economic inefficiency. For the Community as a whole these
potential benefits have not been assessed quantitatively but
country-specific and sectoral results suggest that they are
likely to be substantial.

For example, a recent comprehensive study for Germany
{Weiss et al. (1988)) estimated that the elimination of State
aids would result in a gain of 0,9 % of GDP, The study uses
a general equilibrium model and assumes that the budget
savings from the dismantling of subsidies are used to reduce
direct taxes. The gains estimated in this study may be con-
sidered a lower bound since the model does not allow for
economies of scale nor for a reallocation of factors of pro-
duction between Community Member States.
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Table 3.7

State aids in the European Community, by main objective
Annual average 1986-88 imn MECU

Hotizontal objectives — Total 12 581
Innovation/R&D 3330
SMEs 2838
Trade/export 3239
Environment/energy saving 630
General investment 1508
Other objectives 1036
Sectoral objectives — Total 3102
Steel 1 365
Shipbuilding 1 563
Other sectors 6174
Regional aids — Total 12 037
Least developed regions 5252
Other regions 6 785
Manufacturing and services excluding transport —

Grand total 33720

Source : Commission of the European Communities {1990).

3.4. Indirect and dynamic gains from economic
and monetary union

The previous sections of this chapter discussed the direct
gains in terms of hedging and transaction costs from monet-
ary union and additional gains from economic union. These
direct gains can best be understood as increases in potential
income with given endowments of factors of production,
such as capital and labour. This section shows that these
direct productivity gains should increase the capital stock
over time and therefore lead to additional indirect gains
which are called ‘dynamic’ because they arise over time as
the capital stock responds to efficiency gains. 24 Moreover,
this chapter also indicates how the reduction in uncertainty
through EMU can have dynamic effects that are similar to
the ones that derive from the direct efficiency gains.

Since the internal market programme and EMU form two
parts of an interlinked system whose effects reinforce each
other mutually, it will, however, not be possible to dis-

2 ‘Dynamic gains, are defined here as the gains from integration taken
over a period long enough for the capital stock to have adjusted to the
new cquilibrium. In most economic analysis the capital stock en-
compasses human as well as physical capital. This implies efficiency
gains lead not only to increased investment in plant and equipment, but
also education and training.

tinguish sharply between the effects of the internal market
programme and the additional effects of EMU.

This section starts with a discussion of the economic effects
of market integration and then turns to an estimate of the
overall efficiency gains from EMU.

3.4.1. Integration and dynamic gains

Although most economists agree that integration of markets
brings large benefits it is difficult to estimate them quantitat-
ively within the context of the usual models of economic
growth. In part this may be due to the large gap between
the formal theoretical models explaining the gains from
economic integration and the benefits as they are perceived
by economic agents. Most of the difficulties arise from the
fact that the standard theories of economic growth that
incorporate constant returns to scale and perfect competition
do not leave any room for integration to affect growth in
the long run. This is explained briefly in Box 3.2. The
evaluation of dynamic gains made here is, however, based
on the standard and widely used models which do not
incorporate economies of scale that lead to continuing
growth. A class of newer models that does allow for continu-
ing (endogenous) growth is briefly discussed at the end of
this subsection.

Recent developments in the theory of international trade 25
have started to bridge the gap between theory and the way
markets are perceived to work by recognizing that markets
are not always characterized by constant returns to scale
and perfect competition. Monopolistic competition and
economies of scale are known to prevail in many markets,
and theoretical and empirical models taking these properties
into account have started to develop. Nevertheless, this
approach does not lead to essentially different conclusions
in terms of long-run growth and can therefore not be used
to explain dynamic gains. 26

23 See Helpman and Krugman (1985) for further references.

26 As explained in Romer (1989) economies of scale lead to continuing
{endogenous) growth only if they affect the accumulation of capital.
This is not the case in the models referred to in this paragraph.
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Box 3.2: The neoclassical growth model

The standard ‘neoclassical’ theory of growth is based on a model
in which firms produce one (possibly composite} product with
capital and labour under constant returrs to scale and perfect
competition. Given an exogenous labour supply the steady state
or long-run equilibrium is reached when the marginal pro-
ductivity of capital is equal to the discount rate of consumers.
This can be illustrated using a diagram that relates the capital
stock (per capita) on the horizontal axis to output (per capita)
on the vertical axis.

The curve F(k) shows how much output can be produced given
the per capita capital stock k. The long-run level of output is
determined at the point of tangency between the straight line
DD whose slope is given by the discount rate and the production
function F(k). This point of tangency determines the steady state
capital stock denoted by k.. It is apparent that this framework
explains only the level of steady state income (per capita).
Continuing growth is possible in this framework only if pro-
ductivity grows. (Growth in the labour force leads only to
growth in total output, but does not affect income per capita.)
But the factors that cause growth in productivity are taken to
be exogenous to the model. In this sense this framework cannot
explain continuing growth.

The specific curve used in this graph was obtained by setting
the elasticity of output with respect to capital equal to one half
(F(k) = B.k%5). This corresponds to a multiplier of two as in
Baldwin (1990) and as assumed widely in this chapter. For
illustrative purposes it was assumed that the discount rate is
equal to 19 %. The units of output can be freely chosen by the

choice of the scale factor B and have no meaning; in this graph B
was arbitrarily equal to 10. This yields a steady state level of
output of 5 ‘units’.

The long run equilibrium in the neoclassical growth model
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The Cecchini Report, while drawing on results incorporating
economies of scale and monopolistic competition, did not
give an estimate of the dynamic gains to be expected from
the completion of the internal market, although these gains
were presaged. 27 Part of these dypamic gains were ascribed
to the effects on business strategies of the completion of the
internal market. The buoyant investment climate in 1988
and 1989 and the currently much increased activity in terms

of mergers and acquisitions ?® seem to indicate that firms .

are responding to the opportunities they expect from the
internal market even before this programme 15 completed.
This is an example of the adaptation of business strategies
to ‘news’ about future economic integration,

The improved business climate could of course also be due
to other factors, but a major business survey conducted in
the spring of 1989 on behalfl of the European Commission
has shown that the internal market positively influences
investment intentions for the period up to and after 1992.

21 See Emerson et af. {1988).
8 See Europeari Economy No 40, May 1989,
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This effect of the 1992 programme on investment intentions
and growth expectations can be explained in terms of the
neoclassical growth framework as a medium-run response
of the capital stock Lo the static efficiency gains. This imples
that there exist theoretical arguments for the existence of
dynamic gains which are briefly explained in Box 3.3 (for a
rigorous exposition see Baldwin (1989)). It is shown in this
box that if the efficiency gains from the internal market are
equivalent to shifting the production function upwards, the
marginal productivity of capital will increase at any given
capital stock. Starting from an initial equilibrinm position
where the opportunity cost of capital was equal 1o its mar-
ginal productivity this implies that firms will increase their
capital stock until the marginal efficiency of capital has
returned to the opportunity cost of capital (which did not
change). This increase in the capital stock, until the new
equilibrium level has been reached, leads, of course, to an
increase in output.

This effect does not change the long-run or steady-state
growth path, but there will be an increase in output over the
medium run. It might therefore be called, as in Baidwin
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Table 3.8

The influence of the internal market on the expectations of firms

Effect on Upte 1992 From 1993 to 1996

Increase!  Meutral? Increase  Neutral
Sales 26 12 27 20
Domestic 6 7 0 17
Other EC 33 10 37 17
Rest of the world 7 13 10 20
Investment 28 15 26 22
Domestic 28 8 23 17
Other EC 19 18 19 25
Rest of the world 5 20 7 27
Employment 13 17 13 25
Domestic 9 3 7 18
Other EC 13 20 15 27
Rest of the world 3 21 4 30
Productivity 38 10 38 17

Source: European Economy No 42, Movember 1989,

' Increase: Difference between the percentage of firms expecting an increase and those
expecting a decrease.

¥ Neutral: Don't know/no answer,

{1990) the ‘medium-run growth bonus’. On the basis of
production function estimates for a number of European
countries, Baldwin (1989) calculates that the medium-run
bonus may range between 24 % and 136 % of the initial
static gains (see Table 3.9). Since he also provides reasons
to believe that his calculations could prove to be underesti-
mates, he concludes that the point estimate of the medium-
run growth bonus should be close to the upper bound and
that the static efficiency gains should therefore be doubled.

Table 3.9

The medium-run growth bonus as a percentage of static efficiency
gains

B D F NL UK Averape
Low estimate 38 36 30 35 24 32,6
High estimate 136 129 80 124 93 112,4

Souce : Baldwin (1989),

It has to be emphasized, however, that the welfare impli-
cations of the medium-run growth bonus are quite different
from those of the direct efficiency gains. The direct efficiency
gains are equivalent to a gain in welfare since they just
increase the output that can be produced with given factors

of production. The medium-run growth bonus, in contrast,
works through an increase in the capital stock that has to
be ‘earned’ by forgoing consumption. The welfare gains (in
the sense explained in Chapter 2) from the medium-run
growth bonus are therefore much smaller than the ones from
the direct efficiency gains even if the medium-run growth
bonus is as large as 100 %. Baldwin (1989) shows that the
welfare gain (in present value terms) of the direct efficiency
gain is almost 20 times higher than the welfare gain (again
in present value terms) of the indirect dynamic effects.

The increase in income through the medium-run growth
bonus comes through additional investment and therefore
takes time to materialize until the capital stock has reached
its new equilibrium level. The build-up of the capital stock
and associated production capacity may well take several
years. An example may illustrate this effect: with a linear
depreciation scheme, Baldwin expects half of the growth
bonus to take 10 years to be realized. If the static efficiency
gains of the completion of the internal market in the run-
up to 1992 and in the years thereafter take about the same
time span, one may thus expect, all other things being equal,
an increase in the Community growth rate of two-thirds of
a percentage point during a period of 10 years and a quarter
of a percentage point thereafter.2? These would be average
increases per annum. If firms anticipate correctly the gains
to be expected in the future they might take their decisions
in the earlier phase of the period, thereby frontloading the
effects.

As argued in Section 3.1 of this chapter exchange rate
stability can lead to additional gains because it reduces the
riskiness of investment to the extent that firms cannot hedge
or diversify exchange rate risk. Box 3.4 explains how a
reduction in the riskiness of investment can be translated into
an increase in output in the standard neoclassical framework.

It has long been recognized that the standard growth theory
with constant returns to scale was not satisfactory since it
could not explain continuing economic growth, except by
invoking exogenous technological progress. Models incorpo-
rating increasing returns to scale have therefore been de-
veloped recently that explain endogenous economic
growth. 3° These models are, however, not yet widely ac-
cepted and must therefore be considered somewhat more
speculative,

¥ Calculated, for the first 10 years, by taking one-tenth of 6,75 %, being
the sum of 4,5 % static efficiency gains plus half of 4,5 % dynamic gains.
The other half of the dynamic gains, 2,25 %, divided by 10 represents
the average growth over the remaining period.

See in particular Romer (1986); Romer (1989) provides a survey of this
approach.

3
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Box 3.3: Medium-term growth effects of efficiency gains

The neoclassical framework explained in Box 3.2 can be used
to explain the ‘medium-term growth bonus’ mentioned in the
text. If EMU increases the overall level of productivity the
production function F(k) shifts upwards, say to AF(k), where
A is a number that exceeds one. At an unchanged capital stock
the increase in production is exactly equal to the increase in
productivity, i.e. the difference between F(k,) and AF(k).
However, the point of tangency with the discount rate line will
now shift. The new long-run equilibrium has to be at the higher
capital stock, K’ so that output increases by more than the
amount of the gain in productivity.

It is apparent that the assumption that the production function
is increased proportionally is crucial for this result. If the pro-
duction function shifts up by a constant amount the point of
tangency would remain unchanged at k and no additional
fnvestment would oceur.

Algebraically this can be seen most easily by considering a
change in the productivity factor A. If the production function
is AF(k) any increase in A increases also the marginal pro-
ductivity of capital, which is AF (k). However, if the production
function is F(k) + A, the value of A does not affect the marginal
productivity of capital which would be given by F’(k). In the
text it is assumed that the former is the case, which seems
reasonable since a doubling of production of income and trade
inside the Community should also double the transactions costs
of keeping different currencies.

This graph uses the same values as the preceding one. In order
to obtain a convenient graphical representation the production
function was assumed to shift upwards by 25 % (A goes from

10 to 12,5). Given the multipher of two, this illustrative example
implies that output increases by 50 %, i.e. from 5 to 7,5 ‘units’,
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Two of these so-called ‘new growth models’ are analysed by
Baldwin (1989) who comes to the conclusions that the static
efficiency gains from the internal market could permanently
increase the Community growth rate, The first of these
models relies on a specific value for the elasticity of output
with respect to capital. In a second model, any increase
in the profitability of innovations permanently increases
growth. Calibrating these models, Baldwin finds that the
completion of the internal market could increase the Com-
munity’s growth rate permanently by 0,3 to 0,9 percentage
points, These results obviously rest on very specific assump-
tions, nevertheless they are important because they provide
an analytical hinge for the relationship between integration
and long-term growth conditions.

It has to be emphasized, however, that the standard frame-
work with constant returns to scale and the new growth
models are not compatible in the sense that the mechanisms
that determine growth in the lorig run are radically different.
It is therefore not possib e to add permanent growth effects
(from the new models) to the level effects (from the standard
framework).
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3.4.2. Quantifiable dynamic gains from
economic and monetary union

The preceding analysis can be applied in general to the
case of economic and monetary integration. Whenever static
efficiency gains occur which raise the marginal productivity
of capital, it may be expected that, in the medium term, the
capital stock and therefore output will increase to a levei that
exceeds the initial shift in output. Similarly, any reduction
in the riskiness of investment would also increase capital
accumnulation, and, over time, output. In order to estimate
these effects it is therefore necessary to first obtain estimates
of the static efficiency gains and the reduction in the risk
premium which form the basis to which the medium growth
multiplier can be applied. 3 This is done separately for these
two elements in the remainder of this subsection.

31 If one accepts the more speculative new growth models these direct
efficiency gains could also be translated into a permanent increase in
long-term growth.
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Box 3.4: Growth effects of a reduction in the risk premium

The medium-term growth effect of a reduction in the risk ad-
justed discount rate can be illustrated using the standard neo-
classical growth framework already explained in Box 3.2. In this
framework the steady state level of the stock of capital (per
capita) and hence of the steady state level of income (per capita)
is determined by the condition that the marginal productivity
of capital equals the discount rate. Although the standard neo-
classical growth model does not take into account uncertainty
the discount rate which in that framework represents the pure
rate of intertemporal time preference of consumers could be
reinterpreted as the risk adjusted required rate of return firms
face. A reduction of the risk premium would then be equivalent
to a reduction in the slope of the discount rate line.

This implies that a reduction in the risk premium leads to an
increase in the capital stock from k, to k' and hence an increase
in (per capita) income equal to the difference between F(k,)
and F(k’y). Mathematically this can also be seen by using the
steady state condition that the marginal product of capital F'(k)
equals the discount rate. If the discount rate declines F’(k) has
to decline as well and this can happen only if k increases.

Using once again the same production function it is assumed in
this illustrative example that the discount rate goes from 10 %
to 8%, which is equivalent to a reduction of 20%. Given
that the multiplier for this type of change is equal to one this
illustrative example implies an increase in output of 20 %, i.e.
from 5 to 7 ‘units”.
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(i) Dynamic effects of static efficiency gains

For the static efficiency gains there are two sources since
EMU comprises the internal market programme and the
additional benefits from monetary union: (a) The Cecchini
Report estimated the efficiency gains from the internal mar-
ket programme to lie between 2,5 and 6,5 % of the GDP of
the Community; (b) Sections 3.1 and 3.2 above estimated
the direct efficiency gains from the elimination of transaction
and hedging costs to be about 0,4 % of GDP.

Applying the range of parameters for the medium-term
growth bonus discussed in the previous section this implies
that the total direct static plus dynamic gains from EMU
should be between 3,6 and 16,3 % of GDP with the central
estimate equal to 9,8 % of GDP. 32

32 The lower bound is obtained by multiplying the lower bound of the
total static efficiency gains (2,9 %) with the lower bound of the {medium
term growth) multiplier (1,24); the upper bound is obtained by multiply-
ing the upper bound of the total static efficiency gains (6,9 %) by the
upper bound of the multiplier (2,4). The central estimate is based on
total static efficiency gains of 4,2 % and a multiplier equal to 2.

By assuming the static gains to be spread out over a period
of 10 years, and half of the dynamic gains to be realized in
the first 10 years, 33 the impact on the medium-term growth
rate of GDP could be in the order of 0,7 percentage points
per annum in the first 10 yvears and 0,25 percentage points
thereafter.

A point estimate for the long-term effect on growth of the
effictency gains would be in the order of an additional 0,7 %
per annum, with a range varying between 0,4 % and 1,0 %
per annum, but this estimate is surrounded with even more
unicertainty.

As mentioned above the medium-term growth effect and the
long-term growth effect cannot be added because they are
based on two different underlying growth models. They
should therefore be identified with two different scenarios,
one where the increase in growth eventually dies out,34

3 See Baldwin (1989).

3 The increase in growth dies out in these models. But afterwards growth
can continue at the same pace as before since the exogenous factors
that are the underlying cause should continue to operate as before.
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and another where it has a permanent effect. Despite their
different implications for the long run the two models come
approximately Lo the same conclusion for an initial period
of 10 years for which they imply that growth increases by
about 0,7 % points.

(i) Dynamic gains from a reduction in risk

However, the potentially most important source of gains
from EMU comes from the reduction in overall uncertainty
EMU might provide. EMU should not only eliminate ex-
change rate fluctuations, which should have the direct effects
that are discussed in Section 3.2 above, but it should also
reduce the overall uncertainty that affects investment in the
Community. The overall uncertainty affecting investment
might be reduced not only through the elimination of ex-
change rate movements, but also through a reduction in the
uncertainty about monetary policy when there are no longer
distinct national central banks, and possibly through a more
stable fiscal policy.

Baldwin (1990) analyses a number of reasons why uncer-
tainty, especially exchange rate uncertainty should affect
investment. Only the most important of these, risk aversion,
is briefly discussed below. This is not to deny the other
channels through which uncertainty may affect investment,
but this particular one is the most widely known and it
illustrates the general principle that the market imperfections
that exist in the real world may make uncertainty much
more important than theory would suggest.

It is generally accepted that if firms are risk averse they
will reduce investment if profits become more uncertain.
However, the theory of corporate finance also indicates that
in a perfectly functioning financial market firms should not
be averse to exchange rate risk because they could hedge
against exchange rate exposure through a variety of financial
instruments. Moreover, even if a firm cannot hedge against
exchange rate variability its investors could diversify this
risk by holding shares of different firms, perhaps located in
different countries. 33

The extent to which exchange rate risk will affect the risk
adjusted discount rate which a firm applies to a particular
investment project depends therefore on the degree to which
financial markets allow managers and investors to hedge
against exchange rate risk. This issue is discussed in more
detail in the Baldwin study already referred to where it is
found that in general financial markets do not seem to
provide substantial hedging against exchange rate risk, since

33 For small investors this service can be provided cheaply by investment
funds, the so-called Ucits, which can since October 1989 be sold freely
throughout the Community. .
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investors are usually not diversified internationally and a
significant proportion of trade is not hedged. This implies
that risk, especially exchange rate risk should affect invest-
ment.

There also exists, however, a broader theoretical argument
that exchange rate variability might not affect trade and
investment adversely after all. This argument starts from the
idea that trade always reépresents an option; and it is a well-
known principle that the value of an option increases with
its variability. This basic argument in less technical terms
simply means that changes in the exchange rate represent
not only a risk, but also an opportunity to make profits. A
firm involved in trade can export, it does not have to, and
it will do it only if it is profitable. If the exchange rate
becomes more variable the probability of very favourable
exchange rates and therefore high profits increases. The
probability of very unfavourable exchange rates also in-
creases, of course, but this does not have to lead to offsetting
losses since the firm can always stop exporting. 3¢ A higher
variability of the exchange rate leads therefore to a higher
probability of making high profits, which is not matched by
an equivalent probability of high losses, only somewhat
lower profits. This implies that higher exchange rate varia-
bility offers on average the opportunity to make higher
profits. 37

The argument that exchange rate vanability might increase
the expected value of profits does not deny that it certainly
makes profits more uncertain. But it does imply that the
impact of exchange rate variability on investment is difficult
to determine on theoretical grounds alone. Investment is
usually taken to increase with the difference between the
expected rate of return and the risk adjusted discount rate.
Since exchange rate variability affects both the expected rate
of return and the risk adjusted discount rate it follows that
from a theoretical point of view it is not possible to decide
a priori what effect a reduction of exchange rate variability

36 The classic reference is Oi (1961); see also Pindyck (1982) and Gros
{1987).

This argument is not invalidated by the existence of adjustment costs.
It is somettmes argued that exchange rate uncertainty should have a
negative impact on trade because it is costly for firms to adjust their
production plans to changing market conditions. However, adjustment
costs do not affect the nature of the argument that a firm will react to
a change in the exchange rate only if it is profitable, taking into account
all factors, i.e. also adjustment costs. Exchange rate variability can
therefore have a positive effect on trade even in the presence of adjust-
ment costs (see Gros (1987)). Adjustment costs may, however, reduce
the speed with which the firm reacts to realized changes in the exchange
rate, especially if they are asymmetric, i.e. if there are sunk costs, As
discussed above, in the presence of sunk costs even a very small degree
of exchange rate uncertainty could delay investment considerably. But
this does not imply that there has to be necessarily less investment, it
only implies that investment might react slowly to changes in the
exchange rate.
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(and other risk) will have on investment if financial markets
can be used to hedge and diversify this risk.

Moreover, the empirical economics literature has not found
any strong relationship between investment and exchange
rate variability (or other sources of risk). One of the difficult-
ies in doing this is that only a fraction of total investment is
directly affected by the exchange rate. Moreover, it is in
general difficult to isolate the factors that determine invest-
ment.

In contrast to this lack of decisive theoretical and empirical
results business surveys indicate consistently that business
leaders judge exchange rate variability as one of the factors
that most inhibit investment. The results of business surveys
are compatible with the available data on portfolio diversifi-
cation which indicates that investors even in countries with
sophisticated financial markets are generally not well diversi-
fied internationally. This can be taken to imply that in reality
most exchange rate risk is not diversified. It is this non-
diversified risk that should affect investment. However, it
has not been possible to detect empirically a direct link
between exchange rate variability and investment.

In spite of the weak empirical evidence concerning the impact
of exchange rate variability on investment it is clear from a
theoretical point of view that all exchange rate (and other)
risk that is neither hedged nor diversified increases the riski-
ness of investment. 3® Empirical studies might not be able to
measure this effect because it is in general difficuit to account
for the observed variability in investment, maybe because
investment decisions have to be taken on the basis of expec-
tations of the future course of a number of variables and
these expectations are difficult to measure in empirical work.
EMU should, however, as argued above, reduce the uncer-
tainty about some important variables, for example the
exchange rate, the price level and national fiscal policies.
This reduction in overall uncertainty, which goes beyond
the mere suppression of exchange rate variability, should
increase investment by reducing its perceived riskiness.

The ‘riskiness’ of investment in real capital is usually meas-
ured by the so-called equity premium, i.e. the difference in
the rate of return on (risky) equity and riskless securities,
such as government paper. This risk premium has been
found to be about 8 to 10 % in industrialized countries. It
is therefore an important overall component of the cost of
capital for firms. If EMU reduces the riskiness of investment
in the Community the risk premium should fall; to estimate
by how much is, however, very difficult since little is known
about the determinants of the risk premium.

3 Baldwin (1990} discusses 2 number of additional different ‘market fail-
ures” that provide channels through which exchange rate variability can
distort investment decisions.

Baldwin (1990) shows that a reduction in the risk premium
yields the same medium growth bonus in terms of a higher
output in the long run as the static efficiency gains. The only
difference is that in this case there is no direct effect on
output so that the medium-term growth bonus is the only
source of gains, The gains from a reduction in uncertainty
are therefore equal to the proportional reduction in the
risk adjusted rate of return times the estimated multipliers
displayed in Table 3.9, which range from 0,24 to 1.4, with
the central estimate equal to one.

The main difficulty of this approach lies in determining the
potential reduction in the risk premium because little is
known about its determinants. Baldwin (1990) argues that
a reduction of the risk premium of up to one percentage
point cannot be ruled out, and that a drop of 0,5 percentage
points constitutes a reasonable central estimate. The avail-
able data suggest to him that the risk adjusted rate of return
lies between 5 and 10 %; using the lower value this implies
that a 0,5 percentage point reduction in the risk premium
represents a drop of 10 % in proportional terms. 3 It follows
that even a reduction in the risk premium of enly 0,5 %
could raise the GDP of the Community by 5-10 % in the long
run if the central estimate for the medium-term multiplier is
applied to a risk adjusted rate of return varying between 5
and 10 %. %0 EMU could therefore lead to important gains
in output if it reduces the overall uncertainty affecting invest-
ment in the Community.

3.5. Business expectations and growth

Up to now the discussion of this chapter has been based
on relatively well-established microeconomic principles. The
purpose of this brief section is to discuss some recent research
(see Baldwin and Lyons (1990)) of a more macroeconomic
nature which suggests that if EMU affects the business
climate favourably it could lead to a self-reinforcing cycle
of stronger growth which would reduce unemployment con-
siderably.

This research is based on the idea that due to economies of
scale investment in manufacturing is subject to forces that
drive it to either very high or very low values. According to
this framework, a high rate of investment increases overall
productivity over time and makes additional investment even
more profitable; this can lead to a cycle of investment that

3% The same proportional drop could result from a reduction in the risk

premium of | percentage point starting from an initial value of 10 %.

49  These are gains in terms of increased production. As mentioned above
the gain in terms of welfare that can be reaped from the medium-term
growth effect is much smaller than the increase in output.
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increases until the entire labour force is fully employed. (The
converse case of ever-falling investment leads, of course, to
high unemployment.) This framework also suggests that
expectations can be decisive in determining whether the
economy experiences high investment growth or the opposite
since it is well known that expectations are an important
determinant of investment.

If EMU raises the expectations of business leaders that
future investment will become more profitable it could in-
itiate a cycle of increasing investment'and lower unemploy-
ment whatever the precise magnitude of the microeconomic
gains discussed at some length in this chapter. Given the
persistent high unemployment in the Community, which still
stood at 9% in 1989 it is clear that this effect could lead to
economic gains that are of the same order of magnitude as
the efficiency gains discussed so far. However, since this
research is still tentative and of a qualitative nature it is
not possible to give a precise estimate of the reduction in
unemployment and the increase in investment which EMU
could bring about through this channel.

Nevertheless, the interest of these newer analytical
approaches is enhanced by the results of a business survey

of European industrialists undertaken for the present study.
A sample of industrialists was asked how the business climate
would be affected (i) with completion of the single market
by 1992; (ii) by supposing in addition that exchange rates
were fixed; (iii) by introducing a single currency to add to
the single market. The results, portrayed in Graph 1.1, show
that somewhat over 80 % of industrialists view the single
market as having a positive impact on the business climate,
but only 10 % judge it to be very positive. Adding fixity of
exchange rates changes the result only a little, perhaps be-
cause the industrialists may not perceive this to be very
different to the existing EMS, On the other hand, the single
currency is rated as a much more important development,
and in this case there is a large number (45 %) judging the
likely impact on the business climate to be very positive,

Taken together with the experience of the already more
dynamic business environment in the run-up to 1992, it seems
justifiable on grounds both of theory and of expectations of
industrialists to consider a significant growth bonus from
EMU, while unproven, to lic well within the bounds of
plausibility.



Chapter 3. Efficiency gains

References

Akerlof, G., Yelen, J. (1989), ‘Rational models of irrational
behaviour’, American Economic Review, May, pp. 137-142.

Artis, M. (1989), ‘The call of a common currency’, in Exrope
without currency parities, Brittan, S., and Artis, M., Social
Market Foundation, London, 1989.

Artis, M., Taylor U. (1988), Exchange rate, interest rates,
capital controls and the European Monetary System : assess-
ing the track record, Chapter 7: ‘The European Monetary
System’, Giavazzi, F., Micossi, S., and Miller, M, etc., USA,
1983.

Baldwin, R. (1989), ‘The growth effects of 1992°, Economic
Policy, October 1989, pp. 248-281.

Baldwin, R. (1990), ‘On the microeconomics of the European
monetary union’, in European Economy — ‘The economics
of EMLUI, special issue, 1990,

Baldwin, R., Lyons, R. (1990), ‘External economies and
European integration: the potential for self-fulfilling expec-
tations’, in European Economy — “The economics of EMU’,
special issue, 1990,

BEUC - Bureau curopéen des unions de consommateurs
(1988a), ‘Transferts d’argent a I'intérieur de la CEE’, April.

BEUC - Bureau européen des unions de consommateurs
{1988b), ‘Holiday money’, July.

Bini-Smaghi (1987), ‘Exchange rate variability and trade
flows’, mimeo, University of Chicago and Banca d’Italia,
1987,

Black, 8. (1989), ‘Transaction costs and vehicle currencies’,
working paper, International Monetary Fund, November.

Boyd, C., Gielens, G., Gros, D. (1990), ‘Bid/ask spreads in
the foreign exchange markets’, mimeo, Brussels, February.

Commission of the European Communities (1989), ‘The
benefits of integration in the European electricity system’,
DG XVTI, December.

Commission of the European Communities (1990), ‘Second
survey on State aids in the European Community’, Brussels.

Confederation of British Industry (1989), European monetary
union : a business perspective, London, November.

Cukierman, A. (1990), ‘Fixed parities versus a commonly
managed currency and the case against “Stage 1I'”, Ministry
of Finance, Paris, 21 June.

De Grauwe, R. (1987), ‘International trade and economic
growth in the European Monetary System’, European Econ-
omic Review, No 31, pp. 389-398.

De Jonquigres, G. (1990), ‘Counting the costs of dual pricing
in the run-up to 1992°, Financial Times.

Dixit, A. {1989), ‘Entry and exit decisions under uncertainty’,
Journal of Political Econoemy, 1989, Vol. 97, pp. 620-630.

Donges, J. (1986), ‘Whither international trade policies?
Worries about continuing protectionism’, Institut fiir
Weltwirtschaft, Kiel.

Dornbusch, R. (1990}, ‘Problems of European monetary
integration’, Massachusetts Institute of Technology.

Emerson, M., et al. (1988), ‘The economics of 1992°, Euro-
pean Economy, No 35.

European Economy {1990) — ‘The economics of EMU’,
special issue.

Gagnon, J. (1989), ‘Exchange rate variability and the level
of international trade’, Board of Governors of the Federal
Reserve System, International Finance, Discussion Paper
No 369, December 1989,

Gros, D. (1987), ‘Exchange rate variability and foreign trade
in the presence of adjustment costs’, Working Paper
No 8704, Département des sciences économiques, Université
Catholique de Louvain, Louvain-la-Neuve.

