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NON-TECHNICAL SUMMARY

This paper investigates two key policy questions that emerge when a Monetary
Union (henceforth MU) among the EC countries is contemplated. First, is there
any presumption that, when the MU is established, rules must be adopted to limit
national fiscal policy independence? Second, does the MU require an EC-wide
fiscal pelicy?

These issues are often subsumed under the code-name of fiscal discipline. It is
then asked whether the MU will strengthen, or instead weaken, member
governments’ incentives to adopt ‘reasonable’ fiscal policies. It is not clear,
however, what reasonable, or indeed disciplined, fiscal policies really are. The
approach taken here is to ask which fiscal policy actions may endanger the MU,
This leads us to consider two different sets of issues. First, does the existence
of a monetary union affect the various trade-offs faced by national member
governments as they setfiscal policies? For example, itis sometimes feared that
the MU may refax the budget constraint, i.e., discourage discipline. Second, does
a MU increase the externalities that one country’s fiscal policies impose on its
pariners? It is conceivable that the MU exacerbates existing externalities, or
indeed produces new externalities, among national fiscal policies.

For the most pant, the paper abstracts from ‘short-term’ effects, mainly income
transmission. Accordingly, it is assumed that relative prices (and real wages,
when they are introduced) are flexible and output is at the full employment level.
As a result, the EMS is not essentially different from a flexible exchange rate
system. Indeed, over the horizon considered here, changes in relative prices can
be achieved in both regimes through exchange rate adjustments. The MU stands
apart because it is the only regime where prices must do all the work to effect
relative price changes. The importance of this distinction will appear more clearly
in context.

The first section outlines the channels through which one country’s fiscat actions
affect the other members of the union. it shows that fiscal expansions are
transmitted across the MU's member countries. When it is temporary, a fiscal
expansion that boosts demand raises the interest rate. When the fiscal-policy
change is permanent, the interest rate effect is ambiguous. But what does a
permanent fiscal expansion really mean? In the very long-run horizon
considered, and with the need to balance the government budget constraint, it
represents merely an increase in the size of the government, both on the
expenditure and revenue sides. Similarly, the effect on relative prices {(domestic
versus foreign goods, or traded versus non-traded goods) depends on the
distinction temporary-permanent. Temporary fiscal actions improve the terms of
trade, while the effect of permanent changes is ambiguous.



These results occur independently of the existence of a MU. A MU introduces
an important change as it forces the equality of real exchange rates and pushes
terms-of-trade changes onio prices. As far as interest rates are concerned, in a
non-EMLU, fiscal policy effects can be ‘bottled-up' in the country of origin. The
expanding country faces higher (ceteris paribus) real rates, matched by a reat
appreciation. In a MU, the effect is absorbed by the MU-wide interest rates, in
proportion of course to the relative size of the country of origin: the terms of trade
effects substitute for interest rate effects. Notonly should terms-of-trade changes
be larger, but the absence of the exchange rate mechanism within a MU forces
prices and wages to adjust in the shorter run, with potentially larger income flows.

This analysis is used to answer the central questions: does the existence of a
MU provide incentives for larger public deficits, and does it introduce a bias
towards monetary financing rather than debt financing? The interest rate linkage
has a number of implications for a MU. While much of the linkage arises because
of financial integration, the creation of a MU alters its nature. As long as
currencies differ, real interest rates can differ by the amount of expected real
depreciation. Thus in a country that undertakes a fiscal expansion — not
money-financed — the real interest rate can increase because an immediate
exchange rate approeciation generates the expectation of a future real
depreciation, the well-known overshooting principle. In a MU, however, over the
longer-run herizon adopted here, nominal and real interest rates must be
equalized for the same class of assets. Thus a MU is likely to lead to a
government-specific increase in public bond rates, the more so the less easy it
becomes to tax resident households and corporations. This means a tighter
budget constraint.

The opposite conclusion is reached when the monetization option exists. In a
nen-MU, monetization means inflation and depreciation, a loss in terms of trade
which affects all residents. It a MU, monetization must affect the whole union.
The outcome depends on the rules that the MU adopts for the operation of its
monetary authorities. Fiscal laxity can be avoided by agreeing on money-creation
rules, while leaving national fiscal authorities free to set domestic fiscal policies.