Gros, D. (1989), ‘On the volatility of exchange rates — A
test of monetary and portfolio models of exchange rate
determination’, Weltwirtschaftliches Archiv, June 1989, pp.
273 - 295.

Helpman, E., Krugman, P. (1985), Market structure and
Joreign trade, MIT Press, Cambridge, May.

International Monetary Fund (1984), ‘Exchange rate varia-
bility and world trade’, Occasional Paper No 28, IMF.

Italianer, A. (1990), ‘1992 hype or hope: a review’, Economic
Papers, No 77, Commission of the European Communities,
February.

McGowan, F., Seabright, P. (1989), ‘Deregulating European
airlines’, Economic Policy, No 9, Cambridge, October.

85



Part B — The main benefits and costs

Meese, R., Rogoff, K. (1983), ‘Empirical exchange rate
models of the seventies: Do they fit out of sample’, Journal
of International Economics, 1983, pp. 3-24.

Molle, W., Morsink, R. (1990), ‘Direct investments and
monetary integration’, European Economy — ‘The econ-
omics of EMU, special issue.

Mussa, M. (1936), ‘Nominal exchange rate regimes and the
behaviour of real exchange rate: evidence and implications’,
Carnegie Rochester Series on Public Policy (1986), pp. 117 -
214.

Qi, W. Y. (1961), “The desirability of price instability under
petfect competition’, Econometrica, Vol. 29, No 1, January,
pp. 58-64.

Perée, E., Steinherr, A. (1989), ‘Exchange rate uncertainty
and foreign trade’, European Economic Review, No 33, pp.
1241-1204.

Persson, M., Svenson, L. (1987), ‘Exchange rate variability
and asset trade’, presented at the Conference on exchange
rate variability, Toronto, September 1987,

Pindyck, R. 5. (1982), ‘Adjustment costs, uncertainty and
the behavior of the firm’, American Economic Review, No
72, June 1982, pp. 415-427.

86

Poloz, S. (1990), ‘Real exchange rate adjustments between
regions in a commen currency area’, mimeo, Bank of Can-
ada, February.

Price Waterhouse (1988), The cost of ‘non-Europe’ in financial
services, Commission of the European Communities.

Romer, P. (1986}, ‘Increasing returns and long-run growth’,
Journal of Political Economy, No 94, October, pp. 1002-
1037.

Romer, P. (1989), ‘Increasing returns and new developments
in the theory of growth’, NBER Working Paper No 3098,
September.

Sapir, A., Sekkat, K. (1989}, ‘Exchange rate variability and
international trade: the effects of the European Monetary
System’, mimeo, Université libre du Bruxelles.

Ungerer H., Evans, O., Mayer, T., Young, P. {1986), ‘The
European Monetary System: recent developments’, Oc-
casional Paper No 48, International Monetary Fund, Wash-
ington DC, December.

Weiss, F.D., et al. (1988), ‘Trade policy in West Germany’,
Kieler Studien, No 217, Tiibingen.


sduquenoy


Chapter 4. Benefits of stable prices

Chapter 4

Benefits of stable prices

It is generally agreed that the EuroFed which determines
monetary policy in EMU should aim at price stability. The
Sirst section of this chapter argues that this choice is based on
sound economic criteria because price stability brings econ-
omic benefits. The second section then briefly discusses the
costs of reaching price stability, i.e. the cost of disinflation.
Finally, the third section then discusses what kind of monetary
regime is most likely to vield the benefits of stable prices.

The main findings of this chapter are:

(i) Inflation involves substantial costs that are. however,
difficult to measure. The nature of these cosis differs
between anticipated and unanticipated inflation.

(ii) Standard microeconomic theory suggests that anticipated
inflation of 10 % leads to direct welfare losses that are of
the same order of magnitude, about 0.3 % of GDP, as the
direct transaction costs savings through EM U.

(iii) The post-war macroeconomic experience of the indus-
trialized world suggests that, on average, high inflation
countries have a higher unemployment rate and a lower
per capita income.

(iv) High inflation is usually associated with highly variable
inflation rates and therefore also with unanticipated in-
Sflation. Since unanticipated inflation can affect output
temporarily this explains why countries with higher in-
Jlation have also on average more unstable growth rases.

{v) The costs of disinflation are minimized if there is a
credible commitment to stable prices and backward-
looking wage indexation is abolished or reformed into a
SJorward-looking scheme.

{vi) A stable and credible monetary regime requires an inde-
pendent central bank with the statutory mandate to
guarantee price stability. Otherwise the public might
expect that the authorities might be tempted to use
surprise inflation to temporarily increase ouiput or tem-
porarily reduce the real interest rate on public debt,
These anticipations can lead 0 higher inflation and make
it difficult to reduce inflation. This idea is supported by
empirical experience which shows that there is a strong
link between central bank independence and inflation in
the long run.

4.1. The cost of inflation

The economic benefits from stable prices, or rather the
economic costs of inflation, have been discussed extensively

in the literature. This discussion has not come to any definite
resuits concerning the overall analytical basis on which to
measure the costs of inflation as summarized in a well known
study on the costs of inflation; !

‘It is well known that the costs of inflation depend on the
sources of the inflation, on whether and when the inflation
was anticipated, and on the institutional structure of the
economy. There is, therefore, no short answer to the question
of the costs of inflation. Further, since the inflation rate is
not an exogenous variable to the economy, there is some
logical difficulty in discussing the costs of inflation per se
rather than the costs and benefits of alternative policy
choices.’

Despite these difficulties in establishing an overall analytical
basis on which to measure the costs of inflation there is wide
agreement that inflation does cause considerable costs. This
chapter discusses the main sources of economic costs of
inflation and illustrates their likely magnitude with the help
of some simple, but forceful, statistical indicators. It does
not, however, try to present an overall evaluation of the costs
of inflation because these costs come from many different
sources and are therefore not comparable, as suggested in
the above quotation. For the purpose of the discussion the
term ‘inflation’ is taken to mean sustained increases in the
general price level. A once-and-for-all jump in the price level
should therefore not be regarded as inflation.

The quote above also suggests strongly that the economic
effects of inflation are different if it is anticipated than if it
comes as a surprise. The discussion in this chapter will
therefore distinguish between anticipaied and unanticipated
inflation. The effects of anticipated inflation are discussed
first, because they can be more precisely determined.

4.1.1. The effects of anticipated inflation

In discussing the effects of anticipated inflation it is con-
venient to distinguish between the effects that are based on
generally accepted microeconomic theory and the macro-
economic effects that are not as well established.

At the microeconomic level the main effects are:
(i) inflation reduces the demand for money,

(i) it forces economic agents to obtain additional balances
from the central bank in order to keep the real value
of their money holdings constant, and

(iii) it forces producers to change price lists continually.

' Fischer (1981), p. 5
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The first effect is an immediate implication of generally
accepted microeconomic theory and the resulting economic
welfare losses can in principle be estimated. The second
effect is also called the inflation tax; it constitutes the only
potential argument for a positive rate of inflation. The direct
costs of changing prices, called ‘menu costs’, are also a
clear consequence of inflation, but their importance is more
debatable.

At the macroeconomic level it is less clear on theoretical
grounds whether anticipated inflation should have any ef-
fects, and it is therefore also much more difficult to estimate
empirically the macroeconomic costs of inflation.

The three abovementioned effects are now discussed in turn.
Additional effects that come from non-indexed tax systems
or non-indexed contracts, which lead to changes in income
distribution, are discussed under the third heading since they
are all related to the cost of changing contracts.

Suboptimal money holdings

The earlier contributions concerning the costs of inflation
focused on the reduction in money holdings it causes. The
main argument in this line of thought is that the social cost
of producing money can be taken to be zero because the
cost of printing additional bank notes is negligible. 1t follows
that an economic optimum is attained only if the private
cost of holding money is also equal to zero. However, if the
alternative to holding money is to buy storable consumption
goods, the private opportunity cost of holding money is not
zero, but equal to the rate of inflation. If the alternative to
holding money is holding bonds, or other ‘near money
assets that yield interest, the private opportunity cost of
holding money is equal to the rate of interest. Depending
on what the alternative to holding money is taken to be, the
optimal inflation rate would therefore be either zero or
negative. 2

The welfare losses from a rate of inflation that is different
from the optimal rate can then be calculated, according to
the standard ‘triangle’ methodology, as the area under the
money demand curve. The general idea behind this approach
is discussed in Chapter 2 of this volume. In the present
application the source of the welfare loss lies in the lower
balances households and firms hold if inflation goes up.
With lower balances available to finance their regular flow
of expenditures, households and firms have to incur more

2 The latter result is based on the requirement that the nominal interest be
zero; see Friedman (1969).
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often the cost of going to a bank to obtain additional money.
These more frequent transactions with banks imply a loss
of time and expense for households and firms and they also
imply higher costs for banks which have to execute more
transactions. These transaction costs determine the slope of
the demand curve for money and the ‘triangle’ area below
the curve therefore represents the additional transaction
costs caused by inflation. The only input required to measure
these costs are the two variables that determine the slope
and position of the money demand curve, ie. estimates
of the elasticity of money demand and of the velocity of
circulation. 3 These two variables can, however, not be esti-
mated without first determining the proper definition of
money in this theoretical context. This is done in Box 4.1,
which shows that this theoretical framework leads to the
conclusion that a 10% rate of inflation would cause a
welfare loss of 0,1 to 0,3 % of GDP depending on whether
the appropriate definition of money is taken to be the monet-
ary base (cash plus required reserves of commercial banks)
or M1 (cash plus sight deposits). This effect alone is of the
same order of magnitude as the transaction costs that can
be saved by a common currency and indicates the importance
of stable prices.

Inflation tax

The concept of economic welfare loss from inflation used so
far is based on the assumption that inflation is the only
distortion in the economy. It assumes in particular that the
government can finance its expenditure through lump sum
taxes. This is a crucial condition because a lower inflation
rate implies also a lower  revenue from the inflation tax and
in reality most taxes cause distortions since they are not .
lump sum. The literature on the optimal inflation tax there:
fore argues that inflation should just be viewed as any other
tax that causes distortions and should therefore be used to
some degree alongside other taxes. However, the existence
of lump sum taxes represents only a sufficient condition that
makes it possible to ignore public finance considerations.
Even admitting that in reality no lump sum taxes exist does
not necessarily lead to the result that the optimal inflation
rate is positive. The large amount of literature on this issue ?
has not come to any definite results; the theoretical issue
concerning the optimal inflation rate in the absence of lump
sum taxes therefore remains open.

See, for example, Lucas (1981), p. 43.

4 This is true for low to medium rates of inflation. Most money demand
research estimates that for inflation rates in excess of 100% p.a. further
increases in inflation lead to lower seigniorage revenue because the tax
base, i.e. money demand, becomes very sensitive to inflation.

5 See Spaventa (1989) for a recent survey.
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Box 4.1: The triangle welfare cost of inflation

It is usually assumed that money refers to a means of payment
and that the main aliernative 1o money is interest bearing assets.
This implies that the proper definition of money in this context
should be the sum of all non-interest bearing assets, or all assets
on which interest payments are restricted to below-market rates.
Cash and required reserves on deposits with commercial banks,
i.e. the monetary base, would therefore certainly have to be
included in this definition of money. Bank accounts would have
to be included only if interest payments on them are restricted.
Since the degree to which interest is paid on bank accounts
varies at present considerably from country to country it is
difficult to measure exactly this definition of money for the
entire Community. However, by using the monetary base it is
still possible to obtain a lower limit for the welfare loss.

Following Lucas (1981) the welfare loss as a percentage of GDP
can be based on a standard money demand function and is
approximately equal to 0,5*(b/v)p? where b is the semi-elasticity
of money demand and v is velocity at the optimal inflation rate.
If money is taken to be the monetary base the average velocity

of circulation in the Community would be about 10. Recent
estimates of money demand for the EC (see Bekx and Tullio
(1989) and Kremers and Lane (1990)) give an interest rate
elasticity of about 2. A conservative estimate of the welfare loss
from a 10 % rate of inflation in the Community would therefore
be 0,5*(2/10)*0,01, or about 0,1 % of Community GDP. An
upper limit for the welfare loss can be obtained by using M1,
i.e. cash plus sight deposits, as the definition of money. Since
the average velocity of circulation of M1 in the Community is
about one third of that of the monetary base the upper limit for
the welfare loss would be about 0,3 % of Community GDP.

These two estimates tely on the present average velocity in
the Community, which hides large differences among member
countries. It can be expected, however, that with EMU these
differences will to a large extent disappear. National reserve
requirements will be abolished and it is not clear whether the
EuroFed will impose a uniform Community wide reserve coef-
ficient, This alone would imply that the average velocity of the
monetary base should increase. A further reason to expect
velocity to increase in EMU is that modern payment instruments
will be adopted also in countries which at present have an
inefficient banking system. This suggests that the lower estimate
might be closer to the true value under EMU.

It has been suggested, ® however, that as a practical matter
the inflation tax is important in a number of Community
countries so that convergence to a low inflation rate in EMU
would at least imply a certain loss of revenue for these
countries. The revenue loss some member countries would
experience if their inflation rates go to the level experienced
by the more stable countries is calculated in Chapter 5. 1t is
found there that the loss would be minor for most countries,
except possibly Portugal and Greece, where it might be
about | % of GDP. It should be apparent, however, that
this loss of revenue is not a welfare loss, The revenue loss
can be made up through lower expenditures and higher
taxes. Only to the extent that this is impossible would there
be any welfare loss. Chapter 5 on fiscal policy issues discusses
this in more detail.

Menu costs

Even a completely anticipated inflation forces all economic
agents to revise their prices {requently. Just to change price
lists, 1.e. ‘menus’, should not be very costly in itself. These
direct costs of inflation, called menu costs, are therefore
usually taken to be negligible. However, some recent theor-
etical contributions suggest that even if the direct costs are
very small they can still have sizeable indirect effects on

§  See potably Dornbusch (198%).

production and prices. 7 The reason for this result is that
small direct costs can be magnified if they interact with
other important distortions that exist somewhere else in the
economy. For example, if the marginal productivity of lab-
our is far above the wage rate (maybe because of income
taxes), even a small fall in employment due to the menu
costs can have a large cost for the economy. However, at
the present stage of knowledge it appears that it is not
possible to quantify these indirect effects. 8

The expression ‘menu costs’ refers to the cost of changing
price lists. This cost might be considered negligible in general,
not only for the private sector, but also for the public
sector since the cost of changing for example the income tax
schedule should also be trivial. In reality, it seems, however,
that these costs are substantial in the area of taxation. In
most countries, income tax rates are progressive and not
indexed; moreover, in the computation of the income of
capital all nominal interest earnings are considered income
although a part of them constitutes a reimbursement of the
principal in real terms. This implies that any positive in-
flation rate increases the effective rate of taxation of labour

7 See Akerlof and Yeelen ([989).

Bénabou (1989) contains an attempt to quantify the welfare costs of
anticipated inflation based on a framework in which discrete price adjust-
ments lead to speculation in storable goods.
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and capital over time. It is difficult to say a priori whether
this increase in tax revenue constitutes a cost or a benefit.
To the extent that it increases a distortion it should be
classified as a cost. However, to the extent that the govern-
ment can use the revenue productively it should be classified
as a benefit.

Macroeconomic effects

The macroeconomic effects of anticipated inflation have
been thoroughly discussed in the literature. Macroeconomic
theory of the 1960s held that there was a stable refationship
between inflation and unemployment (the so-called Phillips
curve) so that the authorities could attain and maintain any
desired level of unemployment by choosing the appropriate
inflation rate. This view of the world is no longer accepted
on theoretical and empirical grounds. On theoretical grounds
the main objection is that it assumes that economic agents
never learn about inflation. On empirical grounds the 1970s,
which had on average higher inflation and higher unemploy-
ment, showed that there was no stable trade-off between
inflation and unemployment.

This observation has been confirmed by a large body of
empirical literature. Graph 4.1 visualizes the same result
by displaying a scatter diagram of average inflation and
unemployment rates for OECD countries over the 15-year
period 1970-85. It is apparent that higher inflation is not
associated with Jower unemployment in the long run. On
the contrary, the regression between the two variables yields
even a statistically significant positive coefficient which im-
plies that, at least over the 15-year period considered here,
countries with higher inflation had also, on average, higher
unemployment, The point estimate of the inflation coef-
ficient suggests that a one percentage point higher inflation
rate was associated with a 0,3 percentage points higher
unemployment rate. °

This does not imply that the Phillips curve necessarily has a
pasitive slope, but it does show that in the long run higher
inflation is certainly not associated with lower unemploy-
ment.

Further evidence that inflation does not have positive effects
is provided by Graph 4.2 which depicts the relationship
between inflation and per capita GDP. It is apparent that
there is a strong negative relationship between income

% It is apparent from Graph 4.1 that the outlier in the upper right-hand
corner strongly influences the regression result. The equation was there-
fore re-estimated without this outlier (Turkey). The coefTicient was still
positive, but the t-statistic fell to [,63.

GRAPH 4.1: Unemployment and inflation in QECD
countries, |970-85
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and infiation. This is what one would expect if inflation
reduces the overall efficiency of the economy. Although the
relationship is very strong, it cannot be regarded as proof
that inflation reduces the efficiency of the economy so
strongly that differences in inflation can account for the
observed differences in per capita income, Nevertheless, this
stage suggests that countries with higher inflation on average
do not perform better than countries with low inflation.

Other economic theories of the 1960s held that inflation was
necessary to achieve growth in actual output. This might be
true even if there is no refationship between the unemploy-
ment rate (which represents only the gap between potential
and actual output) and inflation, as suggested above. How-
ever, there is now wide agreement even at the theoretical
level that inflation does not increase growth. This is also
suggested by Graph 4.3 which displays average growth rates
{of real per capita GDP) and inflation rates (of the consumer
price index (CPD)) for all OECD countries for the period
1955-85. Inspection of this scatter diagram suggests that
there is no systematic relationship between the two variables.
A regression confirms this impression since it shows that
there is no statistically significant relationship between
growth and inflation.


sduquenoy


Chapter 4. Benefits of stable prices

GRAPH 4.2: Real GDP per capita and inflation in OECD
countries, 1975-85
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Theoretical considerations therefore suggest that in the long
run, i.e. when expectations have had time to adjust and
correctly anticipate inflation, inflation does not yield any
macroeconomic benefits in terms of unemployment or
growth. On the contrary, some evidence suggests that higher
inflation is associated with higher unemployment and low
levels of real per capita income and that there is no significant
correlation with growth.

4.1.2. The effects of unanticipated inflation

Up to this point the discussion has focused on the effects of
a steady rate of inflation that is entirely predictable. How-
¢ver, in reality inflation is never constant and therefore never
entirely predictable. Moreover, economic theory suggests
that surprise inflation has much stronger adverse economic
effects than anticipated inflation. This is true in particular
for the macroeconemic effects and the effect on government
revenues. The potential welfare losses from a highly variable
inflation rate are therefore much larger than the losses that
could resuit from a high, but stable, inflation rate. Moreover,
unanticipated inflation also tends to create variability in
relative prices which should have similar effects to variability

in exchange rates. A detailed discussion of the various chan-
nels that link inflation, the variability of inflation and the
variability in relative prices is set out by Cukierman (1983).

This subsection therefore first presents some evidence about
the link between inflation and its variability. This evidence
suggests that in reality high inflation is usually linked to
highly variable — and hence also highly unpredictable —
inflation. Having established this link it then discusses the
main channels through which unanticipated inflation causes
economic costs.

The available evidence suggests that high but stable inflation
rates are very rare because there is a strong link between the
level of inflation and its variability. One reason for this
might lie in the stop-and-go policies that are discussed briefly
below. This link has been well documented in the economics
literature !0 and is visually apparent in Graph 4.4 which
shows the average and the standard deviation of inflation for
all OECD countries between 1955 and 1985. The existence of
a strong link between the average and wvariability, as
expressed by the standard deviation, of inflatien is also

10 See, for example, Cukierman (1981).
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— —_—
GRAPH 4.4: Inflation and its variability in OECD countries
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confirmed more formally by the regression result reported
below Graph 4.4, The estimated coefficient suggests that a
one percentage point increase in the average inflation leads
on average to a 1,3 percentage point increase in the standard
deviation of inflation. !! These results suggest that if inflation
is high on average it also becomes largely unpredictable.

The remainder of this subsection discusses the main channels
through which surprise inflation causes welfare losses.

Surprise inflation tax

Unanticipated inflation has much stronger effects on govern-
ment finances than anticipated inflation which works
through the inflation tax. The base for the inflation tax is
the monetary base, i.e. cash and required reserves which are
often remunerated at below-market rates. However, the base
for the surprise inflation tax is the entire stock of government
debt that carries a fixed nominal interest rate because the

' It is clear that on a theoretical level variability and predictability are
two separate concepts. However, as shown for example in Cukierman
(1981), an increase in the variability of inflation is usually equivalent to
a reduction in its predictability.
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real value of that debt is reduced by a surprise inflation.
Since the total debt in almost all countries of the Community
exceeds the monetary base by a large multiple, a | % surprise
inflation yields a much higher government revenue than a
1 % inflation that is anticipated (see Chapter 5 for a dis-
cussion of the public finance effects of inflation).

However, the large potential revenue effect of surprise in-
flation cannot be considered beneficial. To begin with, it
cannot, of course, be reaped in the long run since financial
markets anticipate the incentive for the government to use it
and interest rates will then contain an inflation risk premium,
This implies that the mere possibility that the government
may use the surprise inflation tax leads to higher interest
rates even if the government does not intend to create any
surprise inflation. The higher interest rates that result from
this situation might be considered the cost of weak credi-
bility. This cost should be most important for countries that
have a high public debt and a poor inflation record.

Menu costs

In principle the menu costs from unanticipated inflation
should be similar to the ones from anticipated inflation. This
implies that they should correspond to the costs of printing
new price lists (i.e. ‘menus’} or new income tax schedules.
However, there might still be substantial indirect effects,
especially through a non-indexed tax system which can lead
to considerable distortions in the price system. However,
these indirect consequences cannot be measured quantitat-
ively.

Macroeconomic effects

Modern macroeconomic theory holds that unanticipated
inflation can temporarily increase output and employment
above the equilibrium level (i.e. a short-run Phillips curve
does exist). However, since the reverse holds when inflation
is lower than anticipated it follows immediately that a highly
variable inflation rate keeps output continuously away from
the equilibrium level and thus leads to losses.

The discussion of the effects of surprise inflation on public
finance and output suggests that the authorities may perceive
an incentive 10 use surprise inflation to reduce the real value
of their public debt and to increase output and employment.
Meodern economic theory assumes, however, that the public
anticipates this so that the government cannot obtain any
advantage from an inflationary policy. However, even if the
authorities realize that the public anticipates their actions
they will still create inflation because otherwise inflation
would be much lower than expected, and temporary unem-


sduquenoy


Chapter 4. Benefits of stable prices

ployment might result. To reach a situation in which prices
are stable and expected to remain so therefore requires that
the public can trust that the authorities will not give in to
the temptation to use surprise inflation. 12 In other words,
this raises again the issue of ‘credibility’, which is taken up
in Subsection 4.3 which discusses the requirements for a
credible anti-inflationary monetary regime.

A further reason to believe that inflation involves macro-
economic costs is that in most countries with high inflation
the authorities periodically try to suppress it with tight
monetary and fiscal policies. However, as these policies
are often not maintained, but reversed when they cause
unemployment, a cycle of ‘stop-and-go’ policies can develop.
Since this cycle can never be predicted with accuracy it
implies that on average high inflation rates may be associated
with periods of disinflation and (re)accelerating inflation.
This involves considerable macroeconomic costs because
demand and output are destabilized.

This idea is borne out to some extent in the evidence pre-
sented in Graph 4.5 which relates average inflation to the
variability of output growth.

12 See Barro and Gordon (1983) for an analytical description of how an
inflationary equilibrium can arise even if only unanticipated inflation
affects output.

= - B
GRAPH 4.5: Inflation and varigbility of output growth for
OECD countries, 1955-85
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This graph suggests that higher inflation indeed tends to be
associated with a higher variability of real growth. Given
the high correlation between average inflation and its varia-
bility it is difficult to decide whether this relationship comes
from the level of inflation or its variability. Several of the
effects discussed in this subsection, as well as the previous
one on anticipated inflation, could be the cause for this
result.

Relative price variability

Higher inflation and therefore also higher variability of
inflation has been shown to lead to higher variability in
relative prices as well. ! This higher variability of relative
prices, which is not justified by changes in demand and
supply conditions, causes welfare losses in much the same
way as excessive variability of exchange rates, Estimates for
Germany suggest that a 1% increase in the variability of
relative prices lowers potential output by about 0,3 %. 14

The arguments of this subsection indicate that inflation is
also costly because high inflation rates are associated with
highly variable inflation and a higher variability of output
growth. Moreover, an unpredictable inflation rate is undesir-
able because it makes real interest payments on government
debt unpredictable.

4.2. The cost of disinflation

While it is widely accepted that inflation is costly it is
often argued that inflation should not be reduced because
disinflation also involves costs. I3 Modern macroeconomic
theory argues that these costs arise for two reasons: (i) wage
rigidity; and (ii) lack of credibility in the adjustment process.
Box 4.2 visualizes the adjustment path during disinflation
that might be caused by either of these two reasons.

13 See Cukierman (1983).

14 See Neumann and von Hagen (1989).

!5 This consideration does not really apply to EMUJ, because convergence
to price stability should already be substantially complete in Stage I.
However, as discussed further in Chapter 8 of this volume, the cost of

disipﬂalion might be an important consideration for some countries
during Stage 1.
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Box 4.2: Disinflation and the short-run Phillips curve

The adjustment path from a high to a low inflation rate can be
visualized as in the adjacent diagram. The two negatively sloped
lines denote two short-run Phillips curves that may be thought
of as being the result of either a different initial nominal wage
rate (efTect (i) or different inflationary expectations of the public
(effect (ii)).

Starting from the initial high inflation rate p (associated with
the natural rate of unemployment because it is assumed to have
persisted for some time) any reduction in inflation leads to an
increase in unemployment because it involves a movement along
the short-run Philips curve PP. However, as time passes, the rate
of growth of nominal wages (and/or inflationary expectations)
adjusts downward, implying that the short run Phillips curve
shifts downwards, say to PP'. In the long run the economy
eventually will settle down again at the natural rate of unemploy-
ment, but with the lower inflation rate.

Since the position of the short-run Phillips curve depends on
the inflation rate wage earners expect to prevail in the future
this picture can also be used to illustrate the effect of income
policies which can be thoughi of as lowering inflationary expec-
tations ‘by decree’. A successful income policy would reduce
increases in wages and other income to the rate that is compatible
with the lower inflation, thus allowing the economy to move
directly to a lower inflation rate without transitional unemploy-
ment. In terms of the picture this means that income policy

would shift the short-run Phillips curve downwards at the same
time as actual inflation falls, thus leading to a vertical drop in
inflation from p to p’.

Inflation

S

PP

Unemployment

(i) It is widely accepted in the economics Hterature that
rigidities in the wage-setting process can create a short run
trade-oft between inflation and output. This implies that
disinflation can be associated with temporary losses of out-
put. One exampie of wage rigidity is backward-looking wage
indexation schemes which lead to a rise in real wages if
inflation diminishes. The rise in real wages reduces demand
for labour and hence causes unemployment (and losses of
output). Lack of credibility in the adjustment process can
also lead to output losses because if the decline in inflation
is not anticipated nominal interest rates remain high. With
actual inflation low this implies that realized real interest
rates are high. This in turn increases the debt service burden
on the public debt and might depress investment.

Although the precise reasons for wage rigidity vary from
country to country, experience shows that most episodes
of disinflation coincide with considerable, but temporary,
unemployment. However, the precise value of the ‘sacrifice
ratio’, i.e. the output loss per percentage point reduction in
inflation, is not a constant. It changes over time and it is
different across countries. For this reason alone it would be
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extremely difficult to estimate quantitatively the output cost
of disinflation.6

(il) An even more important reason why it is impossible to
estimate the cost of disinflation is that economic theory
suggests that it depends decisively on the policy regime,
especially the exchange rate regime, under which it occurs.
In the absence of an exchange rate commitment the mere
announcement of a disinflation programme might not be
credible and therefore lead to large losses if it is actually
implemented. In contrast, a credible commitment to a zone
of monetary stability, such as the EMS, should reduce output
losses, because it should reduce nominal interest rates and
should also lead to a faster adjustment in wage setting.!” It

16 The seigniorage loss from disinflation is discussed in detail in Chapter 5.
17 Under the assumption that institutional rigidities, such as backward-
looking wage indexation, are remedied during the disinflation period.
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is often argued that an exchange rate target in the EMS is
superior to other forms of domestic commitments (such as
a commitment 1o a low rate of monetary expansion) because
in the EMS no country can change its exchange rate without
the consent of its partners and because the cost of deviating
from price stability comes immediately in the form of a real
exchange rate appreciation that reduces output and demand.

It has been argued that this effect has allowed some EMS
member countries to minimize the losses from disinflation
during the 1980s. However, the statistical evidence on this
peint is weak, basically because it is impossible to determine
exactly the degree to which the EMS commitment was ‘cred-
ible’ given that realignments did always provide some leeway
for more inflation.!8

The two arguments discussed so far suggest that disinflation
should involve a cost in terms of unemployment unless the
commitment of the authorities is completely credible and
there is no wage rigidity. It has been suggested, however, that
disinflation through a credible exchange rate commitment
might not involve any unemployment, but on the contrary
an increase in demand and economic activity.!? This line of
argument does not imply that disinflation imposes no costs,
but it does suggest that with a credible exchange rate commit-
ment the disinflation process might follow a quite different
path than the one sketched out above.

The possibility that a credibly fixed exchange rate may lead
to a different disinflation process depends on the degree of
capital mobility and therefore the adjustment of nominal
interest rates. With a high degree of capital mobility, a
credibly fixed exchange rate leads to an equalization of
interest rates, but if inflation has a certain inertia, real
interest rates (the nominal rate minus inflation) will not be
equalized 20 A country that starts out with some inflation
and fixes its exchange rate to a low-inflation (and therefore
low-interest-rate) currency would therefore immediately
have a low nominal domestic interest rate, and, until in-
flation has also been reduced, also a very low real interest
rate.

In the beginning of the disinflation process real interest rates
could therefore be low. This should stimulate investment
demand. According to this model of disinflation there might
therefore initially be an expansion of output. The cost of

18 See the evidence in Giavazzi and (Giovannini (1989), de Grauwe and
Vansanten (1989) and Begg (1990).

19 See Giavazzi and Spaventa (1990).

2 fdem.

disinflation in this case arises through the current account
deficit that is needed to finance the increase in investment.?!

The problems arising from external current account deficits
that may occur from the fixing of exchange rates before
inflation rates have converged should only be of a tran-
sitional nature. After the initial adjustment period the expec-
tations that underiie the progess of wage and price formation
should adjust and inflation rates should converge. However,
the countries with initially high inflation might have accumu-
lated in the mean time a considerable stock of external debt
because they will have had a current account deficit in the
mean time. In EMU an external debt should net create
any particular problems by itself since the intra-Community
balance of payments constraint will disappear. But the debt
service will, of course, reduce the standard of living of
the population, unless the debt has been used to finance
productive investment,

4.3. Requirements of a stable and credible
monetary regime

The benefits from price stability outlined in the preceding
sections can be assured only if the institution that is respon-
sible for the aggregate monetary policy of EMU follows, and
is seen to follow, the appropriate anti-inflationary policy.
Moreover, as was also argued, a credible strict monetary
policy would also reduce the costs of disinflation. However,
this condition cannot be taken for granted. The extent to
which the EuroFed will (be able to) conduct a credible policy
geared towards assuring price stability for the Community
depends on a number of factors, the most important of
which are its constitution and the budget policy followed by
Member States. Other important features are the aversion
against inflation of the public and the behaviour of the
representatives of employees and employers. However, as
these are, partly at ileast, dependent on the behaviour of the
central bank this section concentrates on the role of the
constitution of the central bank in EMU, called EuroFed,
in assuring a credible anti-inflationary policy. The role of
budget policy is analysed separately in Chapter 5 below.

2 It has even been suggested that the increase in demand through higher

investment would tend to put pressure on prices and that capital inflows
would make it impossible for the national monetary authorities to
restrict liquidity. In this case the fixed exchange rate commitment might
initially slow down the disinflation process. An imperfect degree of
capital market integration could also lead 1o a process of *overfinancing’
of current account deficits. The still imperfect degree of capital market
integration of some Community countries gives the authorities the
possibility 1o keep national interest rates high to restrict liquidity. But
given that capital markets are highly, even if not perfectly integrated,
such a policy leads to large capital inflows which would exceed the
current account deficit.
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It is widely recognized that two constitutional features of a
central bank are of great importance in determining to what
extent it pursues a monetary policy geared towards price
stability: its statutory duty to assure price stability and its
political independence. These two elements are now dis-
cussed in turn.

4.3.1. A statutory mandate for price stability

A statutory mandate to aim at price stability will give Euro-
Fed a clear direction for its policy. It is therefore, without
any doubt, a necessary element of the constitution of the
EuroFed. The issues that remain open in this context are
the definition of the price index which EuroFed should
stabilize and whether the mandate should also contain other
provisions. ‘

The concept of price stability

The discussion of the costs of unanticipated inflation in the
previous section implies that price stability should not be
taken to mean only an average inflation rate close to zero,
but also that prices should remain predictable, i.e. inflation
should not vary around the average value of zero. The task
of EuroFed should therefore be not only to keep inflation
at or close to zero in the medium term, but also to make
sure that it does not fluctvate in the short term.

In order to make the concept of price stability operational
it i1s necessary to specify what price index is to be stabilized.?2
This choice is rarely made explicit even in countries where
price stability is the main mandate for the central bank,
probably because at the national level most prices move
closely together, However, since prices can diverge much
more at the European level than inside any member country
1t might be preferable to give some indication to EuroFed
what price index it should look at. From a theoretical point
of view the appropriate target index is the one that is most
closely related to the source of the cost of inflation. For
example, if one considers the main cost of inflation to be
suboptimal money holdings the appropriate index would be
the consumer price index (CPI). But if the main cost of
inflation is taken to derive from the variability in relative
prices which leads to lower investment and production the
appropriate price index to stabilize might be the producer
price index. It is therefore difficult to decide on purely

2 It is assumed here that EuroFed should not be concerned with the
variability of prices inside the union because these relative prices will
just represent the effects of regional shifts in demand, supply or other
non-monetary factors. EuroFed should therefore not be concerned with
the lowest or highest regional inflation rate, but only with the average.
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theoretical grounds what price index should be stabilized by
EurcoFed.

The main factor in this choice might therefore be availability
and comparability across countries. The CPI has the advan-
tage that it is published monthly everywhere, in contrast to
wholesale and producer prices which are not always available
with this frequency. A further advantage of the CPI is that
it is widely understood and used in wage negotiations.

Price stability as the overriding mandate

A statutory duty for price stability is, of course, effective
only to the extent that the central bank does not have other
policy goals that can make this goal impossible to achieve.
The provisions that are most likely to make price stability
impossible to achieve concern the exchange rate and the
management of government debt.

It is apparent that if the central bank has to support the
exchange rate?® it may not always be able to combat the
imported inflation that results if the exchange rate is pegged
to an inflationary currency. However, since the decision
about the exchange rate regime {i.e. whether the exchange
rate of the ecu should be fixed, be kept inside a target zone,
or be floating vis-d-vis the other major currencies) could be
considered of wider poiitical importance, it should therefore
be taken by the appropriate democratically legitimated Com-
munity institution. To be able to pursue the goal of price
stability EuroFed would, however, have to be independent
in its management of the exchange rate within the limits
implied by the exchange rate regime that has been decided
at the political level.

Simnilarly, if the central bank has to finance government
deficits, or if it can be required to buy certain amounts
of government debt, it may be forced to follow a more
expansionary policy than would be compatible with stable
prices.

A provision that might be compatible with the goal of price
stability is the requirement to support the general economic
policy of the government.2® If given a subordinate rank,
i.e. if price stability remains the overriding goal, such a
requirement would effectively be suspended if it conflicts
with the need to pursue restrictive policies. Moreover, since
it does not provide a direct channel through which it could
affect monetary policy it would seem to pose less of a danger

33 At present the government decides on the exchange rate in all member
countries.
24 This is the case at present in the Federal Republic of Germany.
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to a consistent anti-inflationary policy than the other two
provisions discussed so far. In the Community such a re-
quirement would, however, be difficult to interpret since the
policy stance of different Member States can be expected
to diverge considerably at times even in EMU and the
Community itself would not be able to establish an overall
fiscal policy stance because its budget would remain small
relative to national budgets.

For the case of the Community this implies that EuroFed
would have the means to pursue price stability only if monet-
ary financing of public deficits (at the national or the Com-
munity level) is excluded and if it does not have to stabilize
the exchange rate of the Community currencies (or the single
currency at the end of Stage 11I) against the rest of the world
(i.¢. effectively the US dollar).

4.3.2. Central bank independence and price
stability2’

Even if a central bank has a formal statutory duty of price
stability and the means to pursue this goal, it may not always
be able to do so if it is not politically independent. There
are strong theoretical reasons to believe that independence
is a necessary condition for price stability.

The main reason is that, as shown above, unanticipated
inflation has the potential to stimulate, even if only tempor-
arily, econormnic activity (especially when facing short elec-
toral timetables) and reduce the real value of public debt.
Even well-intentioned policy-makers would therefore always
face the issue of how to convince the public that they will
never succumb to the temptation to create surprise inflation.
Since in democratic societies elected officials are in general
free to determine economic policy at their discretion it is very
difficult for political bedies to acquire enough credibility to
convince the public that inflation will always stay low. An
independent central bank, however, does not face this temp-
tation to create surprise inflation because, if its statutory
duty is to safeguard price stability, it has no interest in
temporarily increasing economic activity or lowering the
value of public debt through surprise inflation. Central bank
independence can therefore solve, at least to some extent,
the credibility problem.26

35 Much of the following draws on Neumann (1990).

%  The theoretical and empirical contributions concerning the issue of
credibility always take as their point of departure countries where there
is a political cycle with well-defined dates at which national elections
take place. This will not be the case in the Community and one could
therefore argue that the issue of credibility and the political business
cycle is less important for the Community than for countries that also
represent a political union.

The relationship between central bank independence and
price stability has been investigated empirically. The degree
of political independence of any given central bank is, of
course, difficult to measure in practice. However, it is poss-
ible to find some objective indicators of independence, such
as the formal institutional relationship between the central
bank and the government, the extent of formal contacts
between the two and the existence of rules forcing the central
bank to automatically accommodate fiscal policy. These
indicators have been used in empirical research to establish
a measure of independence, which was then compared with
the price stability record.2” This research shows that there
is a strong link between political independence and perform-
ance in terms of low inflation. In particular the two most
independent central banks (in Germany and Switzerland)
had also the two lowest inflation rates.

As explained in Box 4.3 the elements of the statutes of a
central bank that determine the degree to which it is politi-
cally independent are the following:

{i) Independence of instructions from government bodies
(in the EC this means vis-¢-vis the Community and the
national level);

(ii) Personal independence of Board and Council members;

(iif) Legal rank of its statutes.

(i} The first element is indispensable. If the central bank had
to accept instructions from political institutions it would not
be able to fulfil its mandate to maintain price stability
since these political institutions will often have different
objectives.

{ii) The second element ensures that individual members of
the policy-making bodies of the central bank cannot face
personal conflicts of interest, because, for example, their
reappointment might be subject to political pressures. Per-
sonal independence could be achieved if the term to which
members of the Board and the Council are appointed is
sufficiently long and if the appointment process cannot be
subject to political pressures. It has also been argued that
the degree of personal independence would be strengthened
if a reappointment is not possible.

(iii} The last element determines the conditions under which
the statutes of the central bank can be changed; the more
difficult this is, the more secure the central bank — and
hence the public — could be that its independence is perma-
nent. In the case of the Community the structure of the
constitution of EuroFed would be laid down in an amend

T See Alesina (1989).
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Box 4.3; Inflation and central bank independence

GRAPH 4.6: Central bank independence and inflation
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Alesina (1989) classifies central banks on a scale going from the
least independent, associated with a value of 0,5, to the most
independent, with a value of 4. This classification, based in turn
on Bade and Parkin (1985) and Masciandaro and Tabellini
(1988), takes into account several institutional characteristics of
different central banks, such as the the formal institutional
relationship between the central bank and the Executive (for
instance who appoints the head of the central bank, and how
often, the presence of government officials on the executive
boards of the central bank, and so on); the extent of informal
contacts between the Executive and the central bank, and the
existence of rules forcing the central bank to automatically
accommodate fiscal policy.28

¥ The ranking in this graph is based on the situation in the early 1980s (¢orresponding
toughly to the end point of the period given lor average inflation). It therefore does
not reflect the current degree of independence of these central banks. For example, in
the case of ftaly the graph does not take into account the socalled divorce (between
the Treasury and the Banca d'ltalia) that in 1985 relieved the ltalian central bank
from the requirement to automaticalty accommodate fiscal policy, which is one of the
parameters mentioned above.

ment to the Treaty of Rome which can be changed only if
all Member States agree. In the case of the Community the
statutes of the central bank would therefore certainly have
a special legal rank.

This section has argued that an effective statutory duty for
price stability and political independence appear to be necess-
ary conditions for a consistent and credible anti-inflationary
policy. However, these two elements would not be sufficient
to guarantee that the central bank responsible for the common
monetary policy in EMU, ie EuroFed, will always
pursue stable prices. Its task may become difficult if?®

¥ Or if budget policy puts pressure on financial markets which is possible
even in the absence of direct monetary financing of the deficit as
discussed in Chapter 5 below.
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tensions on the labour market result in excessive increases
in nominal wages because this would leave EuroFed only
the choice of accommodating the inflationary pressure or
pursuing a restrictive policy with adverse consequences for
employment. Such a conflict is less likely to arise to the
extent that the value of stable prices is generally recognized.
The environment in which EuroFed operates is therefore an
important element in determining to what extent EuroFed
will be able to attain the goal of price stability.

It has therefore been suggested that regular contacts between
EuroFed and democratically elected institutions could in-
crease public support for the policy of EuroFed and make
it easier for it to achieve its target of price stability. Some
degree of democratic accountability, for example in the
form of regular reports from EuroFed to the European
Parliament, might therefore actually facilitate the task of
EuroFed.


sduquenoy


Chapter 4. Benefits of stable prices

References

Akerlof, G. and Yeelen, J. (1989), ‘Rational models of ir-
rational behaviour’, American Economic Review, May, pp.
137-142.

Alesina, A. (1989), ‘Politics and business cycles in industrial
democracies’, Economic Policy 8, pp. 57-89.

Bade, R. and Parkin, M. (1985), ‘Central bank laws and
monetary policy’, unpublished.

Barro, P. and Gordon, D. (1983), ‘A critical theory of
monetary policy in a national rate model’, Journal of Politi-
cal Economy, 91, August, pp. 589-610.

Begg, D. (1990), ‘Alternative exchange rate regimes: The
role of the exchange rate and the implications for wage-price
adjustment’, in European Economy (1990).

Bekx, P. and Tullio, G. (1989), ‘A note on the European
Monetary System and the determination of the DM-dollar
exchange rate’, Cahiers économiques de Bruxelles, No 123,
pp. 329-343.

Bénabou, R. (1989), ‘Optimal price dynamics and specu-
lation with a storable good’, Econometrica, Vol. 57, No 1
{January 1989), pp. 41-80.

Cukierman, A. (1981), ‘Interest rates during the cycle, inven-
tories and monetary policy — A theoretical analysis', Carn-
egie-Rochester Conference Series on Public Policy |5, pp. 87-
144,

Cukierman, A. (1983), ‘Relative price variability and in-
flation: A survey and further results’, Carnegie-Rochester
Conference Series on Public Policy 19, pp. 103-158.

Cukierman, A. (1990), ‘Central bank behaviour, credibility,
accommodation and stabilization’, draft, May 1990.

de Grauwe, P. and Vansanten, K. (1989), ‘Deterministic
chaos in the foreign exchange market’, University of Leuven.

Dornbusch, R. (1988), “The EMS, the dollar and the yen’, in
Giavazzi, F., Micossi, S. and Miller M. (eds), The European
Monetary System, Banca d’Italia, CEPR.

European Econory (1990) — ‘The economics of EMU’,
special issue.

Fischer, S. (1981), ‘Towards an understanding of the costs
of inflation: II', Carnegie-Rochester Conference Series on
Public Policy 15, 5-42, p. 5.

Friedman, M. (1969), *“Nobe! lecture: Inflation and unem-
ployment’, Journal of Political Economy, 1977, Vol. 85,
No 3.

Giavazzi, F. and Giovannini A. (1989), Limiting exchange
rate flexibility, MIT Press, Cambridge, Mass.

Giavazzi, F. and Spaventa, L. (1989), ‘The new EMS’,
CEPR, paper No 363, January 1989,

Giavazzi, F. and Spaventa, L. (1990}, ‘The new EMS’, forth-
coming in The European Monetary System in the 1990s, Paul
de Grauwe and Lucas Papademos (eds), Longman 1990.

Kremers, J. J. M. and Lane, T. (1990), ‘Economic and
monetary integration and the aggregate demand for money
in the EMS’, IMF Working Paper 90/23, March.

Lucas, R. E. (1981), Studies in business cycle theory MIT
Press, Cambridge.

Masciandaro, D. and Tabellini, G. (1988), ‘Fiscal deficits
and monetary institutions: a comparative analysis’, in Cheng
H. (ed.), Challenges to monetary policy in the Pacific-Basin
countries, Kluwer Publishers.

Neumann, M. (1990), ‘Central bank independence as a pre-
requisite of price stability’, in European Economy (1990).

Neumann, M. and von Hagen, J. (1989), ‘Conditional rela-
tive price variance and its determinants: Open economy
evidence from Germany’, forthcoming International Econ-
omic Review (February 1991).

Spaventa, L. (1989), ‘Seigniorage: old and new policy issues’,
European Economic Review 33, pp. 557-563.



Part B — The main benefits and costs

Chapter 5

Implications for public finance

EMU will have strong implications for economic policy at
large, including policies for product and factor markets. These
policies will be regulatory and financial in character. Aspects
of these policies, for example in the structural and income
domains, are discussed elsewhere in this study (Chapters 3
and 6). The aim of this chapter is to discuss two major issues
raised by EMU in the public finance domain and 1o assess the
associated costs and benefits:

(i) What are the logical implications and requirements aris-
ing from EMU for budgetary policy? { Section 5.1.)

(ii) How will EMU affect the Income and expenditures of
governments, and their ability to take autonomous taxing
and spending decisions? ( Section 5.2.)

Although these two questions are closely linked in practice,
they are analytically distinct since the first mainly refers to
demand policy and debt/deficit issues, whereas the second
primarily regards the level and structure of taxes and public
spending, which are more in the domain of supply policy.
Table 5.1 summarizes these two types of effects while empha-
sizing the distinction between those of economic union and
monetary union,

The main conclusions of this chapter are the following :

(i) The challenge that has to be faced in the design of the
fiscal regime of EMU is to provide an adequate mix
of autonomy, discipline and coordination, for those are
the logical requirements of a well-functioning economic
and monetary union.

The need for fiscal autonomy and flexibility arises from
the loss of the monetary and exchange rate instrument
Jor individual countries. Indeed, EMU will place new
demands on fiscal policy at the national level for short-
term stabilization and medium-term adjustment pur-
poses in the case of country-specific disturbances.

(i)

The mere creation of a monetary union requires, how-
ever, long-term consistency between the common mon-
etary policy and the fiscal policies of the Member
States. Unsustainable budgetary positions in a Member
State, uitimately leading to either default or debt mon-
etization, would be a major threat to the overall monel-
ary stability. High and growing public debt ratios would
lead to pressures on EuroFed ta soften its policy stance
and maore generally on the Community as a whole to
provide financial relief. Fiscal discipline is therefore a

(iii)
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(iv)

(v)

{vi)

(vii)

vital component of EMU. Since the present fiscal pos-
ition of some Member States cannot be considered as
sustainable, this is a serious matter of concern.

An important issue is whether EMU could weaken the
incentives towards fiscal discipline, Effects in opposite
directions can be expected. On the one hand, partici-
pation in EMU is indeed disciplinary since it implies
the acceptance of monetary discipline and therefore the
renunciation of debt monetization. Financial integration
should also lead to a better market assessment of na-
tional fiscal positions, although the effectiveness of mar-
ket discipline cannot be taken for granted. On the
other hand, markels cannot be expected to behave as
if solidarity across Community Member States were
completely ruled out, since concerns for solidarity are
integral to the philosophy of the Community. Other,
Jrequently discussed arguments regarding interest rate
costs or current account constraints do not lead to clear-
cut conclusions either. Uncoordinared policies might
also lead to inappropriate deficits in the medium term,
but only to the extent that coordination and surveillance
procedures are not effective. On balance, there is no
compelling evidence that EMU would have strong ad-
verse effects on fiscal discipline, but there is a case for
addressing the risk of failures of market discipline.

Although macroeconomic interdependence between
Member States will be affected by EMU, there is
no evidence that short-term spill-over effects of fiscal
policies would be so strong that fiscal policies should
be tightly coordinated on a day-to-day basis. However,
coordination would be required if the common exchange
rate and current account needed correction, and more
generally in the context of policy coordination at the
G7 level. In the medium term, surveillance will have to
correct possible tendencies for budget deficits to become
too large as theiy interest rate cost is spread throughout
the Union.

As inflation rates converge to a low level, four southern
Member States where the ‘inflation tax’ is presently
above average due to higher inflation, wider use of cash,
and higher bank reserves, will suffer seigniorage revenue
losses. However, taking present inflation rates as a
reference, this revenue loss of monetary union amounts
to about 1 % of GDP in two Member States, and is
below 0.5 % of GDP in the two others. Moreover, since
seigniorage revenues can be replaced by explicit taxes,
the welfare cost of this revenue loss can be considered
to be much lower.

On the spending side, a timely move towards EMU
would substantigily reduce the ex-post cost of public
borrowing during the transition to price convergence
sintce present interest rates carry inflation expectations
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and risk premiums, Some countries would also experi-
ence a more permanent decline in the cost of public
borrowing. However, this gain should not be regarded
as general.

As the Community progresses towards EMU, the gen-
eral issues of efficient taxation and provision of public
goods arise. Even with a high degree of integration,

( viii)

there is no case for an overall harmonization of the tax
systems and Member States would remain free to choose
their spending and taxing levels. However, care should
be taken with respect to spill-over effects in the cross-
Sfrontier incidence of taxing and spending, and 1o prob-
lems of migration of tax bases. In the absence of cooper-
ation these can lead to undertaxation and an insufficient
provision of public goods. Therefore, minimal standards
and common rules should be set when necessary.

Table 5.1

Summary presentation of the fiscal policy and public finance effects of EMU

Monetary union Economic union Aggregate effect
n in the medium term
g+ 1y

1. Fiscal policy
(a) Need for autonomy increases decreases increases
(b) Need for discipline increases neutral increases
(<} Incentives to discipline! +/- +/- +j-
(d) Need for coordination Increases increases increases
2. Government income and expenditure
(a) Seigniorage revenues decrease decrease decrease
(b) Debt service decreases +/- decreases
(c) Tax revenues? neutral decrease decrease
() Provision of public goods? neutral decreases decreases
Government balance (a + ¢—b—d)3 increases +/- +/—

! Without specific Community budpetlzry rules.
2 Without coordination. X
}  Increase means increased budget surplus.

5.1. Budgetary policy in a monetary union

The optimal design of the fiscal system for the Community
is only partially a matter of economic efficiency. Analysis
can help to identify those public goods and services which
should be supplied at the Community level in order to
maximize the overall welfare, and those which, according to
the principle of subsidiarity, should be provided by national
or regional governments. This approach, known as the
theory of fiscal federalism, can provide insights regarding
the desirable allocation of different functions among differ-
ent levels of government.! However, the design of a fiscal

! See Van Rompuy ez al. (1990) and, for an early attempt to define the
adequate fiscal regime for the Community, the MacDougall Report
(1977). See also Section 5.2.3 below.

model is more fundamentally a matter of political choice,
and it remains for the governments and cijtizens of Europe
to decide whether or not to transfer new fiscal functions at
the Community level. Indeed, the diversity of the budgetary
systems in existing political federations confirms the viability
of alternative models.

The purpose of the present analysis is therefore not to
discuss what should be in abstracto the fiscal regime of the
Community. Throughout this section, it is assumed without
discussion that the Community budget remains too limited
to have any significant macroeconomic role for the Com-
munity as a whole, and therefore that any fiscal policy
measure belongs to the autonomous or coordinated action
of the Member States. Taking as given this institutional
framework, the main focus is rather on the logical impli-
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cations and requirerments for national fiscal policies of the
next developments of the Community: the completion of
the internal market and monetary union.

An appropriate starting point is to analyse the demands
EMU will place on national fiscal policy. This is the purpose
of Section 5.1.1, from which the conclusion emerges that
there is indeed a case for national fiscal autonomy in a
monetary union. Then the key point is whether and to
what extent EMU makes the fiscal position and policy of a
Member State also a matter of concern for the Community
as a whole. In dealing with this question, a distinction is be
made between those aspects which relate to fiscal discipline
{Section 5.1.2) and those which relate to fiscal policy coordi-
nation (Section 5.1.3). The root of this distinction, which is
fully spelled cut in the text, is that discipline mainly refers
to the risks that unsustainable debt/deficit paths of national
budgets would present for the monetary stability of the
union, i.e. to the externalities associated with a violation of
the government’s intertemporal constraint, whereas coordi-
nation refers to the appropriateness of the fiscal policy stance
in the Member States and the Community as a whole, i.e.
to the standard demand and interest rate externalities.? In
other words, fiscal deficits are envisaged as problems in the
first case, while they are treated as instruments in the second.

To supply the adequate mix of autonomy, discipline and
coordination is the challenge the fiscal regime of the Com-
munity has to meet. It is not an easy task since these objec-
tives are not spontaneously assured. Nor are they antinomic,
either. Autonomy and discipline refer to different time hotr-
izons. Indeed, it is inherent to a monetary union that it
relaxes the constraints to fiscal policy in the short run (be-
cause of an easier and wider access to external financing),
but simultaneously makes the long-term budget constraint
more strict (because the possibility of monetizing the public
debt is eliminated). In other words, EMU replaces short-
term ccnstraints by an intertemporal constraint. 3 However,
even if the budgetary policy of a Member State conforms to
the discipline conditions, changes can be necessary in order
to achieve the right policy stance for the Community as a
whole. This is what coordination and surveillance of fiscal
policies are about,

Basically, fiscal policy will be considered here as demand
policy, and one whose impact is primarily measured by the
evolution of the budget deficit. Autonomy, discipline and
coordination mainly concern those deficits. The implications
of EMU for taxation and spending are discussed in
Section 5.2.3,

[¥]

This distinction, which was not made in the Delors Report (1989), has
been stressed inter alia by Bredenkamp and Deppler (1989) and Padoa-
Schioppa (1990).
3 See Artus (1988).
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5.1.1. The need for autonomy

One of the most obvious consequences of monetary union
is that monetary policy is lost as an instrument of national
macroeconomic policy. This is the primary basis for the
presumption that monetary union leads national fiscal policy
to assume a larger function. However, this argument needs
to be further elaborated in order to specify what fiscal policy
should aim at and to assess the degree of fiscal flexibility
which is required. A good starting point is to examine
how the relative macroeconomic positions of economies
participating in EMU (relativities) could be affected, know-
ing that monetary policy would only be directed towards
the aggregate management of the Community economy. This
is an important issue because the need for a modification of
relativities would arise from any kind of asymmetry, what-
ever its precise origin, namely different initial positions,
shocks, structures, behaviours or preferences. 4

Obviously, not all asymmetrical reactions or differences in
cconomic performance would need to be corrected, and even
less through fiscal demand policy only. Chapter 6 deals at
length with the cost of losing the exchange rate as an adjust-
ment instrument and discusses the effectiveness and assign-
ment of alternative adjustment mechanisms, including fiscal
policy. Without entering this discussion, it is worth mention-
ing here that wage-price flexibility remains the basic adiust-
ment channel as a substitute for the nominal exchange rate.
Neither economic theory nor the practice of economic policy
recommend replacing the loss of such a nominal instrument
by fiscal policy. However, in so far as nominal rigidities
hamper market adjustments, fiscal policy measures can al-
leviate temporary country-specific disequilibria. This is in-
deed the traditional role of fiscal policy as a tool for stabiliza-
tion. Budgetary adjustments can also be a necessary medium-
term component of the path towards a new equilibrium in
the case of permanent shocks, although this adjustment role
is not specific to EMU. Both roles can best be illustrated
with the help of an example. Corresponding model simula-
tions are given in Box 5.1,

Budgetary policy as a tool for stabilization

Suppose that a national economy which is initially in internal
and external equilibrium is hit by a demand shock, e.g. a
temporary increase in households’ propensity to consume {a
fall in the saving ratio) lasting for a few periods. Due to
imperfect goods market integration, most of the increase in
demand falls on home goods, with the associated conse-

4 The nature of asymrmnetries in EMU is discussed in Chapter 6.
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quences for inflation. In a floating rate regime, monetary
policy would respond to these developments by a rise in
interest rates which would reduce domestic demand and
appreciate the exchange rate. Both effects, would contribute
to reducing the inflationary impact of the shock. In so far
as the shock is temporary, this would in addition reduce the
need for further wage-price adjustments when the saving
ratio returns to the baseiine level.

In EMU, EuroFed monetary policy would only very par-
tially respond to the shock affecting a specific country since
its primary task is to aim at stability in the union as a
whole. But since goods markets would still not be perfectly
integrated, equilibrium in the goods markets would still
require a real exchange rate appreciation.’ Most of the
burden of stabilization would fall on spontaneous price and
wage adjustments. The main channel would in that case be
the real demand impact of the loss of price competitiveness
induced by higher domestic prices, which would offset the
effect of the rise in household demand. However, with imper-
fectly integrated markets, this adjustment could well take
time. This is why fiscal policy could be used in order to
offset directly the impact of the increase in domestic demand.
Assuming a timely fiscal tightening, prices would therefore
rise less and the subsequent adjustment when saving resumes
would be less costly in terms of lost output and unemploy-
ment. This illustrates the stabilization role of autonomous
budgetary policy in EMU,

5 On the role of imperfect goods market integration, see Krugman {1989)
and Aglietta, Coudert and Delessy (1990}

This role has to be qualified. Aithough both exchange rate
fixity and free capital movements would increase the effec-
tiveness of fiscal policy in EMU, ® most of the reasons which
have led governments to opt for medium-term oriented
budgetary policies instead of short-term fine-tuning remain
valid: the lack of budgetary flexibility will still be a major
obstacle, and, as argued below, concern about excessive
deficits should only grow with monetary union. Moreover,
fiscal policy should not be used to delay market adjustments
(e.g. real wage adjustments) when those adjustments are
required. Therefore, a reason for not using fiscal stabilization
policy systematically in EMU is that it could well amount
to trading-off short-term stabilization for a more sluggish
adjustment in the longer term.”

EMU would therefore not require a reversion to fiscal fine-
tuning management. Indeed, no such tendency has been
observed in the ERM which to a large extent raises the same
kind of issue. Only in the case of well-identified and severe
country-specific shocks would the case for fiscal demand
management be compelling (an example of this in practice
is described in Annex B, in the case of hydrocarbon price
shocks and the Netherlands). In addition, the need for na-
tional stabilization in the short-term would be reduced by
the development of ‘shock-absorber’ assistance mechanisms
at the Community level as discussed in Chapter 6.

In a standard Mundell-Fleming framework, the conditions for fiscal
policy to be the most effective are (i) fixed exchange rate, and (i} free
capital movements, since in that case the interest rate cost of fiscal policy
is minimum.

7 See Chapter 6 and Begg (1990).

Box 5.1: Macroeconomic effects of a fall in the saving rate under
alternative policy regimes

The Multimod model developed by the IMF (see Box 2.5) has
been used in order to evaluate the effects of a shock to the
household saving rate under different exchange rate regimes.
Multimed, a small-scale multinational model with model-con-
sistent expectations, is adequately tailored for this task. It in-
cludes separate models for the four largest Member States (Ger-
many, France, Italy and the United Kingdomj.

Three exchange rate regimes are considered:® a pure float, the
EMS in Stage I (with the UK participating in the ERM) which
is modelled according to the German anchor hypothesis, and
EMU. Monetary policy is set according to the same rule for all
countries in the float regime, for Germany in the EMS regime,
and for EuroFed in the EMU regime; this rule gives priority to
the maintenance of price stability. Only its scope changes, i.e.
national monetary policies respond to deviations in national
variables whilst EuroFed considers the performance of the Com-
munity as a whole. For non-German ERM members, a high

$ Details on Multimed, the exchange rate regimes and simulation results are given
Annex E.

priority is given to Deutschmark exchange rate stability; how-
ever, bands allow for some flexibility in the short term.

Dolar exchange rates are in each case determined by a forward-
looking uncovered interest rate parity condition under the as-
sumptions of perfect capital mobility, asset substitutability and
perfect foresight. In other terms, the evolution of exchange rates
equalizes the expected return on short-term assets denominated
in different currencies. With such a determination of the ex-
change rate and such a monetary rule, a rise in domestic demand
both deteriorates the current account and appreciates the ex-
change rate because of the rise in domestic interest rates. This
result might be contrary to European conventional wisdom.
However, it holds once full capital mobility and asset substituta-
bility are assumed.? The model is used to simulate the macro-
economic consequences of a permanent fall in the British saving
rate by two percentage points under three alternative exchange
rate regimes:

(i) Under a float regime, a fall in private saving provokes an
immediate 2 % exchange rate appreciation since monetary
policy is expectéd to be tight in the years ahead. Domestic

9 The US experience of the sarly 1980s shows that this is not only thearetical.
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GRAPH 5.1: Effects of a fall in UK household saving
under three exchange rate regimes
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(ii)

(iii)

demand therefore crowds out external demand, the expan-
sion is short-lived and inflation remains low, as shown in
Graph 5.1

In the EMS, monetary policy can no longer be directed
towards demand management although bands allow for a
limited interest rate rise.!® The exchange rate appreciates
only by 0,4 % in the first year. Domestic demand is higher,
and translates more into output growth. However, the rise
in inflation induces a real appreciation, which deteriorates
the trade balance.