The paper also examines the issue of tax competition. Tax competition exists
with or without a MU. The interesting question is whether the elimination of
exchange risk strengthens a country’s taxing independence. The paper uses
recent work on the US experience to conclude that the MU effect on tax
competition, while undeniable, may remain quite limited, except of course for
highly cosmopolitan financial assets. The direction of change, on the other hand,
does not seem 1o be ambiguous.

Avery different reason to raise the question of discipline arises because the fiscal
actions of one country affect others. The existence of such externalities implies
that reckless behaviour by one country may become unacceptable to its partners.



This s, of course, true independently of the existence of a MU. What must be
understood clearly at the outset, however, is that in this sense, discipline may

require that a country adopts a fiscal policy which may well be sub-optimal from
its own viewpoint.

The existence of externalities means that each member country has a right to
wish to control its partners’ actions. If high real interest rates are undesirable,
there is some support for the view that members of a MU which must share the
same rate will want to limit expansionary policies elsewhere in the union. The
implication of the terms-of-trade externality does not provide any presumption
that fiscal activism, or simply budget deficits, should be curtailed. The first best
would be policy coordination, with discretion applied as to what should be the
proper coordinated"{gseﬁgﬁse to particular shocks.

However, fiscal policy coordination is known to be hard to design and implement
in practice. Two possible conclusions emerge. The first would reject any attermpt
at establishing fiscal policy rules within the framework of a MU, rather opting for
soft and flexible forms of coordination, such as surveillance. The second would
favour full policy coordination, as would occur within a federal budget. This seems
to be an instance where the extremes dominate intermediate conclusions.

The paper concludes with a review of new fiscal-policy needs in a MU. With the
monetary-policy instrument being lost, all the burden of macroeconomic
policy-making will fall on the fiscal-policy instrument. The two instruments are
plainly not interchangeable. The main conclusion is that fiscal policy wilt be called
on to becoms an insurance transfer mechanism encompassing the whole of the
MU. The paper sets out a number of economic principles that should guide such
a momentous evolution. Over time, this calls for the devolution of a number of
national taxes and transfer programme.
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i. Introduction

This paper investigates two key policy questions which emerge when
a Monetary Union (henceferth MU) among the EC countries is
contemplated. First, is there any presumption that, when the MU is
established, rules must be adopted to limit national fiscal policy
independence? Second, does the MU require an EC-wide fiscal

policy?

These issues are often subsumed under the code-name of fiscal
discipline. It is then asked whether the MU wil} strengthen, or
instead weaker, member governments incentives to  adopt
"reasonable” fiscal policies. It is not clear, however, what
reascnable, or indeed discipiined, fiscal policies really are. The
approath taken here is to ask which fiscal policy actions may
endanger the MU. This leads us to consider two different set of
issues, First, does the existence of a monetary union affect the
various trade-offs faced by national member governments as they
set Tiscal policies? For example, it 1= sometimes feared that the
MU may relax the budget constraint, i.e. discourage discipline.
Second, does a MU increase the externalities that one country's
fiscal policies impose on its partners ? It is conceivable that
the MU exacerbates existing externalities, or indeed produce new

externalities, among national fiscal policies.

Thinking about how fiscal policy could operate in a Eurcpean
monetary union is difficult for several reasons. First there is ne
real precedent. A number of federal states exist, but the
expenditure and income shares of the central government are always
large, normally at least as large as the share of local
governments (Table 1). Such is not currently the case within the

EC where the “federal” budget remains close to one percent of
total GDP.

[Table 1 about here]
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Second the macroeconomic theery of fiscal policy is in a state of
flux. The older models in the Keynesian tradition are no longer
accepted as they often postulate behavier neither thecretically
justified nor well backed empirically. An example is the
sensitivity of savings tco interest vrates, another is the
determination of interest rates, both key building blocks in the
I1S-LM framework. Unfortunately, a replacement workhorse is not yet
at hand, the alternative theories are still crude, analytically
cumbersome, and in search of empirical validation.