The behaviour of the economy under EMU does not differ
much from the experience under the EMS. Interest-rate
and nominal exchange-rate effects of the fall in saving are
smaller, with the consequence that growth and inflation are
slightly higher (Graph 5.1).

In order to illustrate the potential role of fiscal policy in EMU,
Table 5.2 gives the effects of the shock to the saving rate under
the three regimes and its effect under the EMU regime assuming
an (unanticipated) reduction in government expenditures in year
1 calibrated in order to minimize the deviation of inflation from
the baseline over eight years. It is apparent that fiscal policy, by
offsetting most of the effects of the decline in the saving rate,
could help to reduce the adverse effects of such shocks. Obvi-
ously, this could also be the case in the EMS. Alternatively, the
country could settle for a realignment.

10 The shock is not large enough 1o Lrigger a realignment, which is supposed 10 happen

only when the inflation differential with respect to Germany reaches 8 %.
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Table 5.2
Medium-term effects of the saving decline

{Present value of deviation from baseline over eight years}

Float EMS EMU EMU with fiscal policy
GDP 1,89 3,66 4,21 -0,13
Private consumption 21,07 19,95 22,59 23,70
Inflation (absolute deviation) 1,47 1,87 2,05 0,45
Current account — 1,81 —2,84 -3,28 0,03
Real effective exchange rate! 1.9 14 1,7 0,2

! Present value of average appreciation.
Source : Multimod simulations by the Commission services.

Budgetary policy as a tool for adjustment

Suppose now that instead of being temporary, the fall in the
saving rate is permanent.!! The medium-term impact is the
same whatever the exchange rate regime. In all regimes, the
fall in the saving rate leads to a permanent real exchange
rate appreciation (in order to achieve internal equilibrium)
and to an external deficit. In EMU, real appreciation takes
place through a rise in domestic prices, whereas in a floating
regime the main channel is a rise in the nominal exchange
rate. The difference lies in the possible reactions to the
external deficit.

Ultimately, external balance must be achieved in all exchange
rate regimes. Among possible adjustment mechanisms are
(i) a build-up of the external debt, which erodes wealth
and disposable income, and leads agents to reduce their
consumption, (ii) inflation, which also reduces wealth by
wiping out the real value of monetary balances, and (iii) a
permanent reduction in the budget deficit, which raises the
aggregate national saving rate.1? The first mechanism is
independent from the exchange rate regime; however, it only
acts in the very long run; relying on it implies one is ready
to accept the build-up of net foreign debt or assets in so far
as it arises from private sector behaviour. The second rests
on the possibility of adjusting the nominal exchange rate to
offset the effects of higher inflation. It is not available in
EMU where inflation differentials would entirely translate
into real exchange rate changes. Thus, except for the Com-

This permanent fall in the saving rate could arise, for example, from
changes in the rate of time preference.

Provided Ricardian equivalence does not hold. For a discussion of some
of these mechanisms and the consequences for fiscal policy in EMU,
see Begg (1990), and Masson and Melitz {1990),

munity as a whole in relation to the rest of the world, an
adjustment mechanism is lost in EMU. This is the basic
rationale for expecting more reliance on the third mechan-
ism, namely fiscal policy.

The above example is only a specific case for what could be
called the adjustment role of fiscal policy in EMU. The
general point is that if there is a need to change the real
exchange rate within EMU because of the build-up of unde-
sirable external imbalances, the only available macro-
economic instrument is fiscal policy. '3 Whether the need for
using fiscal policy as a tool of adjustment will increase or
decrease in EMU depends on the balance between two
opposite effects: on one hand, as developed in Chapter 6,
current account surpluses and deficits should be less of a
problem within the Community once capital moves freely
and exchange rate risk is eliminated; on the other hand, in
so far as changes will be required in the real exchange
rate or the external account, fiscal policy will be the main
available adjustment mechanism. However, the insirument
which is lost, i.e. adjustment through inflation, is neither a
very powerful nor a desirable one, since it is at odds with
the objective of price stability. The loss of inflation and
associated real wealth effects as an adjustment mechanism
cannot be considered of real significance in the Community
context. 14 On balance, it can therefore be assumed that the
need for fiscal policy adjustments will decrease.

B3 Masson and Melitz (1990) exhibit another case for fiscal differentiation:
assuming the common EMU exchange rate has to appreciate in the
medium run in order to contribute to the correction of US current
account imbailances, they show that only fiscal policy could be used to
achieve the desired sharing of this adjustment between Member States
presently in surplus (Germany) and in deficit.

Begg (1990), which bases the role of fiscal policy as an adjustment
mechanism on the loss of the real balance effect, reaches therefore a
different conclusion.
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A related issue is whether fiscal convergence is desirable over
the cycle, i.e. whether cyclically-adjusted deficits should be
at the same level (presumably zero) across the Community.
In such a context, and assuming the fiscal position is sustain-
able, the deficit can best be viewed as an intergenerational
transfer mechanism since it must be repaid by the following
generations in the form of higher taxes. The issue therefore
is whether such transfers are warranted and whether there
are good reasons for socially desirable deficits to differ from
one Member State to another.

The need for sustained surpluses or deficits mainly arises
from either long-term social security equilibrium, public
investment financing or intertemporal market failures. The
first case can be expected to imply wide variations across
countries since both the features of the pension regimes and
the demographic perspectives differ within the EC. In some
Member States which mostly rely on pay-as-you-go systems
and face the perspective of rapid ageing, it could be desirable
for the general government to run substantial surpluses in
the years ahead, allowing these to accumulate in a trust fund
in order to be able to meet the commitments to future
pensioners, while no such need exists in other Member
States. !® The second, which generally arises from the search
for an optimal financing of public investment yielding social
benefits in the long run, can be significant in catching-up
Member States, and especially relevant in the case of the
infrastructure effort required by the modernization of East
Germany. The last argument concerns, for example, the
adequate size of the capital stock. It can be desirable that
the government runs a deficit if the capital stock is too
low and the current generation unwilling to reduce its own
consumption for the benefit of future generations. !¢ There-
fore, there is no need for fiscal surpluses or deficits to
converge in the medium term at any particular level within
the Community under any of the three arguments presented.

Summing up, the stabilization role of fiscal policy at the
national level is bound to remain important in EMU as long
as asymmetries persist, at least in the period before the full
effects of economic integration are felt, but only in the case
of severe country-specific disturbances. As to the role of
fiscal policy as an adjustment instrument, it mainly arises

As an illustration, the immediate rise in the budget surplus needed to
maintain the real value of retirement benefits in a 30-year perspective
may exceed 10 % of GDP in some Member States. Actually, the existence
of implicit liabilities arising from contractual commitments to future
pensioners raises also sustainability issues. For an analysis of the budget
positions along these lines, see Hagemann and Nicoletti (1989) and
OECD (1990).

16 This argument, first raised by Diamond, is discussed by Wyplosz {1990)
together with other rationales for differences in the level of public
deficits.
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from the need to achieve external equilibrium. It would only
remain important in so far as governments still have external
targets in the medium run. But legitimate domestic targets
could also imply that fiscal deficits remain different in one
Member State from another in the medium run. Fiscal
autonomy is therefore warranted. However, this does not
mean that all fiscal deficits are acceptable. This issue is taken
up in the next two sections.

5.1.2. The need for discipline

Since the publication of the Delors Report, budgetary disci-
pline has been a matter of discussion in both academic and
policy circles. Among the most debated issues are the extent
of need for discipline, and whether it should be achieved
through market discipline or through rules governing defi-
cits, In order to clarify this question, three points are success-

" ively addressed below :

(i) what fiscal discipline is about and why it is a major
concern in a monetary union;

(ii) why fiscal discipline is empirically a serious issue in the
Community; and

(iii) whether the incentives to discipline will be stronger or
weaker in EMU.

The whys and wherefores of discipline

Discipline is an intuitive notion, but not an easy concept
to define and quantify. Its most straightforward and only
indisputable definition relates to the fact the government
has to ensure that it does not become insolvent. This defi-
nition, which is both referred to as the intertemporal budget
constraint and as the condition of sustainability of the debt/
deficit path, is admittedly narrow (see Box 5.2). Whether or
not a budget policy which does not put the sustainability of
the debt/deficit path at stake can be deemed undisciplined
is aiso a matter of discussion. However, a first step is to
assess the consequences of a lack of discipling in the narrow
sense.

Budgetary sustainability is always a concern for monetary
policy because monetary and budgetary policy are interde-
pendent in the long run: protracted deficits leading to unsus-
tainable budget positions end up either in debt monetization
or government default. In the first case, monetary authorities
give up their autonomy in order to rescue the government;
in the second, they stick to their own objective but force the
government to repudiate part of its debt. 17 These are surely

17 This has been shown by Sargent and Wallace (1981).
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extreme cases. But they are still a legitimate matter of con-
cern in the context of EMU since the consequences of such
a situation would be very serious: EuroFed would have to
deal with the risk of a financial crisis and, theoretically at
least, central bank independence could be endangered.

More precisely, lack of discipline in one or more Member
States could jeopardize the policy stance of an independent
EuroFed and affect the other Member States through three
channels.

{a) The first and most obvious would be a pressure on
EuroFed to soften its overall monetary stance. It is well
known that in highly indebted countries, the room for ma-
noeuvre of monetary authorities tends to be restricted be-
cause monetary tightening aggravates the budgetary prob-
lem; both the reduction in tax income brought by a tempor-
ary slow-down and the increase in the interest burden on
the public debt worsen the deficit. '8 Even if monetary policy
is formally insulated from Treasury pressures, the very fact
that a monetary tightening could turn a difficult budgetary
situation into a genuine financial crisis acts as a de facto
constraint to the central bank.!? This risk could be aggra-
vated in the case of a short maturity of public debt or the
use of floating-rate debt instruments since in such cases even
a temporary tightening can have very severe consequences
on the debt burden and precipitate at least a liquidity crisis,
as the experience of the city of New York in 1975 demon-
strated. Moreover, markets may expect the central bank to
be tempted to resort to inflation to alleviate the budgetary
problem. This immediately affects its credibility and there-
fore interest rates.?’ These considerations could well be
relevant for the Community if due to a lack of discipline,
the budgets of some Member States remain on the edge of
sustainability.

{(b) Even if EuroFed sticks to its predetermined stance with-
out consideration for public borrowing costs or government
default risks, violation of the budget constraint in one Mem-
ber State could affect the others. This is because this country
would either have to declare default or to withdraw from

18 With a 100 % debt to GDP ratio, any significant monetary tightening
would cost an indebted government several times more than the coun-
try's contribution to the Community budget.

19 7t can be recalled in this context that in 1982, the US Federal Reserve
is widely reported to have softened its monetary stance in order to
contribute to a solution of the emerging Latin-American debt cnsis.
Although it can be argued that domestic considerations were pointing
in the same direction, this can be taken as an example of de facto
pressure towards monetary softening without any restriction of formal
monetary independence.

2 For a discussion along these lines, see Van der Ploeg (1990), and
Bovenberg, Kremers and Masson (1990).

the EMU in order to be free to resort to debt monetization.
To the extent that its debt would still be denominated in the
home currency (instead of ecus), this second option could
alleviate its public finance crisis. However, such a withdrawal
could have an impact on the other members of EMU since
it would signal that adhesion to the union was not irrevo-
cable after all, and therefore reduce the market assessment
of the substitutability of assets issued by agents of different
countries,

(c) The third channel is of a distributive character.?! Finan-
cial difficulties in one Member State would raise the issue
of financial solidarity across the Community. At the extreme,
this would take the form of pressures to bail out an insolvent
government. But milder forms of solidarity can exist, e.g.
through the purchase by EuroFed of a disproportionate
share of public bonds from a specific country (which would
be equivalent to a Community loan) or in the form of explicit
transfers. In each case, the ultimate result would be felt in
the overall market for government paper instead of being
bottled up in the country of origin.

In all three instances, it is apparent that externalities are at
work, which make unsustainable deficits and debts a matter
of concern for the Community as a whole,

Fiscal discipline defined as the avoidance of an unsustainable
build-up of public debt is therefore a vital condition for the
success of EMU. Has this definition to be extended, ie. is
there a legitimate concern that sustainable deficits could be
deemed excessive because they would have damaging effects
on the Community? Although there are obvious instances
where a sustainable budget deficit in a Member State could
unambiguously be considered inappropriate from a Com-
munity point of view, it is also apparent that as the problems
arising from such a deficit would be of a different nature
from those arising from an unsustainable fiscal situation,
they would call for a different type of solution.

Such a situation could arise for example if due to a lack of
domestic (private and public) savings, a Member State runs
a large current account deficit. Without accommodation by
EuroFed, this could provoke a rise in the common interest
rate, an external deficit for the Community as a whole, and
therefore affect the common dollar exchange rate. Therefore
the interest of the Community as a whole would call for a
reduction of this deficit even if it would not be appropriate
from the domestic point of view of that Member State.
However, symmetric instances could also happen where fis-
cal policy in a Member State could be considered too tight

2l The distinction between global and distributive issues in this context has
been made by Padoa-Schioppa (1990).
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Box 5.2; The arithmetic of budget constraints

The standard expression of the intertemporal budget constraint
is a straightforward application of the accounting equation
describing the dynamics of debt and deficits: 22

(1)dB/dt = —S +iB

where B is the public debt, S is the primary surplus (i.c. the
government balance less interest payments), i is the nominal
interest rate, and d is the usual derivation operator. Seigniorage
revenues are neglected for the sake of simplicity (this issue is
taken up in Section 5.2.1 below).

(1) can be rewritten in terms of ratio to GDP. Simple calculations
lead to:

(2) dbjdt = —s + (r—y)b

where b and s are respectively the ratios of debt and primary
surplus to GDP, r is the real interest rate and y is the growth
rate of real GDP. This condition states that when the debt ratio
multiplied by the difference between the real interest rate and

22 This derivation follows Blanchard (1990). Sec also Wyplosz (199(0).

the growth rate exceeds the primary surplus, the debt to GDP
ratio grows.

Integrating (2) yields the expression of the intertemporal budget
constraint :

@b s [Tsetma

i.e. the initial debt must at most equal the present value of future
primary surpluses, the discount factor being the excess of the
real interest rate over the growth rate. This condition only holds
if the real interest rate exceeds the growth rate. If not, growth
wipes out any debt which can be issued.

Equation (3) shows that the sustainability criterion is clearly of
a forward-looking nature. Its empirical implementation has to
rely either on forecasts or on assumptions regarding the
maximum future primary surplus.?? Without resorting 1o such
norms, equation (2) can be used to assess the gap between the
present primary surplus and that which would stabilize the
debt ratio under normal long-term conditions. This is done in
Table 5.3. Graphs 5.2 and 5.3 are based on the same approach.

23 The first approach is followed by the OECD (1990), the second by Blanchard (1985)
and Wyplosz (1990).

from a Community point of view, because it would lead to
national and Community current account surpluses, and to
undesirable exchange rate effects. Whether or not a sustain-
able deficit is inappropriate should therefore primarily re-
main a matter of judgment. When there is a problem of this
kind, regular policy coordination and surveillance pro-
cedures should address the problem and pave the way for a
policy correction.

Assessing fiscal discipline in the Community

Were fiscal positions in all Memiber States basically sound,
then the above considerations could be dismissed as excess-
ively theoretical. However, this is not the case, since in spite
of favourable economic conditions several countries are still
characterized by high and rapidly growing public debt ratios.
Thus, an assessment of these fiscal positions is required.

The empirical assessment of sustainability is not straightfor-
ward because it is inherently & forward-looking condition:
at any point in time, whether or not a budgetary policy
meets the substainability criterion depends on the the future
course of taxes, spending, and macroeconomic variables like
the growth rate and the real interest rate. Technically, this
condition states that if the real interest rate exceeds the
growth rate, the present value of future primary surpluses
must exceed the debt level, the discount factor being the
difference between the real interest rate and the growth rate
(Box 5.2).
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A sustainability criterion of frequent use in policy discussions
is the evolution of the public debt. The fiscal position is
considered sustainable if the debt to GDP ratio is stable or
decreasing. This kind of criterion approximates the formal
budget constraint condition and is useful, with qualifications
however. 24 Table 5.3 and Graphs 5.2 and 5.3 are based on
a related approach, but instead of using the current values
of the growth rate and the real interest rate, the sustainability
condition is computed with normal values of these two
factors which presumably reflect more adequately long-term
growth conditions.2? Table 5.3 gives for all Community
Member States the gap between the primary budget surplus
and the one that would stabilize the debt ratio in the medium
term.

In order to synthesize this material, Graph 5.2 presents ac-
tual debt levels together with the gap between the primary
surplus and that which would be consistent with a stabiliza-
tion of the debt ratio assuming a 5% real interest rate.

M Major kmitations of this indicator are the following: (i) it does not take
the level of debt into account, although stabilization of the debt ratio
is more an issu¢ when this ratio reaches 100 % than when it amounts
to 20 %; (ii) it depends on short-term conditions regarding growth rate
and real interest rates rather than on long-term conditions; and (iii) it
ignores future implicit or contractual liabilities arising from social secur-
ity commitments.

35 A specific reason for that choice is that real ex-poss interest rates are
probably above their long-term levels in ERM Member States whose
disinflation and exchange rate commitment are not yet fully credible.
See 5.2.2 below.



Chapter 5. Implications for public finance

Table 5.3

Debt sustainability conditions in the Community

Debt Current Primary Grawth Required primary Sustainability

Tatio! sarphas! surplus! rate surphus gap

(1989 (1989) (1989 (assumed)

r=4% r=35% 1=4% r=5%

Belgium 128.4 —6,3 24 3 1,3 2,6 -1,1 0,2
Denmark 63,5 -0,7 47 3 0,6 1,3 -4, -34
Germany 43,0 0,2 L6 3 04 0,9 -1,2 -0,7
Greece 86,2 17,6 - 10,1 3.5 0,4 1,3 10,5 1.4
Spain 438 -2,1 -0,9 3,5 0,2 0,7 1,1 1,6
France 35,5 -13 0.8 3 0.3 0.7 —0.4 -0,
Ireland 104,9 -3.1 N 3.5 0,5 1,6 -7,2 -6,1
Italy 98,9 -10,2 —-23 3 | 2 3.3 4.3
Luxembourg 9.0 i3 1,2 3 0,1 0,2 -1,1 -1
Netherlands 78,4 -5, 1,1 3 0.8 1.6 -03 0,5
Portugal 73,1 —50 -32 3,5 0,4 1t 3.6 43
United Kingdom 43 1,6 43 3 0,4 i -39 -34
EC 58.4 —-2.8 1,2 32 0,5 1,1 —-0,7 -0,1

! Asa percentage of GDP.
Source : Commission services. Data refer to general government. Debt ratios are gross public debi as a percentage of GDP at markel prices. Primary surpluses (government surpluses net of interest
payments) for 1989 include stock-flow adjustments in order to be made consistent with the evolution of public debt.

Real interest rates are supposed uniform acrdss Membes States. The same applies to the growth rates, except for Member Staies whose GDP per head is more than 25% below average, for which
growth is 0.5 percentage points higher. The required primary surplus is computed using equation (2) in Box 5.2, i.e. s = (r—y) b. Thus, for example, at a 5% real interest rate ltaly needs to
improve its primary budget balance by 4,3 % of GDP to achieve sustainability, whereas the UK's primary surplus is 3,4 % higher than necessary for this purpose.
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GRAPH 5.2: Debt ratios and sustainability gaps in the
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Note the sustarnabilety gap is defined as in Table 5.3. Countries above the horizontal
axis are characterized by growing debt to GDP ratios under normal long-lerm

conditions,

Critical situations, i.e. large and growing debt ratios, are
represented by points in the north-east region of the graph.

The above material shows that the higher the debt ratio, the
higher the primary balance compatible with a stability of
this ratio. Therefore the limit to the debt ratio effectively
becomes the ability of the government to devote a large
amount of taxes to the primary surplus and the service of
public debt, i.¢. to tax heavily the present generation in order
to pay for previous expenditures. Although no confident
assessment of the maximum debt/GDP ratio can be made,
it is fair to assume that debt ratios above 100 % of GDP
should imperatively be stabilized since at that level, taxes
devoted to debt stabilization already amount to about 9%
of GDP.26 Moreover, closer integration within EMU puts
further limits to the possibility of increasing future taxes in
order to service high debt ratios. A Member State which
was compelled to raise taxes without supplying a proportion-
ate level of public goods, because tax revenues were devoted
to the sole purpose of servicing the debt, could face the risk
of large-scale migration of mobile factors of production.
Large intergenerational transfers are indeed only possible to
the extent that factors are of a limited mobility. Taking this

% With 3% growth, 2 % inflation and 5 % real interest rate, this corre-

sponds to 2 % primary surplus plus 7 % debt service. Wyplosz (1990)
considers the maximum debt ratio is about 150 10 250 % of GDP.
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element into account leads to a lower upper bound for
sustainable debt ratios. 27

Table 5.3 and Graph 5.2 highlight the wide dispersion of
fiscal positions within the Community. Although most Mem-
ber States can be considered to be in a sustainable position,
the debt ratio is both high and increasing in Greece, Italy,
and Portugal, and the present fiscal position of these Mem-
ber States can be considered as violating the discipline which
would be required in EMU. Fiscal action is needed also in
the case of very high debt ratios, even if these ratios are
stable. This concerns Belgium, Ireland and to a lesser extent
the Netherlands.

In order to illustrate possible stabilization paths, Graph 5.3
depicts for two heavily indebted Member States the path of
the actual effective primary deficit and debt burden, together
with the equilibrium condition which gives the primary defi-
cit required in order to stabilize the debt ratio at any particu-
lar level. This highlights the contrast between the Belgian
situation, where debt sustainability has been approximately
achieved in spite of a very unfavourable initial situation and
that of Ttaly where the situation has not improved much in
recent years. The graph also shows how the Italian debt
ratio began to increase in the 1980s, after remaining stable
for a long time because of a very low real effective cost of
borrowing.

Are the incentives to discipline weaker in EMU ?

Fiscal discipline ought to be primarily a matter of concern
for national governments and parliaments, not the Com-
munity. However, it has been demonstrated that a lack of
fiscal discipline by a Member State would affect the union
as a whole. This is a classic case of externality, which a priori
calls for Community rules and procedures aiming at the
enforcement of discipline. Yet the nature of the rules and
procedures that could be most effective is a difficult question,
since it immediately raises issues of incentives, and of market
versus government failures. Before turning to these issues in
detail, it can be useful to describe briefly why and how the
problem arises and what is the relation between the present
topic and the revenue issues which are the topic of the next
section.

A useful benchmark case is the one where all necessary
conditions for effective market discipline hold. These con-
ditions are as follows. First, there would be a precise distri-
bution of roles between different types and levels of fully
independent government institutions (EuroFed, EC budget

I This point is made by Bovenberg, Kremers and Masson {1990). See alse
Section 5.2.3 below.
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GRAPH 5.3: Evolution of public debt and primary deficit in
selected Member States
(as a percentage of GDP)
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authorities, national governments} without any financial
solidarity between them. Second, the design of the system
ensures the independence and credibility of EuroFed. Statu-
tory clauses guarantee that it is fully sheltered from govern-
ment pressures.28 It would also be committed to follow

2  Examples of provisions of the first type, i.e. regarding the prudential
treatment of government paper in bank portfolios are given by Bishop
(1990). Regarding the provisions aiming at isolating EuroFed from
government pressures, specific proposals are given in Neuman {1990)
and Padoa-Schioppa (1990). All three authors suggest EuroFed could
be forbidden to hold public sector debt.
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certain rules in order to avoid time inconsistency.?? Third,
prudential rules have to be modified in order to make sure
(i) that markets have full information on the state of public
finance, (ii) that the maturity of government debt is not too
short, and (iii) that regulations neither force private agents
to hold government securities nor lead them to consider the
securities as free of risk.

Assuming these conditions hold, market discipline would
operate through increases in the marginal cost of borrowing
according to the assessment of default risk by market partici-
pants. If the sustainability of the debt-deficit path of a given
government were put into question, markets would react by
changing the credit rating of the undisciplined government
and by increasing the marginal cost of borrowing it faces,
presumably triggering a timely fiscal adjustment programme.
Neither quantitative norms regarding the amount of borrow-
ing by governments nor procedures regarding the monitoring
of their behaviour would therefore be needed. Moreover,
any change in the cost of public borrowing consistent with
an exact assessment of default risks would be welcomed,
whether a rise or fall.

The above image helps to clarify the discussion but relies on
simplifying assumptions. First, whether financial solidarity
among Member States can be effectively ruled out is disput-
able. As the default of a single Member State would affect
the Community as a whole, there would be a rationale for
providing support to an insolvent government. Only an
absolute ‘no bail-out’ clause, prohibiting financial support
not only from EuroFed, but also from the Community as a
whole, could persuade the markets that no solidarity meas-
ures can be expected. Moreover, the Community has already
chosen to set up a regional policyand to organize a system
of cross-country transfers on solidarity grounds. This does
not imply automatic solidarity, and a ‘no guaranteed bail-
out’ clause could feature in the rules of EMU, but it never-
theless means that markets cannot be expected to behave as
if financial solidarity were completely ruled out in such an
environment. Second, the record of markets in assessing the
degree of government default risk is disputed. Although
some evidence points in the direction of a true assessment
of default risks, the experience of the Latin American debt
crisis is the most recent case that exemplifies the weaknesses
of pure market discipline. Third, there is no guarantee that
governments would effectively react to a worsening of their

3 In monetary policy, time-inconsistency refers to the dilernma of policies
which aim at price stability, but face an incentive o attempt a surprise
inflation, for instance in order to reduce the real value of public debt.
In so far as the public is aware of this incentive, it expects monetary
policy to depart from price stability, The result is that inflation is too
high, but without any gain regarding the public debt. See Kydland and
Prescott (1977), Barro and Gordon (1983).

credit rating as private borrowers would. As high public
debts frequently result from political polarization or distri-
butional conflicts over the allocation of the fiscal burden
rather than from intertemporal maxirnization, one can doubt
that a rise in the cost of borrowing would necessarily trigger
the required fiscal adjustment, 3 Furthermore, the size of the
public debt of large countries with respect to the Community
GDP could limit the effectiveness of market discipline.

Once these elements are taken into account, it is no longer
clear whether constraints which are suboptimal in a first-
best situation because they tend to limit fiscal flexibility
remain so, or whether the removal of such constraints per
se would have perverse incentive effects.

On the basis of the above discussion, incentive effects of
EMU can be classified under three different headings:

(i) those which arise from the rules governing the behav-
iour of EuroFed and other Community institutions;

(ii) those which arise from the effectiveness of market disci-
pline in the context created by capital market liberaliza-
tion;

(iii) those which arise from the macroeconomic role and
stance of fiscal policies in the EMU context since in an
imperfect context it could happen that a loosening of
the macroeconomic incentives to sound fiscal policies
would ultimately raise sustainability problems.

(i) The first issue is whether the behaviour of EuroFed
or other Community institutions will enhance or weaken
discipline. Concerning EuroFed, as argued in Chapter 3,
both its independence and its commitment to price stability
will contribute to a high standard of monetary discipline.
One should therefore expect governments to be aware that
by adhering to EMU they would ipso facto accept a strict
intertemporal budget constraint, and renounce future debt
monetization. Moreover, as demonstrated by Wyplosz
{1990), even assuming that without EMU monetary authori-
ties would already rule out debt monetization, the budget
constraint in EMU should become tighter.3! For some
Member States where the government still has access to
privileged central bank financing, this could significantly

36 See Alesina and Tabellini (1990).

31 This is because in the case of government default the reduction in the
wealth of private agents does not have as much impact on goods market
equilibrium as in a non-EMU. The argument runs as follows: in a non-
EMU, the fall in private wealth due to partial government default
reduces the demand for goods, and therefore the real interest rate falls
to restore goods market equilibrium, therefore reducing the debt service
burden. In the EMU, interest rate equalization leads to a much smaller
fall in the real interest rate. See Wyplosz (1990) for the demonstration.
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change the framework of incentives faced by policy-makers.
This would come with costs, namely that of fiscal adjustment
in the medium term and the reduction in seigniorage rev-
enues which would result from lower inflation, but as shown
in Section 5.2 below these costs should not be overestimated.
Concerning the other Community institutions, a strengthen-
ing of Community integration inevitably leads to an expec-
tation of more solidarity between its members, and could
therefore weaken discipline. A specific issue is whether Com-
munity assistance in the case of severe country-specific
shocks could have such discipline weakening effects. This
issue is taken up in Chapter 6 where it is argued that an
appropriate design of such a transfer scheme, including
conditionality provisions, could reduce the risk of moral
hazard.

(it) The second issue relates to the effectiveness of market
discipline, i.e. the ability of markets to evaluate correctly
default risk premiums and to trigger the appropriate re-
sponse in the case of government borrowing. Empirical
evidence confirms that markets do differentiate among sov-
ereign borrowers, but that spreads are usually small once
tax factors are taken into account. Market differentiation
across provinces or states exists in Canada, where borrowing
costs differ by about 50 basis points, for example, and in
the US, where the spread is about 40 basis points.32 In the
US case, there is only weak evidence that higher debt burdens
increase the cost of borrowing, and no evidence at all that at
some point high-debt states get rationed out of the market. 33
Evidence from Eurobonds markets does not show any strong
relation either between the yield to maturity of public bonds
of the same currency denomination and characteristics, and
the budgetary situation of the borrower.

Although both the developing countries’ debt crisis of the
1980s and that of New York City in 1975 exempiify the risks
of imprudent behaviour of sovereign borrowers, there is no
agreement on the causes of this poor record. Some authors
analyse it as illustrating the inherently limited capacity of
markets in assessing system risks (i.e. risks which involve not
only standard random shocks, but also uncertainty regarding
events for which there is no relevant prior experience, e.g.
because they depend heavily on outside macroeconomic

32 Figures are taken from Bishop, Damrau and Miller (1989).

33 See Eichengreen (1990).

34 Alesina, Prati and Tabeliini ([989) report that risk premiums are appar-
ent on Halian Government bonds.” They find evidence in interest rate
differentials between Treasury bills and private centificates of deposit,
and between public and private medium-term bonds. However, as
mentioned by the authors themselves, differences in the degree of liquid-
ity could also be an explanation. Fiscal bias could also intervene.
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factors). 3% Others point to violations of the conditions which
are required for market discipline to work properly (e.g.
regarding the access to full information or the exclusion of
any possibility of bail-out) or to the inadequate reactions of
the borrowers as the major explanations of that record. 3¢

In the Community context, capital market integration
should contribute to a better evaluation of risks; therefore
markets can be expected to exert disciplinary effects. How-
ever, even assuming an appropriate degree of risk assessment
by the markets, it cannot be taken for granted that market
discipline would be sufficient, due to expectations of Com-
munity assistance and/or inadequate response of govern-
ments to market signals.