Third, it is not clear how to capture the non-menetary aspects of
a monetary union. We wish to retain elements of naticnal
differences such as price levels or interest rates as well as
trade among several states, yet full goocds and financial markets
integration urges us to erase these differences. The realities of
the EC suggest that we should start from a model of trade with
imperfect competition. Yet the integration of ﬁscaﬁ policy in
such models does not seem to have been achieved. As a result, the
present paper is better seen as a tentative guess at what might
emerge after much more research, beth thecoretical and empirical,

is perf or"mf:d.1

The structure of the paper is as follows. The next section
provides a general discussion of the channels of transmission of
fiscal policy. This discussion prepares the ground for the central
issue: whether fisca! discipline is enhanced or relaxed as we move

from the current system of fixed and adjustable exchange rates to

1
Thls 1z an exerclse which academic economlsts ‘tend to avold, It

is Indeed frustrating to make  assertions  which, one Knows very
well, aro qulte itkely to be proved wWreng. it 1s equally
frustrating to see the rapid progresg towards of a moneilary unlon
belng  sthaped  without Input {from thls alde of the professlon. In
the end, the «cheolce i3  whether we should stay out of the debate
becauze we know full well that we de not know enough, or whether

wa should Jump In  the water and provide what the current state of
knowledge allows.
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a monetary unien. The discipline issue is broken down in two
different components: the effect of the MU on national budget
deficits (Section 3} and on externalities between member countries
(Section 4). Then, in Section 5, it is asked whether the role of
fiscal policy will be enhanced in a MU. The answer is largely

positive, and  t level. As a result,

the EMS is not essentially different from a flexible exchange rate
system. Indeed in both regimes, oaver the horizon under
consideration here, changes in relative prices can be achieved
through exchange rate adjustments. The MU stands apart because it
is the only regime where relative price changes require prices to
do all the work. The importance of this distinction will appear
more clearly in context.

For simplicity, growth is also assumed away, although an important
issue concerns the juxtaposition of countries with different
potential growth rates.

2. Long-term channels of externalities

2.1. A framework

This section outlines the channels through which one country’s
fiscal actions impact the other union’s members. It serves as the
frame of reference for the policy analyses of subsequent sections,
and can be skipped by the reader impatient with technical aspects,
An appropriate point of departure is the model developed by
Frenkel and Razin (1987). The full model is presented in the
Appendix, and only the key results are summarized here. Because
budget deficits represent the government's dissaving, explicit
intertemporal considgrations are unaveidable. This brings about
the necessity of describing the agents' own saving choice, hence
explicit treatment of intertemporal decisions and of expectations.
Expectations are best treated as rational, if only because of the

arbitrariness of any alternative scheme.
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As is well known, in models with intertemporal optimization and
rational expectations, budget financing - ie. tax pelicy - is
irrelevant unless we introduce explicitly a mechanism for it to
matter. By now, the so-called Ricardian proposition has been
repeatedly disproved empiric:z.\lly2 so that we do not want to start
from a model which accepts it by assumption. A convenient way-out
is to recognize that agents with finite horizon face the
possibility of not paying the taxes which will eventually be
levied to finance current public borrowing. Then public debt is
(partly at least) private weaith. Conversely, because agents may
die before fully paying out their debts, they face interest rates
which are higher than those applicable to never-dying institutions
such as the State.’ -

An appealing feature of the model of Frenkel and Razin is that it
separates out time in between the present (period t=0) and the
indefinite future (t not shown), where all variables assume their
present discounted value. This allows us 1o consider the effects
of current policy actions on both the "present” and the "future”
The ‘“present" actually extends beyond the standard Keynesjan
short-run periocd. It covers a period over which prices adjust and
the economy returns to equilibrium employment. Steady state occurs
in the "future”, in pericd t: jt is the horizon over which all
steck variables (wealth, debt, etc...) stabilize,

We start with the one-country case which will make it easier to

introduce the two-country version. The key equations of the model

For a rceent survey see Bernhelm [1987).