(iii) Although a tendency for fiscal policies to be too lax
would not necessarily imply a failure to achieve sustain-
ability, it has to be discussed whether EMU would give rise
to such a tendency by relaxing the constraints which pre-
sently press in favour of fiscal tightness. This could in prin-
ciple happen even if the relaxation of these constraints could
from a different angle be considered as a benefit from EMU.

A first issue is whether the removal of constraints which
presently act as incentives to fiscal restraint would weaken
discipline. Major constraints are at present high real ex-post
interest rates in non-German ERM Member States, and the
‘external constraint’ which acts as a barrier to fiscal expan-
sion when the country expeniences a current account deficit
or when a currency devaluation is at risk. Both will to a
large extent disappear or be transferred to the Community
level with the creation of EMU. Therefore, discipline could
be weakened.

However, the relevance of this argument can be disputed,
since none of these constraints directly addresses fiscal disci-
pline. High ex-post real interest rates primarily reflect siug-
gish adaptation of exchange rate expectabions rather than
default risks: for example, ex-post real interest rates have
been almost at the same level in France and Italy over the
1985-89 period in spite of very different budget situations. ¥/

35 More precisely, this failure can be related to the inherent uncertainty of
an evaluation of the creditworthiness of public agents who can always
rely on taxation to service their debt.

36 The first line of reasoning is illustrated by Aglietta, Brender and Coudert
(1990), the second by Bishop, Damrau and Milfer (1989).

37 Bredenkamp and Deppler (1989) remark in addition that the reduction
in interest rates brought by EMU would only arise because of the
acceptance of monetary discipline by Member States. Hence, one should
not consider as anti-disciplinary what in reality arises from a stronger
discipline.
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The Italian case also exemplifies the fact that a public debt
build-up is perfectly compatible with external equilibrium
provided the private saving rate is high. More generally,
Graph 5.4 shows that there is no apparent correlation be-
tween the budget balance and the current account balance
within the EC. To the extent that these constraints act as
disciplinary devices, it is only as a kind of surrogate discipline
whose optimality and efficiency are both highly question-
able?®. Their replacement by an explicit commitment to
fiscal discipline would clearly be beneficial.

GRAPH 5.4: Budget and current account balances, 1989
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A second point is whether coordination failures in EMU
would lead governments to pursue excessively loose fiscal
policies. Standard coordination models show that in a non-
cooperative equilibrium, fiscal policies are too loose in the
presence of cross-border welfare-reducing effects because in
that case each country would only care about its own welfare
without taking into account adverse spill-over effects on
other EMU members. This issue is taken up in Section 5.1.3

¥ If one assumes Ricardian equivalence, i.e. that public dissaving is fully
compensated by private saving, the disciplinary effect of the current
account constraint disappears entirely. Interestingly, a recent OECD
study by Nicoletti (1988) rejects Ricardian equivalence for most
countries, but with the exception of Belgium and Italy.

below, where it is argued that no compelling evidence indi-
cates that EMU would give rise to a bias in favour of -
excessively expansionary fiscal policies. There is however a
risk that without coordination, budget deficits would not be
corrected in time and remain too large in the medium run
because their interest rate cost would be spread across the
Community. This problem should be addressed through
coordination and surveillance procedures.

Summing up, there is no compelling evidence that EMU
would have strong adverse effects on fiscal discipline, but
there is no reason either to rely exclusively on markets to
enforce discipline, since the conditions for this discipline to
be effective cannot be assumed to hold fully. Thus, there is
a case for addressing the risk of failures of market discipline
through Community rules and procedures.

5.1.3. The need for coordination

Policy coordination 1., after autonomy and discipline, the
third component of the budgetary regime of EMU. The
purpose of this section is to analyse the rationale for
strengthening fiscal policy coordination and surveillance,

Much of the policy debate about coordination has so far
focused on global issues at the G7 level, and much less on
intra-EC coordination. 3® This could be interpreted as a sign
of success since the EMS has been set up partly in order to
trigger monetary and exchange rate coordination. However,
there is another explanation: intra-EC and especially intra-
ERM policy discussions in the 1980s have been dominated
by the search for a convergence of inflation rates at a low
level. To a large extent, fiscal policy discussions have been
dominated, and still are, by the need for an adjustment in
high-deficit and high-debt countries. Due to this priority for
convergence, genuine coordination issues have so far been
left in the shade. However, it remains an important topic
that could come to the forefront in the years ahead.

Coordination has in reality two different meanings. In the
policy debate, it often refers to all kinds of discussions
among governments and central banks. Coordination may
then be implicit and not formalized. Recent developments
of economic theory have emphasized coordination in the
narrow sense of a formal and negotiated coordination in
policy-making whose need arises from the game-theoretic
aspects of interdependence, and specifically from the risks
of collective weilfare losses if governments and/or monetary

3 Exceptions are, for example, Oudiz (1985), Coudert (1987), Amalric and
Sterdyniak {1989}, Cohen and Wyplosz (1989, 1990).
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authorities independently aim to achieve contradictory re-
sults.*? In what follows, coordination will be used in this
Narrow sense.

Coordination of economic policies is called for in all in-
stances where spill-over effects of domestic policies on part-
ner countries are not taken into account by the policy-maker.
When such externalities arise, independent policy-making is
bound to be sub-optimal, but this sub-optimality can gener-
ally be corrected by coordinated policy chapges, with the
result that the welfare of all participants improves. A pre-
requisite to the analysis of coordination is therefore to review
how EMU will affect cross-country budgetary policy spill-
overs. This provides the basis for discussing whether EMU
calls for a strengthening of coordination procedures. A final
point comments on possible costs or benefits of EMU in
this respect.

Are spill-over effects of budgetary policy
stronger in EMU?

EMU will affect cross-country spill-overs through three dif-
ferent channels:

(i) economic union will foster goods and capital market
integration, thereby affecting the intensity of cross-
country spill-overs;

(ii) the adoption of a common monetary policy handled
by EuroFed will remove the possibility of beggar-thy-
neighbour monetary and exchange rate policies, but at
the same time increase spill-over effects of policies that
affect the interest rate since all EC countries will share
the same interest rate;

(i) the common exchange rate vis-g-vis the rest of the world
will be turned into a major spill-over channel, since
budgetary policy in any country will affect this EC-wide
variable. In the absence of coordination, the current
account of the Community becomes for Member States
a kind of ‘public good’ whose determination is beyond
the reach of any single policy body. 4!

40 A classic example in the monetary field drawn from the experience of
the 1970s is the attempt to export the inflationary consequences of a
supply shock (e.g. oil) by appreciating the currency: when all countries
simultaneously (but in vain) try to achieve this result, monetary policy
is too light, such that policy coordination, alternatively, would achieve
a Pareto-superior outcome which provides welfare gains to all participat-
ing countries.

41 Both of the last two effects arise from the same cause, namely monetary
union. However, analytically they are of a different nature because the
former arises in a two-country world whereas the latter depends on the
relations with third countries. See Cohen and Wyplosz (1989).
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Thus on the one hand, EMU will remove the risk of non-
cooperative monetary policies, but on the other hand it
could increase externalities of fiscal policies and therefore
call for stronger fiscal coordination. For assessing fiscal
policy spill-overs, different approaches may be followed. A
first approach relates to the conventional cross-country ef-
fects of fiscal policies in the short to medium term, i.e. to
those effects which arise while adjustments to goods and
labour markets are still under way (this can be related to
what have been called the ‘stabilization’ aspects of fiscal
policy in Section 5.1.1 above). A second approach focuses
on the specific, but important, type of externalities arising
from the sharing of a common current account and a com-
mon exchange rate. A third approach relates to longer-term
channels of externalities which can arise from long-lasting
changes in fiscal position after adjustments in relative prices
have been completed (i.e. to the ‘adjustment’ role of fiscal

policy).

(1) In the short to medium term, i.e. in a period up to five
years, fiscal policy primarily impacts on aggregate demand,
and the main concern of policy-makers is with respect to
growth and inflation. Spill-overs arise, first from income
and price transmission through trade flows, and second,
from interest rate effects on demand. Interest rate changes
also influence trade volumes and prices via the exchange
rate. The standard framework of analysis for these effects is
the Mundell-Fleming model in which economies character-
ized by sticky prices and unemployment are linked by goods
and capital markets, Although some of the simplifying as-
sumptions of the original Mundell-Fleming modei have to
be relaxed, it remains a very useful framework from which
clear conclusions can be drawn.?2 Major results are the
following:

{a} Goods market integration increases spill-overs through
both demand and relative price effects. :

(b) In a fixed exchange rate regime, capital market liberaliza-
tion, which increases capital mobility and asset substitu-
tability, increases the effectiveness of fiscal policy at
home because access to world capital markets reduces
(or, for a small country, eliminates altogether) crowding-
out effects. It also reduces the ‘locomotive’ character of
fiscal policy, i.e. its impact abroad, possibly leading to
negative spill-overs of expansionary policies.

(c) With free capital markets and therefore high capital
mobility, the domestic impact of fiscal policies on output
is minimal with fully flexible exchange rates, and maximal
with fixed exchange rates.

42 Major modifications of the Mundell-Fleming model relate to price
determination and the exchange rate. For a recent and comprehensive
presentation, see Frenkel and Razin (1987). For a discussion of the
effects of EMU in a Mundell-Fleming framework, see Van der Ploeg
(1989, 1990), from which this presentation draws.
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The move towards EMU therefore amplifies the domestic
effectiveness of national fiscal policy for stabilization pur-
poses. The assessment of spill-overs is less straightforward
because they depend both on the relative magnitude of
income and interest rate effects, and on the asymmetries of
the exchange rate regime. In a pure float, fiscal policy tends
to be expansionary abroad due to both demand and competi-
tiveness effects (Table 5.4). Indeed, under perfect capital
mobility a fiscal expansion appreciates the exchange rate,
and hence increases the competitiveness of the partner
countries. Within an asymmetric EMS, fiscal expansion in
the anchor country might be beggar-thy-neighbour because
interest rate and exchange rate effects could dominate in-
come effects. This is because Germany determines interest
ratgs and dollar exchange rates for the whole EMS, whilst
exports to Germany do not exceed 3 % of GDP in France,
Italy or the UK; hence, the ‘monetary’ weight of Germany
exceeds its ‘economic’ weight within the system. Although
the sign of the aggregate spill-over effect of a fiscal expansion
in Germany is an empirical issue, there is a presumption
that it could be negative. In contrast, a fiscal expansion in
a non-anchor country has a ‘locomotive’ effect because it
has no direct interest rate effect.

In a symmetric regime like the EMU, under the assumption
of common, stability-oriented monetary policy, the sign of
these spill-over effects is theoretically ambiguous: fiscal pol-

Table 5.4

Short-term spill-over effects of a bond-financed fiscal expansion under
alternative exchange rate regimes

Country originating the policy move

Exchange rate regime

EMS anchor Other
country countries
Float + +
EMS +/—to — + +
EMU +/— +/-

Note : Signs in this table refer to those of spill-over effects on the GDP of other Member States.
In all regimes, full capital mobility is assumed and European currencies are supposed to float
with respect to non-Eurcpean currencies. Monetary policy is assumed to be directed towards
price stability.

icy in one Member State can either increase or decrease
output abroad since the ‘monetary’ weight of each Member
State, which depends on its share in the aggregate indicators
(prices, money demand, etc.) upon which EuroFed bases its
policy, is close to its ‘economic’ weight. Thus, the sign of
the spill-over effect depends on the relative magnitude of the
income effects with respect to interest rate and exchange rate
effects. However, the direction of change when one moves
from the EMS towards EMU is clear since fiscal policy
in the anchor country tends to become less ‘beggar-thy-
neighbour” while it tends to become less ‘locomotive’ in the
other countries.

Model simulations with Multimod and Quest broadly con-
firm the above qualitative conclusions (Box 5.3). Concen-
trating on the effects of the move from the EMS towards
EMU, simulation results show that in EMU the impact of
a bond-financed expansion in the EMS anchor country
(Germany) becomes more expansionary at home and less
contractionary abroad since monetary policy reacts to the
EC’s economic performance rather to that of Germany. The
opposite is true for France, for which the major change
concerns the interest rate/exchange rate nexus. Generally
speaking, short-term spill-over effects of fiscal policies ap-
pear to be small in EMU due to the offsetting effects of
import growth and interest rate/exchange rate increases.

These results tend to show that under normal circumstances,
national budgetary autonomy in EMU should not lead
governments to opt for suboptimal policy stances because
of a failure to take spill-over effects properly into account.
In other words, there does not seem to be an a priori case
for a major strengthening of coordination in day-to-day
policy-making. However, these results depend both on the
assumption of no monetary accommodation and on the
characteristics of the model. Furthermore, they crucially
hinge on the assumption that under a float, a fiscal expansion
appreciates the exchange rate.

Although this normally holds once capital mobility is effec-
tive, exchange rate determination is admittedly not precise
enough to rule out the possibility of opposite effects. In that
case, positive spill-over effects of fiscal policy would be much
stronger.
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Box 5.3: Shorter-run spill-over effects of fiscal policies

Model simulations can help to assess the sensitivity of spill-over
effects to different exchange rate regimes. However, only some
of the linkages are sensitive to the exchange rate regime. Demand

impacts on goods markets due to a bond-financed fiscal expan-
sion are quite independent of the exchange rate regime. On the
other hand interest rate and exchange rate linkages are, in
contrast, a function of the exchange rate regime. Four regimes
are considered in Table 3.5 below.

Table 5.5

Spill-over effects of a rise in government expenditures by 2% of GDP, Multimod simulation

Country originating the policy move:

Germany France

Floal EMS AEMU EMU Float EMS AEMU EMU
GDP (first year effect)
Germany 1,1 1,06 1,04 1,6 0,12 0,14 0,18 -0,16
France 0,06 —0,24 0,34 0 1,18 1,62 1,74 1.6
Ttaly 0,12 —-0,24 -0,36 0 0,1 0,10 0,1 —0,08
United Kingdom -0,02 —-0,26 -0,32 -0,02 0,04 0,06 0,06 -0,1
Short-term interest rate (first year effect)
Germany 0,2 0,26 0,26 0,18 0,12 0,12 0,1 0.14
France 0,18 0.4 0,26 0,18 0,28 -0,12 0,1 0,14
Italy 0,26 0,42 0,26 0,18 0,18 0,18 0,1 0,14
United Kingdom 0,26 0,42 0,26 0,18 0,14 0,14 0,1 0,
Dollar exchange rate (first year effect)
Germany —22 -2,26 -2,28 -0,9 - 0,44 -0,42 —0,3 -1,22
France -0,48 -9 -2,28 -09 -3,26 —1,30 -0,3 -1,22
Ltaly —-0,38 - 1,88 —-2,28 -0.9 -0,28 — {46 —@,3 -1,22
United Kingdom -0,44 -1,84 —-2,28 -09 -0,.28 —-0,42 —-03 —1,22
Absorption deflator (fifth year effect)
Germany 1.3 1,24 1,2 2.0 0,26 0,34 0,26 0
France 04 —0,34 —-0,62 0,16 2,06 3,48 34 3,66
Italy 0,52 -0,44 —-0,76 0,1 0,34 0,24 0,18 —-0,34
United Kingdom 0,4 -0,22 —0,36 0,1 0,28 0,24 0,16 -0,14

Source : Multimod simulations by the Commission services. Siandard monetary policy. A decrease in the dollar exchange rate means appreciation. AEMU: asymmeine EMU.

Germany.

Since the EMS is asymmetric, it is necessary to consider both
the effects of a fiscal expansion in Germany and another ERM
member, here France (the results would be similar with another
large country). The asymmetry between these two countries is
apparent for both the EMS and the asymmetric EMU, since a
fiscal expansion in France has much smaller effects on the
interest rate and the exchange rate than a fiscal expansion in

In a pure float regime, most of the effects of the expansion are
bottled up in the criginating country, which experiences a rise
in interest rates and an appreciation of the currency. Spill-over
effects are mainly positive, but small.

In the EMS, a fiscal expansion in Germany is ‘beggar-thy-

neighbour’ in character and provokes disinflation abroad be-

cause interest rates and exchange rates increase for all members
£
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of the ERM (although the fluctuation bands of the EMS allow
for seme offsetting of this effect); in contrast, fiscal policy in
France is ‘locomotive’ in character (and inflationary for ERM
members) because trade linkage effects dominate. 4?

The hypothetical ‘asymmetric EMU’ is intermediate between
EMS and EMU, Since monetary policy is entirely set by Ger-
many (without the flexibility that bands allow for), the fiscal
policy multiplier is higher than in any other regime in France; ¥
in contrast, the beggar-thy-neighbour effects of the German
fiscal expansion are amplified. Price effects are also amplified
with respect to the EMS case.

In EMU, the effects of a fiscal policy are qualitatively the same
for Germany and France, since in both cases the reaction of
monetary authorities is supposed to be identical. For the Ger-
man expansion, irade and interest rate linkages turn out to
offset each other almost completely. In the French case, beggar-
thy-neighbour effects dominate slightly.** Inflation spill-overs
are small.

4 The small decline in \be French intesest vate 35 due (o the reaction of the French
authorities 16 the appreciation of the currency within EMS bands.

“ Itis, however, still low in comparison with the resulis of standard macro models. This

is due, {irst, to the remaining interest rate znd exchange rate effects (because France
is not a smazller economy within the EC), and second to the forward-looking nature
of the model. which reduces the effectiveness of fiscal policy.

Different sizes, degrees of openness, and wage-price behaviour in Germany and France
account for a large part of the difference hetween the simulation results for the two
countries. Another factor is a technical hypothesis made for these simulations, namely
that the weighting of country variables for the computation of EC aggregates which
enter the reaction function is equal for France and Germany. A more realistic assump-
uon would be 10 weight countries according 10 their GDP. This would reduce the
contrast between France and Germany in the EMU cegime.

45

GDP Interest rate Dollar Absorption
exchange deflator!
rate

Germany 2,1 1,5 —2,7 4.5

France 0,14 L5 =27 - 15

. laly 0,18 1.5 —-2,7 -09
United

Kingdom 0,34 1,5 -2,7 -1,7

The spill-over effects broadly conform to the qualitative results
which can be derived from a standard Mundell-Fleming model.
However, the results coutd be model-specific since the sign of
the spill-over effects depends on the relative intensity of trade
and financial linkages. Therefore, a Quest linked simulation has
also been carried out to test for the size of spill-over effects of a
German fiscal expansion under an EMU regime, setting the
exogenous value of interest rates and exchange rates at levels
consistent with the monetary policy reactions function and the
open interest rate parity condition (Table 5.6). Under the same
kind of assumptions regarding monetary policy and exchange
rates, these results broadly confirm the small size of spill-over
effects of fiscal policy in EMU.

Table 5.6

Spill-over effects of a rise in German government expenditures by
2% of GDP under an EMU regime, Quest simulation

! First-year effect for GDP, interest rates and exchange rate. Fifih-year effect for absarp-
tion deflator. Interest rate and exchange rate eflects are exogenous.
Sowrce : Quest simulation by the Commission services.

(i} The sharing of a common exchange rate vis-g-vis third
currencies and of a common external balance will be direct
consequences of EMU. As no individual Member State will
be able to target those variables, the fact that these objectives
will be shared will appear to policy-makers as the most
visible sign of the increased interdependence across the Com-
munity,

To what extent will this channel of externalities be important
in practice? The current account and the exchange rate of
the Community will probably remain two among many
policy objectives, as long as their level and evolution do not
depart from normal limits. However, since the variability of
both variables is high, circumstances will presumably arise
where their evolution will be regarded as of paramount
importance by European policy-makers. For instance, if the

external deficit of the Community reaches certain limits, it
will become the key policy target. Since monetary policy has
an ambiguous action on the external account (because of
the opposite effects on foreign trade of a slower domestic
demand and of exchange rate appreciation), correction of
this deficit will presumably need a fiscal policy move. How-
ever the benefits of a fiscal correction by a national govern-
ment would accrue to the Community as a whole (through a
reduction in the external deficit), whereas the home economy
would bear almost all the costs. This is a textbook example
of strong externality.

(iii) In the long run, the main focus shifts from: growth,
unemployment and inflation spill-overs to externalities
through real interest rates and terms of trade effects.46

4% The following draws on Wyplosz (1990).
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Assuming that in the long run price flexibility ensures market
clearing, and that all economies are at full employment, the
issue is whether and how a protracted deficit in a Member
State affects its neighbours through higher real interest rates
and a deterioration of the terms of trade.4” This can be
related to the ongoing discussion regarding what has been
called the risk of ‘undue appropriation of EMU savings’
(Lamfalussy, 1989),

Since EMU removes the possibility of adjusting the nominal
exchange rate, the rise in real interest rates can no longer be
limited to the country running a budget deficit and is felt in
the union as a whole. As the deficit country experiences a real
exchange rate appreciation, this also affects its neighbours.
These terms of trade effects are not specific to EMU, but
EMU makes two differences: first, some of the change in
‘the terms of trade would be common to all EMU members,
because it would arise from changes in the value of the ecu
with respect to third currencies; second, intra-EC terms of
trade changes would have to be achieved through changes in
the price system instead of the exchange rate, with associated
adjustment and menu costs.

Budgetary policy coordination in EMU

The above analysis provides the basis for a discussion of the
need for budgetary coordination in EMU. What matters is
(i) whether in EMU coordination is likely to be a major
requirement in policy-making and (ii) whether uncoordi-
nated policies would tend to be too lax or too tight.

Turning first to coordination of short and medium-term
policies, the evidence presented above does not call for a
tight coordination of day-to-day national demand policies,
since within the EC cross-country spill-over effects on
growth and inflation are not likely to be much greater than
at present. As long as no special circimstance calls for joint
action, existing coordination and surveiliance procedures,
which provide channels for information exchange and con-
sultation, would be adequate. However, this conclusion im-
mediately has to be qualified because of the externalities
through the common exchange rate and current account. As
exemplified by the experience of the industrialized countries
in the 1980s, conflicts over shared targets like the exchange
rate and the current account are in practice much stronger
incentives to coordination than an inadequate overall policy

41 The discussion here focuses on 'protracted’ deficits and not on perma-
nent deficits since as discussed by Wyplosz (1990), in an intertemporal
setting the budget constraint has to be fulfilled and a budget deficit has
ultimately to be financed through higher taxes. Therefore, a ‘permanent’
deficit is in reality a rise in the size of the government. These EMU
effects are discussed in Section 5.2.3 below.
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stance.“® Although simulations (see Box 5.3) confirm that
spill-over effects of fiscal policies through the exchange rate
are already present in the EMS, non-anchor Member States
theoretically retain the possibility to settle for a realignment.
This possibility would no longer exist in EMU.

When needed, coordination with respect to the common
exchange rate and the common external account would have
to be tight since failure to take joint action would severely
impact on these important variables. In the absence of coor-
dination, no national government would be willing to deflate
for the benefit of the Community as a whole. Even if a
number of Member States were tempted to take action, other
Member States could be willing to free-ride, i.e. to reap part
of the benefits of this action without taking part in it. Thus,
in such a situation a prima facie case for coordination and,
surveillance would arise. A related motive for greater fiscal
coordination within EMU would stem from the need to
define a policy for the Community in the larger context of
the world economy. % Even if intra-EC spill-overs did not
call at all for fiscal coordination, as argued in Chapter 7,
there would still be a need for coordination in the search for
a good policy mix because the Community budget would
remain too small to have a significant macroeconomic im-
pact. Without fiscal coordination, only EuroFed would be
able to engage in policy coordination at the world level and,
in the absence of a fiscal policy actor, could be subject to
pressures to adopt an inadequate stance. In this respect, the
preservation of EuroFed’s independence could well call for
fiscal coordination.

As the need for coordinated poelicies would presumably not
be a day-to-day feature of fiscal policy in the Community,
but could become the priority in some circumstances, special
coordination procedures could be designed in order to
guaraniee an efficient handling of these external aspects of
interdependence. These procedures would have to ensure
that commonly agreed decisions would be enforced and to
address the risk of free-rider behaviour,

These needs for coordination would not conflict with the
need for autonomy since what would be called for is a
change in the budgetary policy of the Community as a whole.

4 [n other words, although the economic literature emphasizes the gains
from absolute coordination, real coordination tends to be relative, and
to focus on the settlement of possible disputes over these shared targets
{Currie, Holtham and Hughes Hallett, [989). To some extent, the
experience with the ERM confirms the prevalence of relative coordi-
nation since discussions over the right fevel of the exchange rates were
much more frequent than discussions about the overall policy stance of
the Community.

49 See Lamfalussy (1989), Padoa-Schioppa (1990), Cohen and Wyplosz
{1989).
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This would be perfectly compatible with differentiated na-
tional positions. In other words, coordination would have
to ensure that the overall policy mix of the Community
is adequate, whereas differentiated national policies would
address relativities, i.e. national macroeconomic perform-
ances with respect to the rest of the Community.

A related issue is whether coordination failures would induce
excessively lax short-term fiscal policies. According to stan-
dard coordination models, this would be the case if fiscal
expansions were systematically beggar-thy-neighbour in
character in EMU, since governments would tend to over-
look the adverse consequences of their actions on partner
countries. As discussed above, the evidence derived from
empirical models does not unambiguously point in that
direction. Although fiscal policies in non-anchor countries
would become less expansionary in their external impact
than in the present EMS, this would mainly be a correction
for an existing bias since the interest rate and exchange
rate crowding-out effects would roughly compensate for
the income effect. Indeed, an opposite bias could arise if
individual Member States were seeking employment and
output gains through real depreciation. 3

As to coordination in the medium to long term, more clear-
cut conclusions can be drawn from analysis. Assuming full
employment, spill-over effects of a protracted deficit would
be felt by partner countries through higher real interest rates
and a worsening of the terms of trade. Since these adverse
consequences of domestic policy would be overlooked with-
out coordination, a tendency for budget deficits to be too
large could appear.®! In this instance, coordination and
surveillance would be needed in order to avoid too lax a
policy.

Summing up, there is no compelling evidence that EMU
would call for close coordination in day-to-day fiscal policy.
However, coordination would be required in two instances:

(i) in order to ensure an appropriate policy mix of the
Community in the context of the world economy, par-
ticularly with respect to the common exchange rate and
current account,

(ii) in order to correct possible medium-term tendencies for
budget deficits to be too large.

%0 See Cohen and Wyplosz (1990), Wyplosz (19903,

51 This assumes that each government determines the size of its budget
deficit according to domestic considerations, i.e. by maximizing a welfare
function which takes into account the impact of higher interest rates at
home but not abroad. Whether this could be called ‘undue appropriation
of Community saving’ is not so clear. As pointed out by Bredenkamp
and Deppler (1989), this appropriation cannot be qualified as undue if
the return on government investment equals or exceeds the market real
interest rate.

In both cases, mutual surveillance procedures should ex-
phicitly address the risk of free-rider behaviour.

Does EMU yield coordination gains?

International macroeconomic policy coordination is gener-
ally considered as vielding welfare gains to the participating
countries. 32 Therefore, the question arises whether such
effects should be considered in the cost-benefit analysis of
EMU.

Since EMU would remove an instrument (the nominal ex-
change rate) whose cooperative setting would be welfare-
improving, there is no doubt that it would entail a loss in
comparison to full coordination in the management of the
exchange rates.*? This is just another way to present the
cost of losing the exchange rate instrument which is discussed
in Chapter 6. However, this is not fully relevant, because the
reference situation to which EMU is to be compared is not
one where coordination can be assumed to be perfect. With
respect to a floating rates regime, EMU would remove
the inefficiencies associated with non-cooperative monetary
policies. It could therefore be considered a form of ‘surrogate
coordination’ but at the cost of nominal exchange rate
rigidity. 3* With respect to a *1992 + EMS’ baseline, EMU
would not yield the same kind of gains. Indeed, the EMS is
already a form of surrogate coordination which practically
rules out non-cooperative exchange rate management, the
associated cost being the suboptimality of an asymmetric
system when non-anchor countries are hit by shocks (plus,
at least in Stage I, part of the cost resulting from nominal
exchange rate rigidity). Thus, EMU would substitute the
rigidity cost for the asymmetry cost,

The relevant comparison therefore has to be made between
two second bests whose relative performance would have to
be assessed (i) with respect to a given distribution of shocks,
and (i) taking into account the degree of policy coordination
that could be expected in each case. A quantitative compari-
son is clearly out of reach.

32 See, for example, Oudiz and Sachs (1984). Gains from coordination are
however disputed. For a recent survey, see Currie, Holtham and Hughes
Hallet (1989).

% This is demonstrated by Giavazzi and Giovannini (1987) and discussed
by Van der Ploeg (1989, 1990).

¥ See Hughes Hallet, Holtham and Huston (1989).
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5.2. Impact on income and expenditure of
governments

This section focuses on the effects of EMU on the resources
and expenditure of governments,

Three types of cffects have to be considered. First, as in-
flation rates converge, governments lose the possibility of
deriving resources from a higher inflation rate, either
through seigniorage revenues or, in the short run, because
of the non-indexation of tax brackets and rates. This issue
of seigniorage losses has been much discussed in the recent
academic literature. However, as shown in Section 5.2.1, its
empirical relevance appears to be relatively minor in the
Community context.

A second effect concerns government expenditure. As the
nominal interest rate is reduced in the most inflationary
Member States, the public debt service and therefore also
the recorded deficit shrink. This nominal effect also goes
with a real, but mostly transitional one since real interest
rates are presently significantly higher in the most inflation-
prone countries. This is the topic of Section 5.2.2.

These two effects are direct consequences of monetary union.
However the broader issue of tax and spending convergence
in the Community has also to be raised in relation to EMU,
To what degree, and through which mechanisms, should this
convergence be achieved? This theme is briefly addressed in
Section 5.2.3.

5.2.1. Seigniorage revenue losses

Seigniorage is the ability of the government to finance its
expenditure by issuing money. Governments extract seig-
niorage revenues (also called the inflation tax) through the
issuance of non- or low-interest bearing debt which is held
by the public in the form of currency or by the commercial
banks in the form of reserves at the central bank. 35 For this
reason, even fully anticipated steady-state inflation is not
neutral with respect to public finance.

The possibility of financing government expenditure by issu-
ing money was for long a seigniorial privilege, later accruing

55 Bank reserves yield zero interest rate in most EC countries. However,
reserves are remunerated, but below market rates, in countries character-
ized by high reserve requirements. Hence, seigniorage revenues are not
proportional to the size of the monetary base. These revenues do not
only appear as central bank profits, but also as lower interest payments
in the government's accounts since in some countries the Treasury
borrows from the Central Bank on subsidized terms. For an examination
along these lines of the case of Italy, see Mohlo (1989).
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to the State. Such a financing of large budget deficits has in
the past been at the origin of major inflationary crises. But
seigniorage can also accrue to governments without large-
scale debt monetization, and constitute a steady-state chan-
nel of government revenue. It is therefore a legitimate matter
of concern in the design of a monetary union. There are, in
addition, other reasons for inflation to affect public finance.
As a rule, tax systems are not neutral with respect to inflation
since many taxes are based on nominal instead of real
incomes. This could be called another form of seigniorage
(or inflation tax) and will be briefly discussed at the end of
the present section.