There are other waysz of ellmlnating Rlcardlan equivalence within

models which accept rational expactations and Intertemporal
optlmization: dlztortlonary taxes, 1lmited liabllitles, eredlt
ratloning, ate... The finite life-time approach has been made

tractable by Blanchard (1986).
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(1) W0=AO+Y0—TO+—'—"""[Y—T}
I - 9R
2) a- BV]WO + GO = Yo

where AO is initial financial wealth, Yt and Tt real output and
taxes in period t and Gt represents real public spending. The
parameter ¥, (0 = y = 1) is the probability of being alive next
period and R = LAl + r) is the average interest factor. Similarly
B = /{1 + 3) where & is the rate of time preference. In {1) total
wealth Wo is the sym of financial wealth and human capital, itself
the present value of net-of-taxes income, discounted at a higher

rate than r = {1 - RMR given the above-noted implication of
finite life-time,

Equation (2) is the goods market equilibrium condition in period t
= 0. Private spending is proportional to wealth, the usual
permanent income feature of intertemporal models.® The coefficient
of propertionality again reflect the finite life~time assumption
(if life were to end for sure in period t = O, with ¥ = ¢ all
wealth should be consumed right away).

if BO is the initial public debt in real terms, the government
budget constraint is:

(3) BO = (TO - GOJ + (R/(1-RI(T - G}

By Walras law, we need oenly one of the two periods equilibrlum
condltions.

Mere preclsely, permanent Income Implles that consumption Iz
st a  function of wealth. The fact that It is proportlenal  to
wealth results from the particular spocification (legarlthmle and
time separable) of the utility function.



Because the government lives for ever, its interest factor does
not include the premium 7. This is why budget financing matters:

government borrowing cannot be substituted away one-for-one by the

private sector.

The MU is characterized by the equality of nominal and real
interest rates across countries. This characterization is the
consequence of three assumptions: {irst, there is full capital
mobility; second, over the horizon refevant here, inflation rates
are the same across countries; third, systematic, continuing,
relative price level changes are ruled out. It may be useful to
briefly justify the last two assumptions. There is no doubt that
inflation rates may differ in a MU. This, however, cannot be
sustained as a permanent feature. In a model which overlooks the
short term, it makes sense to simply assume inflation
differentials away. If unexpected real shocks occur, they require
relative price (or real wage) adjustments. Such changes are seen
here as one~shot effects, which while spread overtime occur
entirely within the period under consideration. Under these
conditions, fiscal action by one country will impact the interest
rate across the whole MU, and the one-country model may be seen as
representing the whole union.

2.2. Interest rate linkages

2.2.1. Principles

The interest rate effect of fiscal policy depends on whether the
fiscal action is temporary or permanent. When it is temporary, the
direction is unambiguous: a temporary fiscal expansion which
boosts demand raises the interest rate. The reason is clear. With
fixed ouput (recall that prices are flexible), excess demand must
be brought down, which requires the interest rate to rise in order
to reduce private wealth and spending. This is true for any fiscal
expansion, whether it is an increase in government spending or a

tax cut, and whether it is financed (when need be) by borrowing or
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taxes. (What is missing here is the role of money. If the nominal
money stock is held constant, a price increase would aise reduce
private wealth and spending, thus alleviating, but not eliminating
altogether, the pressure on interest rates. If the central bank

accommodates the price increase, we are back in the no-money
case,)

The result is robust to  alternative specifications.E' In
particular, it extends to a multi-country model: the world
interest rate rises, although obviously the extent of the increase

will depend on the relative size of the country taking action.