Seigniorage is a major source of government revenues only
for economies suffering high inflation. However, it has also
been significant in recent years for some Member States due
to above average inflation, the wide use of cash for day-to-
day transactions and high bank reserve ratios (Graph 5.5).
EMU will not lead seigniorage to disappear, but as argued
below both the likely convergence of compulsory bank re-
serve ratios on a low level and the low inflation performance
of the Community will reduce this resource to a modest
level. 3¢ For those countries which still significantly rely on
the inflation tax to finance their budget, EMU will entail
permanent ex-aate government revenue losses, which will
have 1o be compensated by a rise in taxes or a cut in
expenditure. Therefore, two questions arise:

(i) What is the gross public finance cost of reducing in-
flation, taking into account that independently of monet-
ary union, changes in the banking legislation brought
by the single market will induce convergence in the levels
of required reserves?

(ii) Is there a net economic welfare cost of permanently
replacing the inflation tax by explicit taxes?5’

Obviously, the issue of seigniorage revenues only arises in
comparison to a situation where Member States are free to
choose independently their inflation rates. As argued in
Chapter 2, this would already not be the case in Stage I.
Therefore, this section implicitly refers to another baseline,

% We do not discuss how seigniorage revenues will be redistributed among
Member States. This issue is related to the distribution of the capital of
EuroFed.

51 For high-debt countries, the reduction in seigniorage revenues can im-
pact on the dynamic of the public debt as shown in Section 5.1. Whether
this could be an argument for giving priority to fiscal consolidation over
disinflation is discussed in Section 5.2.2 below.
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which is either a floating regime or a soft exchange rate
arrangement {like a crawling peg) which allows for perma-
nent inflation differentials.

GRAPH 5.5: Seigniorage revenues in the Community, 1988

(as a percenlage of GDP)
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Note Seigniorage revenus have been computed using the opportunity cost defimtion
of seigniorage, 1 5 - 1%c + (i-i,)*7 where 1 15 the market short-term interest rate. s,
15 the interest rate on (compulsory) bank reserves, and ¢ and r are respectively the
ratios of currency and bank reserves to GDP 11 15 implicitly assumed that the same
;  nterest rate applies on free reserves, See Gros (1989) for detaiks.

Gross public finance cost of seigniorage losses

Seigniorage can be measured either as a flow of cash or as
an implicit revenue. The first measure, which is the most
commonly used in the literature, is given by the ratio of the
change in monetary base outstanding to nominal GDP.
However, it can exhibit wide variations over time and is not
appropriate if bank reserves, which are part of the monetary
base, are remunerated. The second measure is based on the
difference between the effective interest rate on the monetary
base (which is zero for cash, but can be positive for required
bank reserves) and the market interest rate. It is much more
stable over time, and is therefore used in what follows.
However, it should be kept in mind that the corresponding
revenues result from an accounting imputation.

Graph 5.5 shows that seigniorage revenues, which are close
to 1,5 % of GDP or even below in most Member States, are
nevertheless significant in the southern countries (Portugal

and Greece and, to a lesser extent, Spain and Italy). Closer
examination shows that as the four countries are character-
ized by both a wider use of cash (except for Italy) and higher
reserve requirements than in the rest of the Community, this
difference is rooted in both technological and regulatory
factors. For these countries, an evaluation of the public
finance cost of EMU is therefore warranted.

However, this cost cannot be assessed readily on the basis
of present seigniorage revenues, since, following the full
implementation of the Second Banking Directive by 1993,
bank competition in the internal market will already impose
convergence in reserve requirement ratios. Although this
directive does not address monetary regulation per se, higher
reserve requirements act like a tax on home banks which
would be a disadvantage in international competition. Mar-
ket pressures can therefore be expected to lead to conver-
gence in the reserve ratios. In the same period, the use of
cash is also expected to decline due to the modernization of
the payment system. In order to evaluate the specific effect
of monetary union, one has to make hypotheses regarding
the convergence of reserve ratios and ratios of currency to
GDP brought by technological change and the completion
of the internal market. 58

Table 5.7 gives, for the four Member States whose seignior-
age revenues were above 1 % of GDP in 1988, an assessment
of the gross public finance cost of EMU. This evaluation
is based on the comparison of two scenarios. Scenario |
incorporates in *1993° the full effects of the internal market
programme: convergence in the reserve ratios at a 2 % level,
elimination of interest payments on reserves, further re-
ductions in the use of cash due to technological changes;
but while real interest rates are assumed to converge, no
convergence in inflation rates is assumed. Scenario 2 or
*EMU’ assumes in addition convergence in inflation rates at
a 2 % per annum level, *?

% Interestingly, Spain has already in 1990 Jegislated a progressive reduction

in the required reserve ratio from 17 % to 5 %.

The 2 % reserve ratio hypothesis in scenatio 1 (*1993") corresponds to
the average level of the other EUR & countries. Giovannini (1990)
assumes 1,5 % reserve ratios after the liberalization of the banking
industry. Currency to GDP ratios have been projected using the 1979-
88 time trends. Real interest rates are supposed to converge at the 5 %
level. Inflation is supposed to remain at the level forecast for 1991. In
both scenarios, seigniorage revenues are distributed among Member
States according to their monetary base.

9
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Table 5.7

Gross seigniorage revenue effects of monetary union

{ Seigniorage revenues as a percentage of GOFP)

1982-84 1935-87 1988 1993 EMU’ Single market EMU effect

(U] @) (3} “4) 5 effect (6)=(4)—(3) M=05)—-(4)
Greece 2,46 2,34 2,75 1,84 0,71 0,91 1,13
Portugal 4,39 2,85 2,23 1,62 0.1 0,61 0,91
Spain 1,93 1,03 1,36 1,20 0,86 0,16 0,34
[taly 2,23 1,21 1,13 0,72 0,51 0,41 0,21

Source : Commission services.

As shown in Table 5.7, except for Greece scigniorage rev-
enues are already well below their levels of the early 1980s.
Even assuming that without EMU governments would not
choose to reduce inflation, the gross public finance cost of
seigniorage revenue losses implied by monetary union only
exceeds 1 % of GDP in Greece, because inflation in this
country would still be at a high 15% level in the ‘1993’
scenario. However, this is clearly an upper bound since even
without participation in EMU, Greece would be very likely
to disinflate. The same is true to a lesser extent for Portugal
whose inflation is still above 10 % in the first scenario. For
Spain and Italy, however, the EMU effect is below 0,5 % of
GDP.

Welfare effects of seigniorage losses

To the extent that a reduction of seigniorage revenues elimin-
ates a perverse incentive towards inflation and fiscal laxity,
it should be seen as a source of welfare gains whatever its
gross public finance cost. However, the question has to be
raised whether there are good economic reasons to prefer
seigniorage finance over tax finance. The optimal taxation
theory has pointed out that since taxes are distortionary,
a welfare-maximizing government would not choose zero
inflation, but rather combine explicit taxes and the inflation
tax in order te minimize distortions.® Hence, countries
characterized by distortionary taxes, less efficient tax collec-
tion, or a larger underground economy should accept a
higher inflation rate. In this respect, it has been argued that

8 In technical terms, the marginal social cost of raising revenue through
direct taxation and the marginal cost of raising revenue through seignior-
age should be equalized. See Phelps (1973) and, for a recent presentation,
Mankiw (1987).
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participation in a low-inflation EMU could be suboptimal
for southern and/or catching-up Member States because it
would lead them either to raise taxes or to lower public
spending excessively. 6!

Although this argument has its logic, its pertinence is ques-
tionable since it relies on the assumption that economic
policy can choose — and does choose — a *socially optimal
inflation rate’ and, moreover, can stick permanently to this
inflation rate without incurring credibility losses. There is
no evidence, however, that past or present inflation rates
would be optimal. 82 Moreover, the possibility of achieving
that optimal mix of taxation and inflation is theoretically
disputed: since the governments of the four Member States
under consideration are all heavily indebted — Spain being
in a better situation than the other three — they face a
strong incentive to reduce the ex-post real cost of servicing
the public debt through one-shot surprise monetization, i.e.
inflation. This motive interferes with the choice of an optimal
steady-state inflation rate and, to the extent that it is aware
of this temptation, leads the public to expect inflation to be
high. If this happens, the country reaches an inefficient
equilibrium: inflation is permanently above the optimal level
and the country therefore endures welfare losses but, since

81 This issue has first been raised by Dornbusch (1988). Subsequent analy-
ses include, for example, Drazen (1989), Giavaza (1989), Grilli (1989)
and Gros(1989a, 1989b).

62 Poterba and Rotemberg (1990) find no evidence of correlation between
inflation rates and tax rates in a sample of OECD countries. Cukierman,
Edwards and Tabellini (1989), working on a sample of developed as
well as developing countries, find no correlation between inflation and
structural economic variables and argue that inefficiencies in the tax
system leading to resort to seigniorage should not be regarded as
exogenous, but rather as linked to features of the political system, e.g.
polarization and instability.
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the price rise has been anticipated, without any gain regard-
ing the debt-service burden of the government. In these
conditions, participation in a low-inflation EMU is welfare-
improving even if it forces the choice of an inflation rate
below the optimal level. 63

These objections notwithstanding, simple computations
have been be made in order to assess the maximum welfare
cost of the seigniorage loss. Computations with a numerical
example (Appendix 1 to this chapter) show that the welfare
cost of EMU is in any case much smaller than the gross
public finance cost for two reasons: first, the optimal in-
flation rate is not independent from the reserve ratio, but
decreases with it; second, the welfare cost of higher taxes
has to be weighed against the welfare gain of lower inflation.
Therefore, calculations with this simple model indicate that
even assuming for illustration that the ‘optimal’ inflation
rate is presently 10 % (which is a quite pessimistic assump-
tion), and that seigniorage revenues amount to 1,5% of
GDP, the welfare cost of seigniorage losses due to monetary
union would not exceed that of a ceteris paribus rise in taxes
by a third of a percentage point. 54

Taken together, the above developments show that the wel-
fare cost of EMU for countries facing seigniorage losses can
be considered minor to negligible.

Inflation and the tax system

As mentioned above, seigniorage is not the only channei for
inflation to affect real government revenues. Tax systems
are rarely neutral with respect to inflation. Among the most
important factors are delays in the collection of taxes (e.g.
for VAT or income tax); lags in the indexation (even non-
indexation) of the income tax brackets and/or the social
security benefits; non-discrimination between nominal and
real interest income (also nominal and real capital gains);
non-discrimination between nominal and real capital con-

63 The problem arises because the optimal public finance policy of choosing
the right mix of taxation and inflation is time-inconsistent. The argument
summarized in the text is fully spelled out in Gros (1989a) and Van der
Ploeg (1990}, where it is shown that the higher the public debt, the
higher the incentive to engineer surprise inflation and the mote a country
gains from participation in EMU. Although tax distortions reduce this
benefit, back-of-the-envelope calculations show that under the assump-
tions, of the model (i.e. welfare maxitization by the authorities and
rational expectations by the public), the present level of the debt to
GDP ratio is above its critical value in the four Member States.

54 ina recent paper, Canzioneri and Rogers (1989) use a different approach:
they consider the trade-off between seigniorage and the reduction in
transaction costs involved in the choice of forming a monetary union.
Even assuming that the black economy is about 20 % of GDP in Italy,
they conclude that even very small conversion costs outweigh the welfare
losses arising from seigniorage revenue losses,

sumption allowances and interest charges in the computation
of taxable profits of the firms.

As apparent in the above list, inflation can either increase
or decrease government revenues. However, there is a funda-
mental difference between the effects of seigniorage and
those of the non-neutrality of inflation with respect to the
tax system. Although the latter can be significant in the
short term, there is no welfare motive for taxes not to
discriminate between nominal and real income. Actually,
taxation of nominal interest income, or deductions of nomi-
nal interest charges and capital aliowances are highly distor-
tionary because they lead individuals and firms to subopti-
mal investment choices. A standard consequence of non-
indexation in the tax system is therefore that a rise in the
rate of inflation increases distortions and therefore reduces
welfare. For this reason, even if a low-inflation EMU would
lead to an increase in tax rates in order to compensate for
revenue losses, there is no a priori evidence that this would
be welfare-reducing.

5.2.2. Interest rates and public debt service

Interest payments on the public debt amount approximately
to 3% of GDP in the Community as a whole. In the most
indebted countries like Belgium, Greece, Ireland, and Italy,
interest payments are close to 10 % of GDP or even above,
and represent more than 20 % of total government expendi-
ture. Hence, any effect of EMU on the interest rate on public
debt would be a major issue for public finance.

Graph 5.6 depicts the relation between long-term nominal
interest rates and inflation in the Community. Obviously,
most of the variance in interest rates is accounted for by
inflation differentials. Member States experiencing higher
inflation also experience higher interest rates and therefore
higher interest burden on the public debt. However, this is
basically a nominal phenomenon: increased interest pay-
ments on the public debt only compensate for the real
depreciation of the principal. In so far as participation in
EMU would reduce both inflation and the nominal interest
rate, leaving the real interest rate unchanged, this would cut
the budget deficit, but simultaneously reduce real de-
preciation on existing public debt.

Some real consequences would nevertheless arise because of
the tax treatment of nominal interest income and capital
losses. In addition, the public perception of the deficit issue
would surely be affected since the policy debate frequently
focuses on the observed deficit, without consideration for
debt depreciation effects.
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GRAPH 5.6: Long-term nominsl interest rates and inﬂaiion, I
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However EMU will also affect real interest charges on the
public debt, at least in a transitory way, because for inflation-
prone Member States it will enhance the credibility of the
commitment to exchange rate and price stability. As shown
in Graph 5.7, in the second half of the 1980s ex-post real
long-term interest rates were far from being equalized across
the Community, They were high by historical standards and
above the German level for ERM countries, quite indepen-
dently of the inflation differential. For Greece and Portugal,
ex-post real rates were lower because of the maintenance of
capital controls.

EMU and real interest rate differentials

A decomposition of the factors behind interest rate differen-
tials helps to clarify the potential effects of EMU on real
interest rates.

Cross-country differences in real ex-post (or realized) interest
rate on assets of the same category and specific risk can be
analytically decomposed into four components:

{i} country premiums resulting from capital controls and
other limitations to capital mobility;

(ii) exchange risk premiums resulting from exchange rate
variability;

(iii) real exchange rate depreciation;

(iv) expectational errors regarding the evolution of the ex-
change rate.

Each of these factors is considered separately below. The
decomposition is carried out analytically in Appendix 2 to
this chapter.

(i} Capital market liberalization has the effect of reducing
the country premium component of interest rate differentials
to zero. Hence, after-tax domestic nominal interest rates
only differ from one country to another by the amount of
the forward discount, i.e. the difference between current and
forward exchange rates. A practical consequence is that for
any agent within the Community, it becomes equivalent to
borrow in currency x or to borrow in currency y and to
hedge against exchange rate variations (assuming capital
markets provide hedging for the adequate maturity). %3

65 This is known as the covered interest rate parity condition. Transaction
and hedging costs are neglected. See Chapter 6, Section 6.5 for a quanti-
fication,
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(i1} A second factor is the existence of currency risk pre-
miums, i.e, of spreads between the forward discount on the
exchange markets and the depreciation expected by market
participants. This term cannot be observed, but is analyti-
cally important to isolate: even if investors do not expect
exchange rates to be changed in the foreseeable future, assets
denominated in a foreign currency remain more risky than
home assets of the same category. Hence, exchange rate risk
acts as a barrier to capital mobility even without any capital
control. Moreover, as long as exchange rates can be changed
at low cost, investors are aware of the possibility of depreci-
ating the weak-reputation currencies. Therefore, currency
risk premiums can persist for previously weak currencies
even if exchange rates are kept fixed for a long period of
time.

Since EMU would eliminate exchange rate risk altogether,
it would also eliminate exchange risk premiums. This would
be for weak-reputation countries a gain of a permanent
nature, but presumably a relatively small one. Although
these premiums cannot be observed directly, they cannot be
expected to account permanently for a large fraction of
interest rate differentials.

(iii} A third factor of divergence is that purchasing power
parity does not hold. As long as exchange rate realignments
do not compensate fully for inflation differentials, real
interest rates are bound to differ. This factor could lead to
a permanent effect only if EMU were in the long run to
affect real exchange rate changes within the Community. As
argued in Chapter 6, this should not be the case. Regarding
the transition, as documented in Chapter 2, realignments
within the ERM have since 1985 systematically been of a
smaller magnitude than cumulated inflation differentials.
Therefore, this factor should actually reduce ex-post real
rates in the more inflationary countries.

(iv) However a fourth factor, which probably accounts for
the largest part of differences in real rates, results from
expectational errors regarding exchange rates. Markets ap-
pear to judge the ERM commitment as not fully credible
and to expect the weak-reputation currencies to devalue. In
that respect, exchange rate expectations appear to adjust
very sluggishly,

EMU would presumably remove all expectations of ex-
change rate changes within the Community. Since it cannot
be assumed that without EMU market expectations would
permanently remain wrong, this cannot be considered a
permanent gain with respect to the Stage I baseline. How-
ever, this is an important topic for the transition because a
rapid move towards EMU could alleviate the costs associ-
ated with a protracted period of high ex-post real rates.

Permanent effects of EMU

From the above discussion, it is apparent that permanent
effects of EMU on real interest rate differentials with respect
to a stable Stage I baseline are bound to be limited. The
first and only undisputable permanent effect would be the
disappearance of exchange risk premiums, which have been
assessed as relatively small. Moreover, in a stable Stage I
exchange rate risk could limit capital mobility, but as ex-
change rates should be stable (except in the presence of
shocks), there is no reason to expect that risk premiums
would still be biased in any significant way.

In EMU, nominal interest rates on assets of the same ma-
turity and risk would be fully equalized across the Com-
munity. Afier this equalization becomes effective, the only
remaining issue concerns the general level of market interest
rates. A straightforward assumption, which is made here, is
that it would be the baseline level in the previous anchor
country. This assumption is warranted because as capital
market liberalization would already be effective in the base-
line, the effect of EMU should only be to eliminate the
monetary ‘noise’ that affects real interest rates. There is no
reason to expect real interest rates to average out within the
Community as is the case when capital controls are removed
between two countries.% Moreover, as EuroFed should
broadly maintain the same stance as the most stability-
oriented central banks of the Community, there are no
reasons from the monetary side why interest rates in Ger-
many should change to some Community average. The
validity of this assumption is however obviously conditional
on policy assumptions: if the policy stance of EuroFed
were not judged by markets as convincing as that of the
Bundesbank, inflation risk premiums and therefore interest
rates would rise.

Summing up, EMU should not have important permanent
effects on interest rates. This, however, only holds for ident-
ical assets. A separate issue, which relates to the identity of
the borrower, is whether specific effects can be expected
regarding the yield of government bonds. Since bond rates
on the public debt may differ for two reasons, namely
either because of different degrees of credit-worthiness of the
governments, or because of portfolio effects, EMU effects
regarding these two aspects will be examined separately.

As discussed in Section 5.1.2, evidence indicates that default
risk premiums are at present low, which can be interpreted
as reflecting the market judgment that public debt unsustain-

% Since capital market liberalization is erga omnes, real interest rates within
the Community would only differ from interest rates abroad for one of
the reasons speltled out above.
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ability would actuaily lead to debt monetization (and there-
fore a depreciation of the currency), rather than to default.
In so far as EMU would rule out monetization, this could
only lead borrower’s risk premiums to increase for high-
debt countries. In other terms, an increase in the specific
risk premium on public debt would (at least partially) offset
the disappearance of the currency premium. In EMU,
governments whose debt cannot be regarded as sustainable
could for this reason face a higher cost of borrowing than
other public borrowers.

Portfolio effects do not arise from default risk, but rather
because public bonds and other financial assets (e.g. liquid
assets and stocks) differ as regards their yield and its varia-
bility. When choosing the structure of their portfolio, risk-
adverse agents take both the yields and their variability into
account, thus determining the desired shares of each category
of asset. Therefore, as long as financial markets are seg-
mented and the public debt is mainly held domestically, a
high debt ratio is likely to lead to an increase in public bond
rates because private agents are reluctant to increase the
share of that asset in their financial portfolios. 67

Following this approach, the effects of EMU would depend
on both domestic and foreign portfolio diversification ef-
fects. Since exchange rate risks would be eliminated, capital
market segmentation would disappear altogether. As bonds
of the same maturity and risk issued by different EC govern-
ments would become perfect substitutes, their yields would
be equalized. High-debt countries should therefore benefit
from EMU as access to a wider capital market would lower
the risk-adjusted cost of government borrowing. %8 Whether
or not this could offset the increase in risk premiums is
an open issue, but it should be noted that capital market
integration, by permitting a better diversification of risk,
would ceteris paribus reduce the size of the risk premiums.
It can therefore be presumed that, at least, the net effect
would be a gain for countries whose debt is high but stable.
However, possible regulatory bias favouring the holding of
government paper should also be taken into account. If

7 This result holds in standard empirical portfolio models. However, as

documented by Wyplosz (1990), investigations on cross-country interest
rate differentials do not yield clear results in that respect. The same
holds for time-series analysis.

This assumes, first, that in the reference situation agents only hold
domestic financial assets, and second that agents across the EMU would
have the same preferred portfolic. Both assumptions are simplifying.
However inspection of the Italian case shows that the budget deficit is
primarily financed by domestic agents, mainly households (53 % of the
debt in 1986) and secondly banks (30 %). Borrowing in foreign curren-
cies is a tiny fraction (3 %} of the total debt outstanding. As a conse-
quence, access Lo a wider market could have significant effects.
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specific regulations allow the government to borrow at pref-
erential rates, a cost-increasing effect could dominate.

Transitional effects of EMU

Examination of the behaviour of bond rates in the course
of disinflation shows that uncertainty regarding the comrnit-
ment to exchange rate stability in the non-German ERM
countries has probably significantly contributed to their high
real interest rates record. The specific contribution of weak
credibility can be assessed by comparing both long-term
rates and inflation in ERM countries with those of Germany,
the anchor country. Starting in the early 1980s from a
situation characterized both by higher inflation and higher
nominal rates (but frequently lower real interest rates be-
cause of widespread capital controls), most countries have
gone through a protracted phase of significantly higher ex-
post real rates than in Germany. The typical movement of
inflation and interest rate differentials, shown in the top
panel of Graph 5.8 below, is a counter-clockwise move: a
disinflation programme is characterized by a simultaneous
decrease in nominal interest rates and inflation towards the
origin of the diagram (complete convergence), but as the
nominal rate decrease lags behind disinflation, the path
remains above the {ex-post) real interest rate parity locus
represented by the diagonal. 6

This is best illustrated by the case of the Netherlands, which
has gone all the way down to the German inflation rate level
(and even below), but as depicted in Graph 5.8 at the cost
of several years of high real rates. Interestingly, the interest
rate differential between the Netherlands and Germany
lasted a long time in spite of (i) a strong commitment to
exchange rate stability, illustrated by the history of ERM
realignments (the guilder has been devalued with respect to
the Deutschmark only twice, in 1979 and 1983 by 2 % each
time), and (ii) an early achievement of price convergence
{actually better performance than in Germany since 1983).
This high interest rate cost of disinflation is the effect of
the risk premium and the persistence of expectations of
realignments. 7 By contrast, disinflation in Italy is still not
complete and the ex-post real interest rate differential re-
mains significant.

6 A precise discussion of the typical bond rates behaviour during 2 disin-
flation in a fixed-but-adjustable exchange rate regime can be found in
Andersen and Risager (1988).

" The better inflation performance of the Dutch economy is somewhat
exaggerated by the choice of the GDP deflator as a measure of inflation.
This is because the share of energy in the Dutch GDP is much higher
than in Germany. See Annex B,
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A timely move towards EMU could substantially reduce the
ex-post cost of State borrowing during the transition towards
price convergence. Referring to Graph 5.8, for the Member
States whose disinflation would not be completely achieved
at the outset of Stage I1I, EMU would imply immediate
nominal interest rate convergence instead of a slow down-
ward move.”!

This could be a sizeable benefit for high-debt countries whose
disinflation programmes are difficult to achieve because of
their public finance cost. Indeed, this public finance cost has
frequently been considered the major obstacle to full price
convergence for high-debt countries: because disinflation
would reduce seigniorage revenues and initially increase real
interest rates, at least in the first year it could make the
situation of public finance worse. Thus, it has been argued
that priority should be given to debt stabilization over price
convergence, and even suggested that disinflation could be
contradictory itself because it would make the public debt
path unsustainable and therefore ultimately force the autho-
rities to monetize the public debt.’? By reducing significantly
the public finance cost of disinflation, EMU could remove
this possible contradiction.

A precise evaluation of the quantitative gain would require
detailed country-by-country assumptions. Only a very rough
measure of the potential gains can be given here for illustra-
tive purposes. The Dutch case provides a useful benchmark
case since it is the only one for which complete convergence
of both inflation and interest rates with Germany has already
been achieved, and because, as documented in Annex B, the
two countries exhibit at least since 1983 a textbook case of
de factoe monetary union; this is presumably what some
other Member States could individually achieve within the
framework of Stage 1 by unilaterally committing thermnselves
to a fixed Deutschmark exchange rate.

From the beginning of the EMS in 1979 until 1989, the
cumulative nominal interest rate differential between the
Netherlands and Germany amounted to I! percentage
points, and the ex-post real differential to 15 percentage
points, if measured using the GDP deflator because of better
inflation performance on average in the Netherlands.” Tak-

71 This is indeed the strategy already followed by several Member States,
the most recent example being the Belgian announcement of a Deutsch-
mark peg policy. However as this type of commitment remains unilat-
eral, it cannot have the same credibility as EMU. Moreover, it presum-
ably benefits already from market expectations of the next moves
towards EMU.

7 This is known as the Sargent-Wallace (198!1) argument. For an appli-
cation to the European case, see Dornbusch (1989, 1990).

™ This differential is somewhat lower — 12,8 percentage points — if the
consumption deflator is used because of the effect of energy prices.

127


sduquenoy


Part B — The main benefits and costs

ing the nominal differential, which is the lowest of these
figures, the (gross) public finance cost of disinflation can be
approximated by 0,11 times the average value of the debt to
GDP ratio over the period (60 %), i.e. 6,6 % of GDP.74

This is not a measure of EMU savings, since disinflation is
already under way in most Member States and some ERM
members are already close to the Dutch situation. However,
these figures indicate that in the medium term potential
budgetary savings could offset the consequences of seignior-
age losses for high-inflation and high-debt countries. For
Italy, Spain, Portugal and Greece the inflation differential
with respect to Germany was above 4 % in 1989, i.e. higher
than the Dutch-German differential at the beginning of the
1980s. EMU is not an immediate prospect of course, and
these countries should first achieve a better convergence.
But starting from a reduced inflation differential (about 2
to 3%), EMU could help complete disinflation at a lower
cost than otherwise. As a benchmark, it can be assumed that
this strategy would cut the interest rate cost by half of the
Dutch figure (i.e. 5,5 cumulated percentage points). The
associated public finance benefit would range between 2,3 %
of GDP for Spain, whose debt is relatively low, to 5,4 % for
Italy. These would be once and for all gains; but in the
medium term, their budgetary impact could offset the seig-
niorage costs given in Table 5.7.

Admittedly, disinflation could also raise temporary difficult-
ies for governments whose debt is of a long maturity because
it would increase the ex-post real yield of existing bonds.
This effect, which also holds for private borrowers, arises in
any disinflation programme. It would only be significant for
countries whose government has mostly issued long-term
fixed-interest bonds, and for which EMU can be expected
to bring a significantly speedier disinflation.

Macroeconomic implications

These interest rate effects would have a macroeconomic
impact on the economy as a whole, going beyond public
finance issues. A sharp distinction has however to be made
between the effects of EMU on ex-post (or realized) real
interest rates discussed above and its effects on ex-ante real
rates which determine the investment and saving decisions
of economic agents. Genuine ex-ante real rate reductions in
the transition would boost investment and growth in the
medium run. In the long run, lower risk premiums would
stimulate investment as discussed in Chapter 3. In contrast,

7 The true public finance cost of disinflation is probably lower because a
higher (even constant) inflation rate in the Netherlands would have
raised risk premiums.
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lower ex-post real rates do not change investment decisions,
but provoke transfers between borrowers and creditors and
only impact on the real economy to the extent that agents
react to these wealth effects.

The potential for a drop in ex-ante real interest rates appears
to be smaller than for ex-post rates, as discussed in Appendix
2. In addition to the exchange risk premium effect, the
only motive for a decrease would arise ¢ither from present
expectations of real depreciation of the non-anchor countries
or conversely from expectations of real appreciation during
the first period of EMU. Both are possible, but to a lesser
extent than for ex-post rates. Regarding this second possi-
bility, it should be mentioned that an early EMU commit-
ment could have negative side-effects precisely because of
an excessive drop in real interest rates in the more inflation-
prone countries. Since irrevocably fixed exchange rates imply
nominal interest rate parity, they also imply that real rates
are the lowest in the more inflationary countries. A too early
commitment to exchange rate stability could therefore make
disinflation slower and more painful. Indeed, it has been
argued that this is already the case in countries like Italy
sinice firms can borrow abroad at a lower real rate.”> As
further discussed in Chapter 8, the right strategy should
follow a middle route between the two extremes of ‘coron-
ation theory’ and immediate commitment to exchange rate
fixity.

5.2.3. Taxation and the provision of public
goods in EMU

Throughout the foregoing discussion, it has been assumed
that Member States would retain their full autonomy in
taxing and spending decisions, i.e. that neither the level
of non-interest spending nor the structures of taxes and
expenditures would be affected. The aim of this section is to
discuss briefly whether and to what extent EMU would in
addition impose convergence in taxing and spending. Since
it is a broad and complex issue, only the main arguments
directly related to EMU will be given here.

The issue of tax convergence has already been the focus of
numerous policy discussions within the Community, but
mostly in the specific fields of indirect taxation (following
the Commission’s harmonization proposals of 1987) and
capital income taxation (in the context of capital market
liberalization). A more general discussion of taxation and
of the paralle] issue of provision of public goods and services
in the context of EMU is warranted. As argued below,

75 This peint is made by Giavazzi and Spaventa {1990).
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for taxation and spending in general EMU should not be
expected to introduce major qualitative changes with respect
to the *1992 + EMS’ reference situation. It will, however,
have an impact in specific fields, especially capital income
taxation.

Fiscal federalism and EMU

The theory of fiscal federalism’6 provides an appropriate
point of departure as it envisages issues of optimum assign-
ment in a system characterized by the existence of a large
number of local jurisdictions which independently levy taxes
on their citizens (supposedly mobile) and provide them with
public goods.” The purpose of this theory is to delimit the
respective domains of competition and cooperation among
lower jurisdictions, and to determine which resources and
functions should be assigned to higher or lower levels of
government.