When the fiscal policy change is permanent, the interest rate
effect is ambiguous. A permanent expansion necessarily takes the
form of a2 permanent increase in public spending, which must
eventually be financed by taxes. The effect is ambiguous because
private wealth, which must fall 1o eliminate the excess demand for
goods, is already reduced by higher expected taxes. The question
is whether it is reduced just enough to restore goods market
equilibrium {(in which c¢ase the rate of interest remains
unchanged), or not encugh (the interest rises) or toe much (the
interest rate falls). The result depends both on the timing of tax
increases and on the relationship between the interest rate, the
rate of time preference, and the parameter measuring the death
rate (7].? That we are unabie to derive an unambiguous presumption

should not be surprising. What does a permanent f{iscal expansion

&

It does not always survive, thourh., In  Keynesian moedels where
Qutpyt can rlae. Even then, for the interest rate to decline,
financlal markets musgt ba Imperfectly Intcgratad, and quits

slgnificantly so. For an example, see Sach: and Wyplosz (i984).
7
For example, it the Increase In publlc spendlng 1s entiraly

financed by a TEMpPOrary tax lneraose, the condition for an
increage In  the Interest rate Iz R<BY. ¥ we awsume that the rate
of tlme preference Is  about equal to tha Interest ratle R=7) we
have a decline ln the interest rate.
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rexlly mean? In the very long run horizon under consideration
here, and with the need to balance the government budget
constraint, it merely represents an increase in the size of the

government, both on the expenditure and receipt sides.

2.2.2. Empirical evidence

The lack of supporting empirical evidence linking interest rates
to budget deficits is troublesome. Many reasons have been
advanced. First comes the usual difficulty of disentangling in the
data different effects which may occur at the same time. As
stressed above, macroeconomic theory is too unsettled to provide
an undisputed guide to solving this econometrie identification
problem. Second, measuring or estimating the real interest rate
requires making assumptions about the expected rate of inflation.
Similarly, the important distinction between permanent and
temporary f{iscal actions requires an assessment of the private
sector's perceptions in this regard. Both requirements are

currently beyond our means of investigation.

Cleariy, there is no attempt here to produce new original
empirical results on an already much-researched subject. More
modestly, Figure 1 presents some data on industrial countries. The
sample is determined by the availability of data on net public
debts, since this is the proper theoretical concept.q The figure
relates the level of the net public debt, and its change over the
period 1981-1989, to the ex-post real interest rate in 1989.*° This

horizen is chosen so as to coincide with the “present™ of the

g

See e.g. Blanchard and Summers (1985).
5 .
The exlstence of credit rationing may Juztify dealinz wlth gross
dablx,

16
The not debt flpures are from the OECD, Ecenomic Outlook. The

real  Intorest rate 1z the difference  between  government bonds  rates
and CPI growth, for the latest observatlons avallable n the
Internatlonal Flnanclal Statistles tape.
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Frenkel-Razin modei. This allows us to include in the sample
countries with different exchange rate regimes, i.e. both
countries on a flexible exchange rate regime and EMS members, As
suggested earlier, over this horizon, it is assumed that the two
systems do not behave in a fundamentally different manner, while
the MU would, That the assumption is not innocuous is probably
exemplified by the. Spanish case,

The data visually suggest a (weak} positive association between
the two variables - especially when we consider changes in debt
levels -~ and this is confirmed by the correlations. Why should
changes matter more than levels is of cource totally unclear,
Given the many observation and interpretation  difficulties
mentioned above, it is probably fair to conclude that the link
between a temporary fiscal expansion and higher interest rates is
robust. Quantifying precisely such effects is, as stressed above,
unfortunately beyond current knowledge.

[Figure 1 about here}

2.3 Relative price effects

2.3.1. Internal prices

The previous section assumes that there exists only one good
throughout the union. A natural extension consists in introducing
itwo tradedagoodsedn order to study the effects of fiscal policy on
the terms of trade. To do si, we consider a two country version of
the above model. This also allows us to explicitly assume that the
two countries belong to a MU. With equation (1)} alse holding for
the other country (represented by starred variables), the tweo good
market clearing conditions for peried t=0 are:

- d - - - -
4) ell 37)“0 + a1 B',r)pDW + Gl,O + G

0 Lo = Yo

B e
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- - - e ® Y 1= - - -y
(3%) (1-e)(1 B’;)Wofpo + (1-ac®)(1 Br}wo + 02.0 + GZ,O YO
where « and «® represent, respectively, the home and foreign
propensity to buy the domestically produced good (indicated by a 1
subscript, a 2 subscript denotes the good produced abroad). The
relative price of foreign relative to home good prices is

p.=P, /P _. The two market clearing conditions are shown on
t 2t Lt
Figure 2.