The basic model is one in which goods, capital and citizens
can and do move freely across jurisdictions, where citizens
have full information and where private as well as non-
private goods and services are produced under competitive
conditions. In such a highly simplified model, individual
citizens could choose the level of public goods provision
(and related taxation) which they prefer by ‘voting with their
feet’, i.e. by moving from one jurisdiction to another in order
to find the package of goods and services that suits them
best. Jurisdictions would not be bound to uniformity; on the
contrary, some would be characterized by a higher level
of public goods provision. (e.g. in the domain of public
education), but also by higher taxes. Nevertheless, all juris-
dictions would be concerned for efficiency in public services
since a higher cost of production financed by higher taxes,
but not matched by better public services, would lead citizens
to migrate,

These conclusions are important in the Community context
as they emphasize the irrelevance of any overall requirement
for convergence in the fields of taxation and public services:
for example, following this model Member States could
retain significant differences in the level of old-age social
security contributions, provided they would be matched by
differences in real wage levels. They could also still choose
to levy taxes through a variety of different systems, subject
to a general requirement of efficiency in the management of

% For a survey of the theory of fiscal federalism and its implications for
EMU, see Van Rompuy, Abraham and Heremans (1990).

Public goods are those whose consumption by an individual does not
reduce the availability for other individuals. Classic examples are TV
broadeasting and clean air.

7

the public sector arising from mobility. Although as already
argued labour mobility is bound to remain relatively low
within the Community, at least across language frontiers,
large differences in public sector efficiency could be a motive
for enterprises and certain categories of labour to migrate.

However, the above model has immediately to be extended
to cover the issue of externalities. Benefits and costs derived
from public goods can spill over from one jurisdiction to
another: for example, better transportation infrastructures
or cultural facilities benefit residents from other jurisdic-
tions, whereas pollution is not restricted to the area in which
it originates, With neither coordination nor assignment of
those functions to a higher level of jurisdiction, the non-
cooperative equilibrium would be characterized by an insof-
ficient provision of public goods, but an excessive provision
of public ‘bads’ like pollution.”® Externalities also arise in
the tax field. Problems of tax competition originate in the
migration of tax bases, for example in the case of capital
income taxation, corporate taxation or expenditure tax-
ation.” With neither coordination nor harmonization, such
externalities would lead jurisdictions to choose too low tax
rates on mobile tax bases. A similar problem arises also as
regards interpersonal redistribution through taxation, since
if households (at least some categories of them) are mobile,
redistributive policies spill over from one jurisdiction to
another. This limits the possibility for any single jurisdiction
to engage in redistributive policies which depart from that
of its neighbours, and can generally lead to reducing the
scope for redistributive fiscal policies in comparison to each
jurisdiction’s preferences.®¢ Negative revenue spill-overs can
also exist, since an increase in taxes in a jurisdiction reduces
the income being spent on private goods produced in the
neighbouring region.®! Coordination and bargaining among
lower levels of jurisdiction, the fixing of minimum standards
in the field of taxation, revenue-sharing provisions, com-
monly agreed norms (regarding, for example, the environ-
ment) and assignment of certain resources and functions to
the higher federal levels are all, therefore, relevant techniques
in order to improve the overall welfare compared to the
non-cooperative equilibrium.

78 This risk is underlined by Van der Ploeg (1990). .

7 This should not be mixed with the mobility of citizens from one jurisdic-
tion to another. Whereas this mobility is a condition for competition
among jurisdictions to hold, mobile tax bases can give rise to problems
of tax avoidance. Examples can be found in the taxation of capital
income (Giovannini, 1989) and of corporate income.

80  See Van Rompuy ef al. (1990), and Wildason (1990).

81 See Eichengreen (1990), and Wyplosz {1990).
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Implications for EMU

The above approach offers some basic insights on the issues
of taxation and public spending in the Community. Ad-
ditions to the model, allowing for the imperfect mobility of
citizens, information costs and economies of scale in the
provision of public goods do not alter the basic results.
However, they strengthen the case for harmonization and
an assignment of resources and functions to the upper,
federal level: imperfect information increases the costs of
decentralized bargaining among jurisdictions and of the en-
forcement of agreements; economies of scale call for central-
ization. Furthermore, restrictions in the mobility of some
factors (e.g. semi-skilled workers and employees) while
others (e.g. skilled labour and capital) are mobile raises
issues of distortions and vertical equity.

In addition, the need for tax convergence can also result
from purely administrative requirements, frequently related
to the enforcement of tax compliance. This arose in two
recent cases of tax harmonization within the Community in
the context of the single market. In the case of indirect
taxation, a certain degree of convergence in VAT rates
is required as border controls are eliminated, since wide
differences in rates would give rise to tax evasion. The same
issue of tax evasion arises also in the case of capitai income
taxation where the case for minimum rates, or a common
withholding tax, specifically results from differences in na-
tional reporting systems. However on purely economic
grounds, neither of these taxes would in principle need to
be harmonized.®2

A number of studies have already discussed tax convergence
constraints which arise from the internal market and capital
market liberalization.$3 A general conclusion of these studies
is that the need for harmonization or centralization is limited
to certain categories of taxes which account for a relatively
small part of government revenues: in particular, neither
income taxes mor social security contributions need to be
harmonized, while for VAT rates, only a reduction in cross-
country differences is warranted. Corporate and capital in-
come taxation, however, are exceptional cases.

In the field of corporate income tax, a case can be made for
harmonization of the tax base and for fixing a minimum
rate as economntic ynion draws nearer. Minimum conditions
to be fulfilled are tax neutrality with respect to foreign

82 Regarding capital income taxation, it should be added that since capital
market liberalization is erga ommnes, enforcement of tax compliance
requires cooperation with non-Community governments.

83 See, for example, Artus (1988), Giovannini (1989), Gros (1989¢), Isard
{1989), CEPIL-OF CE (1990a, 1990b), and the references thereim.
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investment, cross-border cooperation, and the prevention of
tax avoidance. In the long term, some studies suggest that
as the internal market becomes the natural habitat for Com-
munity companies, the corporate income tax could become
one of the Community’s own resources.3¥ An alternative
could be to retain different tax rates but to establish a fixed
apportionment scheme (based, for example, on the share of
the country in the total EC turnover of the firm) as in certain
federal States. However, it remains to be clarified how far
existing differences in marginal effective tax rates result
in inefficient distortions in corporate resource allocation
between countries.

In the field of capital income taxation, the introduction of
a single currency would introduce a qualitative change, since
there would no longer be any currency discrimination in the
financial assets held in different Community countries. The
potential for a migration of this tax base would therefore
encompass the totality of financial assets. This would further
increase the need for a Community solution, either through
the adoption of common reporting rules or through the
establishment of a minimum withholding tax.

In other fields, the specific effects of EMU can be considered
incremental. The largest part of the effects of economic
union already result from the completion of the internal
market. As to monetary vnion, apart from the fact that it
would strengthen integration, additional effects would result
from (i) inflation convergence, (1i} tighter sustainability con-
straints on fiscal deficits and (iii) the loss of the exchange
rate instrument. None of these effects would impose a closer
convergence of the tax systems. The effects of inflation
convergence relate to the seigniorage issue discussed in Sec-
tion 5.2.1 above and would only lead to a minor increase in
taxes. Tighter constraints on fiscal deficits could lead to tax
increases in some countries, but without clear implications
for convergence. The loss of the nominal exchange rate could
lead governments to rely on tax instruments to influence the
real exchange rate, thereby leading to tax competition, but
this problem should be dealt with through coordination.

Empirical evidence derived from the experience of federal
States confirms that inter-state tax differentials are lower
within, for example, the United States than in Europe.
Nevertheless, provided specific problems arising from tax
competition are dealt with in an appropriate way, there is
still considerable room for tax autonomy.®> However, it
should be recalled that within EMU differences in the level

84 See Padoa-Schioppa (1987), Devereux and Pearson (198%), CEPII-
OFCE (1990a, 1990b).
85 See, for example, Van Rampuy et al. (1990), and Eichengreen (1990).


sduquenoy


Chapter 5. Implications for public finance

of taxation will be matched by differences in the real after-
tax income of individuals. One can therefore expect a certain
degree of pressure towards public sector efficiency to result
from a higher mobility of persons and increased competition
in the product markets.

As cross-border mobility increases, the issue of externalities
in the provision of public goods is bound to gain in import-
ance. Specific fields of Community competence like energy,
transport and the environment have been discussed in Chap-
ter 3. In other fields like for instance higher education, risks
of undersupply of public goods should as much as possible
be prevented through cooperation among Member States.

Problems might also arise in high-debt countries, since, as a
large proportion of public resources is devoted to servicing
the public debt, public goods tend to be in short supply with
respect to the level of taxes (or taxes to be too high with
respect to the provision of public goods). This creates an
incentive for agents to migrate, i.e. to repudiate the liabilities
of the previous generations. The same kind of intertemporal
problems could arise in the future due to contractual liabili-
ties embodied in social security arrangements. Generally
speaking, mobility in EMU would limit the possibility to
organize large-scale intergenerational transfers within na-
tional budgets.8® More precisely, tax convergence (resulting
either from harmonization or market pressures) could lead
high-debt countries which devote a significant part of their
resources to the interest cost of the public debt to reduce
the provision of public goods to a suboptimal level. These
problems are not severe in the short term, but deserve atten-
tion in a long-term perspective. At present they only really
cail for a sound management of public finance, rather than
specific Community initiatives.

Appendix 1: The welfare cost of a seigniorage
loss: an illustration

The welfare cost of a reduction in seigniorage can be illus-
trated by using a very simple numerical example.

Assume the welfare loss function can be represented in a
simplified fashion by:

() L =ap? +12
where p is the inflation rate, t 15 the tax rate, and a character-

izes the relative distortionary effect of taxes and inflation (a
lower a means taxes are more distortionary).

86 This relates to the discussion of sustainability in Section 5.1.2 above.

The problem of the government is to minimize L subject to
the budget constraint:

2)mpt+t=ce

where m is the monetary base and e is the level of public
expenditure, both measured as ratios to GDP (the deficit is
assumed to be zero).

Minimization of L subject to (2) yields the optimal inflation
rate:

(3) p* = em/(a + m?)

If a is not too small, and m is not too large, (3) can be
approximated by:

(3) p* = em/a

Inflation depends positively on the level of public expendi-
ture and on the distortionary effect of taxes. It also depends
positively on the size of the monetary base (except for very
small values of a).

In order to assess the welfare cost of a seigniorage loss,
suppose the monetary base is 15 % of GDP, a typical value
for southern Member States, and suppose the optimal in-
flation p* 1s 10 %, which is high and means taxes are quite
distortionary. Seigniorage revenues amount therefore to
1,5% of GDP. With ¢ = 0,4, i.e. government spending
represents 40 % of GDP, this gives the value of coefficient
a = 0,5775.

Suppose now that due to the completion of the single market
the monetary base is reduced to 10% of GDP (e.g. 2%
reserves + 8 % currency). This already reduces the optimal
inflation rate to 6,8 %. According to (2), taxes have to be
raised by 0,8 percentage point of GDP.

Assume now that due to EMU inflation is reduced to zero.
Seigniorage disappears. Taxes have to be raised by an ad-
ditional 0,7 percentage point. The associated welfare loss of
the combined decrease in inflation and increase in taxes can
be computed by using (1). It comes out to be about the
welfare loss implied ceteris paribus by a rise in taxes by one
third of a percentage point.

The above model can be modified in order to take into
account the welfare cost of excess reserve holdings. Suppose
the loss function is:

(I L=ap?+ b(m — m)? + 2

where m_, = 10 % is a technically efficient ratio of monetary
base to GDP. Coefficients a and b can be identified assuming
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that p = 10% and m=15% correspond to an optimum.
Assuming that m is reduced to m_ with the single market,
reoptimization with respect to p vields the same resuit as
above.

Appendix 2: EMU and real interest rates

This appendix discusses the effects of EMU on real interest
rate differences between Member States. The emphasis is on
the difference between the present situation, which has some
transitory elements in it, and the steady-state EMU. Both
ex-ante teal rates (R), which determine investment decisions,
and ex-post (or realized) rates (r), which are important for
the interest cost on public debt, are considered.

Perfect capital mobility and asset substitutability are sup-
posed to hold, whatever the exchange rate regime. It is also
assumed that the overall monetary policy is set by an anchoer
country in the baseline situation and by EuroFed in EMU,
but that both policies are identical, implying that the short-
term nominal interest rate for the union will be the same as
for the anchor country in the baseline.

For assets of the same category, maturity and risk, the ex-
post real interest rate differential between the home country
and the anchor country is:

(N r—r*=(—-p-i* -~ p*

where i, i* are nominal interest rates and p, p* are the rates
of inflation (starred variables denote the anchor country).
However, ex-ante real interest rates depend on expected
inflation, not on realized inflation:

(2) R — R* = (i - i* — M) + (f — Ee) + (Ee — Ep
+ Ep*)

Where R, R* are ex-ante real interest rates, and Ep, Ep* are
expected rates of inflation, Ee is expected depreciation and
is f4 the forward discount. The first term in (2), usually
referred to as the country premium, is an effect of capital
controls. It is therefore assumed to be equal to zero, which
is equivalent to say that covered interest rate parity holds.
The second term, ie. the difference between the forward
discount and expected depreciation, is the exchange risk
premium; it represents the part of the interest rate differential
which is not explained by expected depreciation. The third
term, the expected real depreciation, is non-zero if ex-ante
PPP does not hold.#’

87 This decomposition follows Frankel (1989).
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Hence, real ex-anre interest rate differentials can be decom-
posed in the following way:

(3a) R ~ R* = (¥ — Ee) + (Ec — Ep + Ep¥)

and for ex-post differentials:

@by r - r* = ({(Ep — p}-(Ep* -~ p*)} + R — R*

Assuming that real ex-ante and ex-post interest rates in the
anchor country are not affected by EMU, if subscript 0
refers to the present situation, the effect of EMU on interest
rates in the non-anchor countries is:

(4a) Rpyy — Ry = — (M — Ee)y + [( Ep — Ep*)gpy
— (Ee — Ep + Ep*)

(4b) Temu — 0= — (fd - Ee)o + [(—p +P*)EM‘U
—{e —p +p*)l —~ (Ee —e)

The first term in both expressions is due to the disappearance
of the exchange risk premjum. This effect, which 1s due to
the suppression of exchange-rate variability in EMU, should
contribute to lower rates in peripheral countries in so far as
in general the forward discount overpredicts exchange rate
depreciations.

The second term in (4a) represents the extent to which
EMU changes expectations regarding the real exchange rate.
Assuming that real exchange rates can be expected to evolve
on average in the same way in a permanent Stage I as in
EMU, this effect would be zero. However it could be import-
ant in the transition, cither because of present expectations
of real depreciation of the non-anchor currencies or, as-
suming to the contrary that norninal exchange rates are
aiready credible, beécause of remaining price divergence.88

In a similar way, the second term for ex-post real rates
corresponds to ex-post real exchange-rate change. This term
will on average be important only if there are significant real
exchange rate adjustments in the transition. It can lead
either to interest rate decreases or increases depending upon
whether the non-anchor currencies experience real de-
preciation or appreciation in the transition.

However the last term in (4b), which represents expectational
errors, is specific to ex-post rates. The associated effect,
which could be termed the ‘peso problem’, offers the possi-
bility of significant reductions in ex-post real interest rates
in the transition if exchange-rate expectations are sluggish
and/or if the commitment to a hard-currency option is not
judged credible. The experience of the last couple of years
indicates that this effect might be important.

8 In this case real rates in peripheral countries could even become lower
than in the anchor country at some stage during the transition.



Chapter 5. Implications for public finance

References

Aglietta, M., Brender, A. and Coudert, V. (1990), Globalisa-
tion financiére: Uaventure obligée, Economica — CEPII,
Paris.

Aglietta, M., Coudert, V. and Delessy, H. (1990), ‘Politiques
budgétaires et ajustements macro-économiques dans la per-
spective de l'intégration monétaire européenne’, in Lectures
critigues du rapport Delors, De Pecunia Vol. II, No 2-3,
Brusseis, September.

Alesina, A. and Tabellini, G. (1990). *Voting on the budget

deficit’, American Economic Review.

Alesina, A., Prati, A. and Tabellini, G. (1989), ‘Public confi-
dence and debt management: a model and a case study of
Italy’, CEPR Discussion Paper No 351, October.

Amalric, F. and Sterdyniak, H. (1989), ‘Interdépendance et
coopération: les legons d’une maquette’, Observations et
diagnostics économiques No 26, January.

Andersen, T. and Risager, O. (1988), ‘Stabilization policies,
credibility, and interest rate determination in a small open
economy’, European Economic Review 32, pp. 669-679.

Artus, P. (1988), ‘Integration européenne et degrés de liberte
de la politique économique’, Document de travail No 1988-
03, Service des Etudes Economiques et Financiéres, Caisse
de Dépdts et Consignations, Paris, November.

Baldwin, R, {1990), ‘On the microeconomics of EMU’, in
European Economy (1990).

Barro, R. J. and Gordon, D. (1983), ‘A critical theory of
monetary policy in a natural rate model’, Journal of Political
Economy, 91, pp. 589-610, August.

Begg, D. (1990), ‘Alternative exchange rate regimes: the role
of the exchange rate and the implications for wage-price
adjustment’, in European Economy (1990).

Bishop, G. (1990), Creating an EC monetary union with
binding market rules, Solomon Brothers Inc, February.

Bishop, G., Damrau, D. and Miller, M. (1989), Market
discipline CAN work in the EC monetary union, Solomon
Brothers Inc, November.

Blanchard, O. J. (1985), *Debt, deficits, and finite horizons’,
Journal of Political Economy, April.

Blanchard, O. J. (1990), ‘Suggestions for a new set of fiscal
indicators’, OECD/DES Working Paper No 79.

Bovenberg, L., Kremers, J. and Masson, P. (1990), “Econ-
omic and monetary union in Europe and constraints on
national budgetary policies’, paper prepared for a conference
on ‘The political economy of government debt’, University
of Amsterdam, June,

Bredenkamp, H. and Deppler, M. (1989), ‘Fiscal constraints
of a hard currency regime', in Choosing an exchange rate
regime . the challenge for smaller industrial countries, edited
by V. Argy and P. De Grauwe, CEPS/IMF.

Canzoneri, M. and Rogers, C. A. (1989), 'Is the European
Community an optimal currency area? Optimal taxation
versus the cost of multiple currencies’, American Economic
Review, November.

CEPII-OFCE (1990a), ‘Vers une fiscalité européenne?’, re-
port to the French Senate, in Rapport d'information fait au
nom de la Commission des Finances, No 211, Sénat, Paris,
April.

CEPII-OFCE (19%0b), ‘Vers une fiscalité européenne? Ob-
servations et diagnostics économiques, No 31, April.

Chouraqui, J.-Cl., Hageman, R, P. and Sartor, N. (1990),
‘Indicators of fiscal policy: a reassessment’”, OECD/DES
Waorking Paper No 78, April.

Cohen, D. and Wyplosz, Ch. (1989), ‘The European monet-
ary union; an agnostic evaluation’, CEPR Discussion Paper
No 306, April.

Cohen, D, and Wyplosz, Ch. (1990), ‘Price and trade effects
of exchange rate fluctuation and the design of policy coordi-
nation’, CEPR Discussion Paper, April.

Coudert, V. (1987), *‘Asymétries et coopération économique
européenne: le cas France - Allemagne’, Economie Prospec-
tive Internationale, 4° trimestre, No 32.

Cukierman, A., Edwards, S. and Tabellini, G. (1989) ‘Seig-
niorage and political instability’, paper presented at the
National Bureau of Economic Research Conference on Pol-
itical Economy, Cambridge, Mass., May.

Currie, A., Holtham, G. and Hallet, A. H. (1989), ‘The
theory and practice of international policy coordination:
Does coordination pay?, in Macroeconomic policies in an
interdependent world, edited by R. Bryant, D. Currie, and
R. Portes, CEPR/The Brookings Institution/IMF.

133



Part B — The main benefits and costs

Devereux, M. and Pearson, M. (1989) ‘Corporate tax har-
monization and economic efficiency’, Institute for Fiscal
Studies Report Series No 35, London.

Dornbusch, R. (1988), ‘The EMS, the dollar and the yen’,
in The European Monetary System, edited by F. Giavazzi,
S. Micossi and M. Miller., Banca d’Italia, CEPR.

Dornbusch, R. (1989), ‘Ireland’s disinflation’, Economic Pol-
icy, April.

Dornbusch, R. (1990), Problems of European monetary inte-
gration, mimeo, Massachusetts Institute of Technology.

Drazen, A.(1989), ‘Monetary policy, capital controls and
seigniorage in an open economy’, in A European Central
Bank?, edited by M. De Cecco and A. Giovannini, Cam-
bridge Unijversity Press.

Eichengreen, B. (1990), ‘One money for Europe? Lessons
from the US currency union’, Economic Policy WNo 8,
pp- 173-209.

European Economy (1990) — ‘The economics of EMU’,
special 1ssue.

Frankel, J. (1989), ‘Quantifying international capital mo-
bility in the 1980s’, NBER Working Paper No 2856, Na-
tional Bureau of Economic Research, Cambridge, Mass.,
February.

Frankel, ]. and Razin, A. (1987), ‘The Mundell-Fleming
model: a quarter of a century later’, IMF Staff Papers,
Volume 34, No 4, December,

Froot, K. and Frankel, J. (1989), ‘Forward discount bias:
is it an exchange risk premium?’, Quarterly Journal of Econ-
GHICS.

Giavazzi, F. (1989), ‘The exchange rate question in Europe’,
EC Economic Paper No 74, Januvary.

Giavazzi, F. and Giovannini, A. (1987) “Exchange rate and
prices in Europe’, Weltwirtschafiliches Archiv 124, No 4,
pp. 592-604.

Giavazzi, . and Spaventa, L. (1990), *The new EMS’, CEFR
Discussion Paper No 369, January.

Giavazzi, F. and Pagano, M. (1989}, *Confidence crises and
public debt management’, CEPR Discussion Paper No 318,

Giovannini, A. (1989), ‘National tax systems versus the
European capital market’, Economic Policy No 9, October.

134

Giovannini, A. {1990), ‘Money demand and monetary con-
trol in an integrated European economy’, in European Econ-
omy (1990).

Grilli, V.(1989), ‘Seigniorage in Europe’, in 4 European
Central Bank?, edited by M. De Cecco and A. Giovannini,
Cambridge University Press.

Gros, D. (1989a), ‘Seigniorage and EMS discipline’, Centre
for European Policy Studies Working Document No 38,
Brussels.

Gros, D. (1989D), ‘Seigniorage in the EC: the implications
of the EMS and financial market integration’, IMF Working
Paper No 89/7.

Gros, D. (198%c), *Capital-market liberalization and the
taxation of savings’, Centre for European Policy Studies,
Working Party Report No 2, Brussels.

Hagemann, R. and-Nicoletti, G, (1989), ‘Ageing popu-
lations: economic effects and implications for public fi-
nance’, OECD/DES Working Papers, No 61, January.

Hughes Hallet, A., Holtham, G. and Hutson, G. (1989),
‘Exchange rate targeting as surrogate international cooper-
ation’, in Blueprints for exchange-rate management, edited
by M. Miller, B. Eichengreen and R. Portes, Academic Press.

Isard, P. (1989}, ‘Corporate tax harmonization and Euro-
pean monetary integration’, CEPS Working Document
No 41, Brussels.

Krugman, P. (1989), Exchange-rate instability, MIT Press.

Kydland, F. E. and Prescott, E. C. (1977), ‘Rules rather
than discretion: the inconsistency of optimal plans’, Journal
of Political Economy, Vol. 85, No 3.

Lamfalussy, A. (1989), ‘Macro-coordination of fiscal policies
in an economic and monetary union in Europe’, in Collection
af papers, Report on ecanomic and monetary union in the
European Community (Delors Report), Commission of the
EC.

Mankiw, G. (1987), ‘The optimal collection of seigniorage,
theory and evidence’, Journal of Monetary Economics, 20,
pp. 327-341,

Masson, P. and Melitz, J, (1990), ‘Fiscal policy independence
in a European monetary union’, CEPR Discussion Paper,
No 414,


sduquenoy


Chapter 5. Implications for public finance

Masson, P., Symansky, S., Haas, R. and Dooley, M, (1988),
‘Multimod: a multi-region econometric model’, Staff studies
for the world economic outlook, International Monetary
Fund, Washington, July.

McDougall, Sir D. (1977), The role of public finances in
European integration, Commissicn of the EC.

Mohlo, L. (1989), ‘European financial integration and rev-
enue from seigniorage: the case of Italy’, IMF Working
Paper, No 89/41, Washington.

Neuman, M. J. M. (1990), *Central bank independence as a
prerequisite of price stability’, in European FEconony (1990).

Nicoletti, G. (1988), ‘A cross-country analysis of private
consumption, inflation and the debt neutrality hypothesis’,
OECD Economic Studies, No 11, autumn, pp. 43-87.

OECD (1990), OECD Economic Qutlook, No 47, Paris, June.

Oudiz, G. (1985), ‘European policy coordination: an evalu-
ation’, Recherches économigues de Louvain, Volume 31,
No 3-4.

Oudiz, G. and Sachs, J. (1984), ‘Macroeconomic policy
coordination among the industrial economies’, Brookings
Papers on Economic Activity, No 1.

Padoa-Schioppa, T. (1987), Efficiency, stability and equity,
Oxford University Press, Oxford.

Padoa-Schioppa, T. (1990), ‘Fiscal prerequisites of a Euro-
pean monetary union’, Conference on Aspects of Central
Bank Policymaking, organized by the Bank of Israel and
the David Horowitz Institute, Tel Aviv, January.

Phelps, E. S. (1973), ‘Inflation in the theory of public fi-
nance’, Swedish Journal of Economics, No 75, pp. 67-82.

Poterba, J. M. and Rotemberg, J. J. (1990), ‘Inflation and
taxation with optimizing governments’, Journal of Money,
Credit and Banking, February.

Sargent, T. and Wallace, N. (1981), ‘Some unpleasant mone-
tarist arithmetic’, Federal Reserve Bank of Minneapolis Quar-
terly Review.

Van der Ploeg, F. (1989), ‘Monetary interdependence under
alternative exchange rate regimes: a European perspective’,
CEPR Discussion Paper, No 358.

Van der Ploeg, F. (1990), *Macroeconomic policy coordi-
nation during the various phases of economic and monetary
integration in Europe’, in European Economy (1990).

Van Rompuy et al. (1990), ‘Economic federalism and the
EMU, in European Economy (1990).

Wyplosz, Ch. (1990), ‘Monetary union and fiscal policy
discipline’, in European Economy (1990}).

Wildason, David E. (1990), ‘Budgetary pressures in the EEC:

a fiscal federalism perspective’, American Economic Review,
May.

135



Part B — The main benefits and costs

Chapter 6

Adjusting without the nominal
exchange rate

The loss of the exchange rate as a policy instrument has
important implications for macroeconomic stability. In a world
in which countries are faced by unexpected shocks of either
domestic or foreign origin, real and nominal macroeconomic
varigbles will tend to fluctuate. A large variability of variables
such as output or inflation is generally considered 1o be wel-
Sare-reducing. The disappearance of the nominal exchange
rate, asswming it is instrumental in affecting macroeconomic
variahility, could therefore have implications in terms of wel-
fare.

How serious is this loss likely to be for EC Member States? Are
there alternative means of handling country-specific economic
shocks? These are the guestions addressed in this chapter.

Graph 6.1 gives an overview of the chapter. If shocks are
symmetric, intra-Community exchange rates are not needed.
If shocks are asymmetric (Section 6.2), intra-EC exchange
rates could be used { Section 6.1). This possibility is no longer
present in EMU, and so either factor adjustment (Section
6.3) or financing must take its place. The combination of
asymmetric shocks and factor adjustment is a major determi-
nant of the impact of EMU on macroeconomic stability { Sec-
tion 6.4). Financing may either be private, through capital
Jlows (Section 6.5), or public. In the latter case, both national
borrowing (Section 6.6) or Community transfers {Section
6.7) could be used. The choice between adjustment instruments
depends on collective welfare considerations. The first choice
between factor adjustment or financing concerns the trade-off
between the real wage and employment. Secondly, within
the financing instrument, equity considerations determine the
choice between national or Community financing, subject to
the requirements of fiscal discipline.

The conclusions can be summarized as follows :

The fixing of exchange rates within the Community represents,
at worst, only a very limited loss :

(i} Fixing intra-Community exchange rates in EMU still
leaves the possibility for the Community to change its
exchange rate with respect to the rest of the world.

(ii} For the original members of the exchange rate mechan-
ism of the EMS, nominal exchange rates have hardly
changed at all for several years. The ‘cosis' associated
with this nominal fixity have been borne or adjusted to
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already, although the benefits of EMU are still to be
obtained.

(i) Since wages and prices are rigid in the short run,
nominal exchange rate changes may affect real ex-
change rates for a while. This may dampen output
Suctuations, bur may increase inflation fluctuations.
Over a longer period, nominal exchange rates tend
at best to accommodate inflation differentials without
having a lasting impact on real exchange rates.

{iv) Real exchange rate changes are still possible through
relative price movements within EM U, as the examples
of existing federations and the experience of the EMS
clearly show.

{v) Taking long-run trends, real exchange rates do not seem
to contribute much in sustaining growth differentials
between Community countries, since there are many
other factors involved.

(vi) Economic integration will make the occurrence of coun-
try-specific shocks less likely since product differen-
tiation tends to dominate product specialization.

(vii} Enhanced competition in the internal market will ensure
that profit margins carry part of the price adjustment
burden.

(viii) Wage discipline will also be more effective in a credible

EMU, as witnessed already in the EMS, but this will

need encouragement. To a minor extent, greater re-
gional and occupational mobility may also contribute
to labour marker flexibility.

Additional financing will facilitate adjustment and help cushion
shocks:

{ix) EMU removes the external constraint inside the Com-
munity, facilitating external financing of temporary
external imbalances for individual countries.

{x) Budgetary policy, at central and national level, will also
help adjustment or cushion it, provided a certain trade-
off between national budgetary autonomy and central
public finance is respected.

Overall, EMU will probably improve macroeconomic stab-
ility :

(xi) The disappearance of exogenous asymmelric infra-
Community exchange rate shocks, the absence of non-
cooperative exchange rate policies and the disciplinary
effect on wages and prices tend to offset the negative
impact of asymmetric shocks.

{(xii} Compared to a floating exchange rate regime inside the
Community, EMU will reduce the variability of output
and notably inflation; compared to the EMS, variability
also decreases, since asymmetric monetary policy is
replaced by a common monetary policy which is con-
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| GRAPH 6.1 : Schematic overview of the chapter
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cerned with macroeconomic stabilization of the Com-
munity as a whole.

(xiti} The decrease in output and inflation variability may be
experienced by all EM U members, but is also dependent
on national economic policies and the behaviour of
economic agents, notably for output stabilization.

6.1. Do nominal exchange rate changes have real
effects?

In discussing the real effects of exchange rates, it is usually
assurmed that there is a shock to external demand or inter-
national competitiveness which brings the current account
out of equilibrium. A change in the real exchange rate may
then ensure the return to equilibrium. The usefulness of
the nominal exchange rate instrument should therefore be
judged in the context of changes in real exchange rates. In
the case of an adverse shock, a lasting real exchange rate
depreciation requires a decrease in the real wage.! With
nominal wages highly responsive to unemployment, this
would happen immediately and the nominal exchange rate
instrument would not be needed. The potential usefulness
of the nominal exchange rate therefore derives from the fact
that nominal wages are not fully flexible downward. ?

In such a case, a devaluation has the benefit of ‘front-
loading’ the required real exchange rate adjustment. Under
normal conditions, 3 the improved real exchange rate and
the higher level of import prices will start to improve the
trade balance rather fast. After a while, however, import
prices work through into consumption prices. These price
increases will sooner or later feed through in nominal wages
and therefore in domestic output prices, undoing the initial
real depreciation brought about by the nominal depreciation.
Consequently, unless the real wage decreases some time after
the nominal exchange rate adjustment, there is no lasting
real depreciation. Thus, the slower wages are indexed to
prices, the higher is the benefit derived from the nominal
exchange rate. As a drawback, however, the increase in
domestic inflation may increase inflationary expectations,
implying an inflationary cost for the devaluation instrument.

These arguments may be illustrated empirically in several
ways,

1 See Dornbusch (1980).

2 This discussion does not treat explicitly the use of the exchange rate to
neutralize imported inflation through nominal appreciation. However,
this aspect is present implicitly through the real effects of inflation.

3 Well-known is the so-called Marshall-Lerner condition for price elastici-
ties, but this is a special case of a more general condition on elasticities,
{see Gandolfo {1987)).
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Firstly, the relationship between nominal and real effective
exchange rates at the intra-EC level may be examined. Em-
pirical evidence shows that the quarterly growth rates of
nominal exchange rates are highly correlated with those of
real exchange rates for the same quarter. For the period
1979-89, using effective real exchange rates with respect to
Community partners with unit labour losts in manufacturing
as deflator, these correlations range from 0,75 to nearly 1.0
depending upon the country.* This does not necessarily
imply that the levels of nominal and real exchange rates are
also correlated in the long run.

A formal test of such a correlation, which is also called co-
integration, is presented using quarterly data for 1980-89 in
Appendix 6.1. It shows that the levels of nominal effective
intra-EC exchange rates of all Community countries are
non-stationary, i.e. they have no tendency to return to a
given mean. The same result is found for the corresponding
real exchange rates, except for Belgium/Luxembourg, the
Netherlands and Portugal. Since for these three countries
the real exchange rate returns to a mean but the nominal
exchange rate does not, their levels are by definition not ‘co-
integrated’. For the remaining eight countries, which could
still be co-integrated, a further test reveals that this is not
the case. Although the levels of nominal and real X-rates are
therefore not correlated in the long run for all Community
countries, a change in the nominal X-rate may go hand in
hand with a change in the real X-rate for quite some time.
Using some plausible parameters for a wage-price block,
Annex D gives an example showing that 50 % of the effect
still remains after two years, and that it only disappears
completely after five years.

A second illustration of the theoretical argument concerning
the impact of a devaluation compared to a situation where
it is not available may be obtained from model simulations
(see Box 6.1). In a first simulation, a permanent negative
shock to exports was simulated, keeping nominal exchange
rates fixed. In a second simulation, the same shock was
imposed, but in addition a devaluation was assumed to take
place at the same time as the export shock.’ With respect
to real exchange rates, output and inflation, this exercise
illustrates the following points:

4 This is a property generally observed among floating exchange rates
(see Mussa (1986)).

5 In both simulations, the nominal exchange rate was kept constant at
baseline values, or baseline values after the devaluation. Government
expenditure was assumed to be unchanged in real terms, while nominal
interest rates were also kept at their baseline values. The devaluation
was chosen so as to bring nominal GDP back to its baseline value in
year 7 after the shock.
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Box 6.F: Model simulation of an export shock with and without
devaluation

The impact of a devaluation in the face of negative export shocks
was simulated with the Commission’s Quest model. € In a first
simulation, the Quest submodel for France was simulated with
a permanent negative shock to exports of 5%. In a second
simulation, the same shock was imposed, but in addition a
devaluation of 7,25 % was assumed to take place at the same
time as the export shock.

Graph 6.2.(a) displays the trajectory of deviations with respect
to baseline (assumed to be the equilibrium value) for real GDP
and the real effective exchange rate over a period of seven years.
The initial equilibrium is at point A. The negative export shock
shifts the demand curve D inward to D’. Without adjustment
of the real wage, a new equilibrium with output below potential
would be established at a point like B. However, in order to
restore the equilibrium for output equal 1o potential, at point
A’, the real wage would have to decrease to move to the long-
run supply curve AA'. With short-run price stickiness, however,
the short-run supply curve will be completely inelastic (horizon-
tal), and there will be underutilization of production capacity
at point B before the economy moves upwards along the new
demand curve D’, passing through E and further upwards to
the extent that real wages decrease sufficiently to reach the fong-
run supply curve,

The trajectory of the simulation without devaluation (solid
curve) follows this path, and comes close 10 a new equilibrium
at point A’ after seven years. The effect of the devaluation is to
shift the shori-run horizontal supply curve AB upwards to a
point such as C, which is still characterized by output below
potential. If real wages do not change, the economy will stay at
point C with cutput below equilibrium. To return to equilibrium
output, a decrease in real wages is still needed. The conclusion
is thus that the devaluation diminishes the output loss in the
short run, but that real wage adjustment is delayed as well as
the return to equilibrium output.

Moreover, as illustrated in Graph 6.2.(b), the delayed adjust-
ment has its price in terms of inflation. Without devaluation,
the negative demand shock shifts the equilibrium output level
to a point such as B. The real wage decrease shifts the equilib-
rium back to its original level, but at a lower rate of equilibrium
inflation, at point A’. The effect of the devaluation is, instead
of moving to a point like B, to use inflation to move upward a
short-run Phillips curve and have higher output, at E, in ex-
change for more inflation. The result is that there will be less
output loss but for a longer period, and that given the upward
shift in the short-run Phillips curve to a point as high as D,
relatively more inflation is incurred than without devaluation.

A further discussion of these issues, mcludmg the role of the
Phillips curve, is given in Annex D

¢ Sec Bekx er af. (1989).

GRAPH 6.2: Adjustment with and without devaluation
(percentage deviation from baseline)

I5 (a) Rcal cxchangc rale

with devatuation

long-run
supply curve
=10 . o i [ SR L .
-4 -3 -2 -1 4] 1 2 3 4
Real GDP
{b) Inflation
2
1i
0.
_1n
-3
-3 . - . L a
+2 +1,5 +1 +05 o0 -05 -1 1,5 -2

Real GDP

This graph presenis the time-paths for combinations of the real exchange rate or
inflation {on the y-axes) and real GDP (on the x-axis), both measured as percent-
age deviagions from baseline values. If the baseline values are interpreted ds the
equilibrium values, these graphs show how fast the real exchange rate, inflation
and real GDP adjust to their equilibrium values afier a negative export shock 10
1he French model of § %. with and without devaluation. J

139



Part B — The main benefits and costs

(i) The degree of initial output loss without devaluation is
higher than with devaluation. 7 This is the advantage of
using the exchange rate instrument: it cushions the size
of the immediate output shock in the first few years
through its direct effect on real exchange rates.

(ii) Without devaluation, the return to equilibrium output
is faster than with devaluation, where there is a delay
in real-wage adjustment. This is the disadvantage of
the devaluation: the output gap will take longer to
disappear. This is due to the fact that the output gains
from a devaluation cause tensions on the labour market
which increase the real wage above its equilibrium level
(see Annex D),

(iii} The ‘soft landing in the case of a devaluation has its
counterpart in the fact that the devaluation results in
a higher inflation rate than in the situation without
devaluation.

A devaluation, therefore, has the benefit of not causing as
much initial output loss as without devaluation, but the
return to equilibrium takes more time and is accompanied
by higher inflation.

Overall, therefore, nominal exchange rates may have an
impact on real exchange rates for, say, two to five years, but
this does not persist in the long run. The main advantage
derived from the nominal exchange rate instrument resides
in ‘front-loading’ the real exchange rate adjustment needed
when a country is faced with an adverse shock. This reduces
the initial cutput loss, but does not substitute for real wage
adjustment. Delayed adjustment of the latter may even pro-
long the situation of underemployment of productive ca-
pacity. Moreover, a devaluation may shift inflationary ex-
pectations upward, thus also delaying the disinflation pro-
cess needed to restore equilibrium.

This analysis is based on the role of nominal exchange rate
changes in adjusting to shocks, starting from a situation of
equilibrium. As is obvious from events in Eastern Europe
or many developing countries, moving exchange rates to an
appropriate level can play a useful role in a situation where
economic reform or structural adjustment is required start-
ing from a situation of clear disequilibrium. This, however,
is not so relevant for Community countries in EMU.

6.2. 'Will asymmetric shocks diminish in EMU?

In a perfectly syinmetrical world with countries identical in
size, structure, behaviour and preferences, which all undergo

7 Qutput is assumed to be measured by GDP.
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the same shocks (unanticipated events), real exchange rates
would not have to change. Only if the economic system
displays asymmetries, may real exchange rate adjustments
be needed. In the context of EMU, the question therefore
arises whether asymmetries will have a tendency to decrease
or to increase relative to the present situation. The cost of
losing the nominal exchange rate (assuming it to be a valid
instrument in at least some degree) will be diminished if
asymmetries tend to disappear.

A useful way of analysing asymmetries is to look at different
kinds of shocks and see how they may turn into asymmetries.
Shocks may be classified (see Box 6.2) according to whether
they are:

(i) common or country-specific;
(i1} temporary or permanent.

Obviously, shocks are asymmetric if they are country-
specific, such as policy shocks, resource shocks or changes
in behaviour. Common shocks such as external shocks or
sector-specific shocks, even when they are initially symmetric
in nature, may however be asymmetric in their consequences,
depending on differences among countries in initial situ-
ations, economic structures (e.g. production structures),
economic behaviour or preferences. Each of these cases has
to be analysed separately, therefore.

6.2.1. Country-specific shocks
Country-specific shocks are by definition asymmetric.

A first but simple approach to identifying the existence of
country-specific shocks is to compare the behaviour of the
same varniable, e.g. real GDP, among two countries. If the
variance of such a variable, when aggregated for these two
countries, is greater than the variance of their difference, one
may conclude that the variables are behaving symmetrically
rather than asymmetrically.® A disadvantage of this ap-
proach is that it does not tell where the asymmetries come
from. They may in fact be a combination of unknown
country-specific and common shocks, the latter perhaps in
combination with an asymmetric system.

Applying this approach to German and French data for real
GDP, the GDP deflator, real wages and current account
balances, Cohen and Wyplosz (1989) find symmetric behav-

& In mathematical terms: if the correlation between x and y is positive
(symmetry), the variance of x + y will be larger than the variance of
X — ¥, and vice versa when the correlation is negative,
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Box 6.2: A taxonomy of shocks

In discussing the nature of shocks, it seems useful to search for
an operational definition of what a shock really is. In order to
do so, some sort of economic system has to be taken as reference.
In the context of EMU, the reference economic system is taken
to be a member country of EMUJ,

Secondly, a set of variables has 1o be defined which are con-
sidered to be determined endogenously and simultaneously in-
side the system. These can be taken to be the usual macro-
economic and sectoral variables such as output, inflation and
employment. Given these definitions, a shock may be defined
as any unanticipated event which has a direct or indirect impact
on the endogenous variables of the reference system without,
however, being part of them. Given this definition, a country-
specific or local shock may be defined as a shock having a direct
impact on only one country. Similarly, a common shock may
be defined as a shock having a direct impact on all member
countries of the union. A second distinction arises from the
duration of the shock. A temporary shock is an event that
disappears after a period of time, while a permanent shock is
an event that remains present over the time period considered
{this does not preclude that it eventually disappears).

Evidently, common shocks may have diverging effects in differ-
ent countries if these countries do not react to these shocks in
the same way, for example because they are in different initial
situations, have different economic structures, display different
behaviour of economic agents or have different policy prefer-
ences. Therefore, a distinction within common shocks has to be
made on the basis of whether their impact is comparable or
dissimilar among countries. If the impact of a shock {mostly a
common shock) is comparable among countries, this will be
referred to as a symmetric shock, if it is a country-specific shock
or a common shock with an asymmetric impact, it will be called
an asymmetric shock.

Common shocks versus country-specific shocks

In the EMU framework of reference, the two common shocks
having had the largest impact over the last two decades have
undoubtedly been the oil price hikes of 1973/74 and 1979 (typi-
cally sector-specific shocks) and the increase in interest rates in
the United States which provoked the 1981-82 recession (i.e. a
common external shock for the Community).

Country-specific or local shocks may be subdivided in a number
of categories. A first source of local shocks arises from domestic
policy instruments, to be broadly distinguished between monet-
ary and budgetary policy. It might be argued that these instru-
ments in fact react to changes in domestic economic perform-
ance, are therefore endogenously determined and not to be
considered as shocks. This is certainly true for some elements
of budgetary policy, but other elements, however, are of a more
discretionary nature. Unless it is assumed that fiscal fine-tuning
is still possible, changes in these elements will therefore act as
random shocks to the national economy.

A second important set of country-specific shocks relates to
changes in domestic natural, human or capital resources. Since
resource shocks, notably concerning human resources, are evolv-
ing gradually over time, they tend to be of a permanent nature.
The same can be said of capital resources to the extent that it
concerns technical progress.

A third set of country-specific shocks resides in changes in
behaviour of economic agents (households, firms). These
changes may arise from changes in taste, business climate or
any other form of news that has a random pattern in influencing
cconomic behaviour. In econometric terms, these shocks are
contained in the residuals of the behavioural equations.

Finally, if the concept of a shock is defined rather broadly, a
fourth category of shocks is formed by inertia. This can be
explained as follows. A broad definition of a shock would define
it as all events without which the endogenous variables of the
economic system would not change. Under this definition, past
values of endogenous vaniables of the system, or inertia, which
influenice the present endogenous variables are also to be con-
sidered as a shock. They are the consequence of the existence
of permanent shocks.

There is no unique measurement system available for shocks,
be they common or country-specific. The main issue involved
here is that shocks have different dimensions. How to compare
an oil price increase to an earthquake, for instance? In order to
circumvent this problem, the impact of a shock on one of the
endogenous variables could be taken as a yardstick. Since the
endogenous variables of the system are all determined simul-
taneously, a representation of the system which determines them
is needed in order to be able to assess the final impact of a shock
on any particular endogenous vaniable. A natural candidate for
such a representation is an econometric model. See Annex D
for an example.
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iour to dominate for these two countries. Using data for the
original members of the exchange rate mechanism (ERM)
of the EMS before and after the start of the EMS, Weber
(1990) has applied the same approach to all possible combi-
nations between these countries. He finds that rates of in-
flation, as well as domestic demand and supply shocks, tend
to be dominated by symmetric behaviour.”? Real wages, on
the other hand, tend to be dominated by asymmetric shocks,
and similarly for enemployment rates during the EMS per-
iod. This shows precisely the weakness of this approach:
asymmetric unemployment shocks may both have been the
cause or the result of the real wage asymmetries. If they were
the cause, the real wage asymmetries may be seen as a way
of adjusting to these shocks. On the other hand, if real wage
asymmetries caused the unemployment asymmetries, this
would be perceived as less optimal.

A second approach is to use a complete model to analyse
the origin of country-specific shocks. Fair (1988), for in-
stance, has decomposed the variance of US real GNP and
the GNP deflator into components due to the residuals of
estimated equations for demand, supply, fiscal and monetary
variables. While equation residuals represent shocks in econ-
omic behaviour, shocks may also come from other sources
{see Box 6.2). Annex C therefore presents an exhaustive
analysis of sources of short-term macroeconomic fluctu-
ations based on mode! simulations. The results, even though
they focus on the very short run, !° suggest that shocks in
the four big Community countries are permanent rather
than temporary. About 50 % of the temporary shocks is
due to equation residuals, i.e. shocks in the behaviour of
economic agents. In addition, government policies, such as
shocks in monetary policy, tax rates or government expendi-
ture, also act as a source of fluctuations, albeit to a minor
extent. In EMU, the latter factor as a source of country-
specific shocks may be attenuated through the impact of
multilateral surveillance.

6.2.2. When are common shocks asymmetric?

While country-specific shocks are by definition asymmetric,
there are several circumstances under which a common shock
may also have an asymmetric impact. This depends on
the integration of product markets, differences in economic
structures, differences in economic behaviour, divergences
of initial situations or asymmetric preferences of govern-

?  The main exception is Germany for demand shocks.
19 This is due to the fact that enly the impact of shocks in the first quarter
was calculated.
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ments. The last two sources of asymmetries will not be
discussed here, since they are more related to the issues of
transition and policy coordination. !!

Product market integration

If product market integration is characterized by inter-indus-
try specialization, this implies that a common shock to a
specific sector (e.g. a general drop in demand for a certain
product) will asymmetrically affect the country in which the
industry concerned is located. On the other hand, if intra-
industry specialization is taking place, the shock wili be
more symmetric, affecting all industries in different countries
involved in the production of the product cencerned.

Within the Community, product market integration tends
to be of the intra-industry type, notably in the manufacturing
sector. 12 A recent study by the Commission of the EC
(1990), for instance, finds that except for Portugal and
Greece the share of intra-industry trade in intra-Community
trade varied between 57 % and 83 % in 1987. Since intra-
industry integration is characterized by the occurrence of
economies of scale and product differentiation, the removal
of barriers obstructing the exploitation of these advantages
will increase intra-industry integration. 13 Consequently, the
completion of the internal market is likely to render the
effects of sector-specific shocks more symmetric. This re-
lationship is confirmed empirically if an index for symmetry
is compared to an index of trade barriers which may be
expected to disappear with the internal market (see Box 6.3
and Graph 6.4). Relatively speaking, this also holds for
the lagging Community countries, whose specialization is
presently more of the inter-industry type, from which they
tend to switch to intra-industry specialization.

' For a discussion of the coordination problems in the case of different
starting positions for the current account, see Masson and Melitz (1990).
Begg (1990) also analyses the coordination problems in attaining an
equilibrium from different starting positions. For an analysis of asym-
metric government preferences, see Tootell (1990).

12 See Greenaway and Milner (1986) for an overview.

13 Jacquemin and Sapir {1988), for instance, find a negative effect of
economies of scale on the Community share in total imports of Ger-
many, France, Italy, and the United Kingdom for 1983, They interpret
this as being the result of fragmented markets in the Community which
have not allowed full exploitation of economies of scale.
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Box 6.3: How asymmetric are sector-specific shocks?

If a common sector-specific shock occurs, the output of the
sector concerned in a particular country would tend to move
more in conjunction with the output of the same sector in other
countries than with the output of other sectors in the same
country. The more this phenomenon can be observed empiri-
cally, the more there is a general tendency for (a) the occurrence
of common sector-specific shocks and (b) symmetric effects of
the common shocks.

This has been tested on indices of industrial production for 31
sectors for all 12 Community countries. On the basis of statistical
tests, an indicator has been developed which is able to say
whether, at Community-wide level, a sector has undergone sym-
metric or asymmetric shocks. The indicator was constructed as
follows. For each of the 31 sectors s in each of the 12 Community
countries j for which data on the volume of industrial production
are available, the annual growth rate of industrial production
ysjt was regressed on a sector-specific variable x;, and a country-
specific variable z;:

—_ * *,
—asj+bij + ¢ %z,

ysjl sjt ) “jt”

The percentages of variance explained by the sector-specific
variable or the country-specific variable alone were aggregated
over countries using production weights. The difference between
the aggregated explained variances constructs the indicator,
which therefore ranges between — 100 and 100. For each re-
gression, the sector-specific variable x; was defined as the first
principal component of the growth rates of industrial production
in the same sector in all other (i.e. excluding country j) Com-
munity countries. Similarly, the country-specific variable z;, was
defined as the first principal component of the growth rates of
industrial production in all other (i.e. exeluding sector s) sectors
in the same country. The indicator is presented in Graph 6.3.

Inevitably, the indicator is surrounded with uncertainty. Never-
theless, several broad trends may be distinguished.

In the first place, natural circumstances cause several sectors to
undergo asymmetric shocks because they produce products
which are mainly destined for their local market. This concerns
sectors such as the coke-oven industry, the printing industry, the
construction sector and the production of timber and wooden
products.

Secondly, there are sectors which produce relatively homo-
geneous poods with few trade barriers and which therefore
are subject to symmetric shocks. This applies to petroleum
extraction, the tobacco industry, the drinks industry and the
metal industry as a whole.

Thirdly, for the remaining sectors the existence of trade barriers
inside the Community seems to determine whether they are
subject to symmetric or asymmetric shocks. This hypothesis is
tested by looking at the correlation of the symmetry indicator
with an indicator for trade barriers inside the Community. 14
The scatter plot in Graph 6.4 and the corresponding regression
line show a significant negative relationship between the exist-
ence of trade barriers and the symmetry of shocks. Conse-
quently, it can be expected that the completion of the internal
market will tend to reduce the occurrence of asymmetric sector-
specific shocks.

" The indicator for trade barriers is defined, per sector, as the percentage increase in

intra-Community trade of products produced by this sector as a conscquence of
campleting the internal market. This is the Stage [ integration effixt of the removal
of trade barriers, see European Econony *The economics of 1992°, Commission of the
European Comtnunities {1988, Table A5, column (i) }. Graph 6.4 incorporates all the
sectors of Graph 6.3 for which these dala were available. The regression line has the
following characteristics:

I=367— 12,6°TB RZ = 0,435

(33,7 (33)
with I the asymmetry index and TB the trade barrier index (standard errors in
brackets).

Economic structures

Differences in economic structures may cause a national
economy to react differently to a common shock than other
members of the union. Consequently, common shocks may
result in asymmetric effects on economic objective variables
such as output, employment and inflation.

An often cited example of an asymmetric structure is the
presence of oil and natural gas production. Nevertheless,
such differences in the availability of primary energy pro-
duction may not necessarily show up in comparable differ-
ences in all economic variables. Table 6.1, for instance, illus-
trates the effects of differences in economic structure after a
10% in oil prices using 1980 input-output tables. Taking
into account international price linkages, domestic prices in
the two oil/gas-producing countries the Netherlands and the

United Kingdom increase by 1,7-1,9 %, whereas domestic
prices in the other countries increase by 1,3-1,4 %. Given
the particularities of this example {(an industry for which
production endowments are very different, and which has
generated very large shocks in the past), the figures may
serve as an upper bound.

The effects of economic structure are not confined to the
structure of production, but may also concern the structure
of consumption, the labour market or internaticnal trade.
Nevertheless, the production structure is an important
source of asymmetries. In fact, production structures tend
to become more similar in the case of intra-industry special-
ization. Given the tendency already noted towards intra-
industry specialization, this again suggests that the effects
of common shocks become less asymmetric as integration
proceeds.
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Table 6.1

Effects of economic structure on domestic prices after an increase of
10% in oil prices, using 1980 input-output tables
(%)

Without price linkages

With price linkages

Germany 1,3 1,2
France 1.4 1,3
Italy 1,3 1,2
WNetherlands 1,9 1,7
United Kingdom 1,7 1,6

! Price linkages among the five countries.
Source: Giavazzi and Giovannini (1987).

[ GRAPH 6.3: The symmetry and asymmetry of sector- T
specific shocks in the EC: 1979-88
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This graph compares the symmetwry/asymmetry index descnbed m Box 6.3 among a
number of sectors for the Community average. The index ranges beiween — 100 and
100 and is defined as the difference between the variance of the growih rate of sectoral
production in a country explained by production growth in the same sector in ather
countries (symmetry) compared to production growth in other sectors in the same
country (asymmetry). A positive index for a sector means 1hat the variation of growth
rates of industrial preduction in that panticalar sector is, per country, more correlated
with that of the same sector m othet countries than with that of other sectors in the
same country. The interpretation is that sector-specific shocks in that case are sym-
metric. A negative index implies the converse, and is 4n indicauon of the predominance
of asymmetre shocks.
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Behaviour of economic agents

Differences in behaviour of economic agents in the face of
similar shocks may be an important source of asymmetric
effects of common shocks. This is particularly true for wage
behaviour due to its central role in the determination of
inflation, real exchange rates and unemployment, Different
degrees of real wage rigidity will imply different effects
on unemployment. An analysis of differences in real wage
rigidity may therefore reveal an important source of asym-
metric shocks.

From a macroeconomic point of view the flexibility of real
labour costs depends on two factors:

GRAPH 6.4: The symmetry of shocks and trade barriers in
the EC

® Symmetry of shocks {index), 1979-88
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Trade barriers (%)

This graph plots the symmetry‘asymmetry index of Graph 6.3 (y-anis) agamst a
measure of trade barmers. A negative comrelation between ibe two means that the
existence of trade barriers may be a factor causing asymmetric shocks. Consequently,
the removal of trade barriers in the context of the completion of the internal market
may be expected to make shocks more symenetric. The trade barmer indicator has
been taken from Eurepean Economy No 35, Table A.5. column (i). It corresponds to
the Stage I integration effect of the removal of trade barriers. J
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(i) The price elasticity of nominal wages. The smaller the
degree of indexation of nominal wages, the smaller will
be the inflationary effect of the wage-price spiral. This,
in turn, implies lower costs in terms of unemployment
of a disinflationary policy after an inflationary shock.

(ii} The elasticity of nominal wages with respect to excess
supply or demand in the labour market. The higher
the sensitivity of nominal wage growth to the level of
unemployment, the lower will be the cost in unemploy-
ment of a local wage push that initially sets the real
wage level out of line.

Taken together, these two elasticities may be combined to
form a measure of real wage rigidity. !* There appears to be
evidence (sce Appendix 6.2 and Graph 6.5) that this measure
of real wage rigidity is more similar among Community
countries than compared to countries such as the United
States or Japan, but they remain divergent to a significant
extent. Even although they are imperfect and model-depen-
dent measures of wage behaviour, this points to the possi-
bility that on the basis of these data wage behaviour may
have been a component of asymmetric shocks, and will
remain so in the future unless wage responses in the Com-
munity to identical shocks become more similar, for instance
through pan-European sectoral wage negotiations.

More comprehensive evidence concerning asymmetries in
economic behaviour may be obtained by comparing com-
plete models. This confirms however the uncertainty sur-
rounding conclusions on asymmetric behaviour. In practice,
asymmetries among models may be of the same size as, or
larger than, asymmetries among countries. A comparison of
the slopes of aggregate supply curves, !¢ which are a concise
measure of the eiasticity of supply, for four countries in four
different international linkage models (see Appendix 6.3)
shows that the disparity across models is almost double that
across countries, on average. This indicates that the models
are convergent in their assessment of the degree of disparity
of supply reactions among countries but not in respect of
the average size of supply reactions in each country.

15 Let W be the growth rate of nominal wages, P the growth rate of
(expected) prices, U the unemployment rate, and let the wage equation
have the following form:

W=aP+aP_;,—-bU-bU_;+ ..
Then the short-run real wage rigidity may be defined as a;/b,, and the
long-run real wage rigidity as (a, +a,)/(b; + b,), (see Coe (1985)).

6 The slope of the aggregate supply curve is calculated by dividing the
three-year effect of a government expenditure shock on the level of the
GDP deflator by the three-year effect on real GDP, both measured as
percentage deviations from baseline values.

GRAPH 6.5: Real wage rigidity 1
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The effect of EMU on the asymmetries of behaviour of
economic agents falls into two parts: (1) wage behaviour
and (2) other behaviour., Concerning wage behaviour, the
disinflationary period of the 1980s has seen the demise of
many automatic indexation schemes which were one of the
causes of real wage rigidity. A credible EMU regime may
generate low inflation expectations and therefore contain
this factor of asymmetric behaviour. 7 Asymmetric forms
of other behaviour could be the subject of multilateral sur-
veillance procedures and expected to be reduced in that
way. This, however, is not obtained automatically and is
conditional on adequate surveillance procedures.

6.2.3. Trend real exchange rates

A different possible rationale for changes in real exchange
rates is related to permanent shocks, and concerns such
effects as secular movements in productivity, changing trends
in tastes or demographic factors. An allegedly important
type of permanent shock arises when countries want to

17 This issue is discussed in more detail in the next section.
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maintain differences in output growth over a sustained per-
iod of time {10-20 years). The faster growing country would
import more than the slowly growing country, and therefore
its bilateral real exchange rate should depreciate with a trend
in order to maintain an external equilibrium between them.
This case warrants particular attention in EMU given the
catching-up process of the poorer countries which could be
hampered in this way.

This section analyses, therefore, to which extent fixing nomi-
nal exchange rates in EMU really implies costs as described
above.

In the first place, there is the evidence presented before that
nominal exchange rates do not determine real exchange rates
in the long run. Trend changes in real exchange rates would
therefore have to be brought about by prices rather than
nominal exchange rates. As discussed carlier, for countries
undergoing structural adjustment or economic reform, the
exchange rate may have to be changed to reach a correct
level, but this is less relevant for Community countries.

Secondly, historical evidence for the Community (see
Graph 6.6 and Appendix 6.4} suggests that there is only a
very weak positive relationship between growth differentials
with respect to the Community average and a trend de-
preciation of the real effective exchange rate. 18 Trends in
real exchange rates have indeed appeared over the period
1973-88, but the direction of these trends is not stable over
the two subperiods considered. Furthermore, the correlation
between positive growth differentials and trend real de-
preciation, as expected on the basis of the theoretical con-
ditions discussed above, is rather weak. Regressions between
these two variables show a positive, but insignificant re-
lationship between them with a slope which is so flat that
real depreciation cannot plausibly have been of use. The
evidence is even weaker for a country such as Japan, which
coupled faster growth than its trade partners with a real
exchange rate appreciation in the 1960s-70s. Apparently, the

'8 This is illustrated by the results for the regression line in Graph 6.6:
GDP = 0,363 + 0,095*REER Corrected R? = — 0,018
(0,296) (0,10%)

with GDP = growth rate of GDP minus growth rate of EC GDP, annual
average 1973-88, REER = estimated linear trend growth rate of unit labour
costs in manufacturing industry relative 1o Community partners, annual rate
1973-88. (Standard errors between brackets.) The coefficient for the real
exchange rate is not signiﬁcant; abstracting from this, it would indicate that
an annual difference in GDP growth rates of one percentage point would
be accompanied by a real exchange rate vis-g-vis Community partners which
wouid have to depreciate annually by mere than 10 %.
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reason for the weak link between trend real exchange rates
and faster growth lies in the existence of other factors influ-
encing growth.

A 