A temporary domestic fiscal expansion, financed by domestic
borrowing, which requires a higher interest rate in both countries
as seen in the previous section, brings us from peint A to point
B. The effect on the terms of trade Pg in period t=0 is a priori
ambiguous. If we assume a “preference habitat” behavior, i.e. if «
> «*, the outcome Iis norrnallyn as drawn: the expanding country’s
terms of trade improve (po falls). With a permanent change, the
initial shift of each schedule is ambiguous, sc that no

presumption arises for the terms of trade.

2.3.2. External prices

It is possible to reinterpret the previous result with the home
country representing the MU as a whole while the foreign country
represents the rest of the world. Then a temporary fiscal
expansion in one member country of the MU normally leads to a real
exchange appreciation (an improvement in the terms of trade) for
the MU. Of course, the magnitude of the effect iIs proportional to

the size of the country taking action relatively to the MU as a
whole.

The exact channel at work is different in this case, however.

Within the union, the terms of trade of the expanding country

31 et s
The exact condition is:

(e - a®)1 - B';)Wa < (Yo-Gz‘O-GE‘0}[a(Y—T)+m'pO(Y'-T')].
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improve because the price of the goed domestically produced - and
preferred for domestic consumption - rises relatively to the price
of the good produced elsewhere in the union. Vis 2 vis the rest of
the world, the currency of the expanding country must appreciate,
therefore leading to an appreciation for the MU as a whole. The
size of the effect is of course proportional te the relative size

(within the union) of the expanding country.

2.3.3. Empirical evidence

We are mostly interested in documenting relative price effects
within a MU. Unfortunately, the relevant empirical evidence is
likely to be scarce as "local” fiscal action in existing federal
states is not likely to be jarge encugh to generate empirically
measurable relative price effects. Supporting empirical evidence
Tor external relative price effects could come from countries
operating under freely floating exchange rates: a temporary Tiscal
expansion should lead to a real exchange rate appreciation. Figure
3 presents similar data as Figure 1 for a number of countries
which are not all on a flexible exchange rate. This may explain
why the link is $o0 weak. Eliminating the EMS countries, yet
keeping Germany to represent the EMS block, the correlation
coefficient increases from O.11 to 0.32, still not a powerful
evidence. Much as for the interest rate effect, and for similar
reasons probably, no hard evidence bas turned up yet, although the
result is widely accepted.

[Figure 3 about here]

2.4. Spillover effects of spending and taxing levels

A completely different set of externalities occur when one
country's provision of public goods, or taxation level, affects

"neighboring”  countries decisions. In the US. a seizable
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literature is devoted to the study of inter-state differences and
evidence has been produced to support the notion of "copycatting”
effects (see Case, Himes and Rosen (1989) and references therein).
A number of reasons can account for such an exterpality. The most
obvious one is labor mobility (although Case et. al. note that
labor mobility is low even in the US: they report that in 1985
only 8.7 percent of Americans lived in a different state than they
did five years earlier). Other reasons include mobility of
establishments and political economy considerations. In all cases,
the existence of a copycatting effect implies less fiscal policy
independence, although it is tetally wunclear in which direction
the effect influences the size of gow:r*nmem;s.12 On one hand, there
might be competition in the provision of public goods and
services, thus pushing towards higher than optimal government
sizes. On the other hand, there might competition for low tax
rates, with the opposite effect on the size of governments.

Is such an effect at work in Europe as well? More to the point,
would the existence of a MU would alter the copycatting effect?
Theory is of little help here as many different factors have been
identified above as potentially leading to copycaiting. This is
why we turn directly to the facts. A number of summary statistics,
based on data on government disbursements presented in Table 1,
are shown in Table 2. When all OECD countries in the sample are
included, the variability of government spending is higher among
different countries than within the US monetary union.’? This would
tend to show that a MU does increase the copycatting externality,

However when the comparison is with the EC countries, we find less

Naturally, 1t 1% net related to the flgcal stance, although one
can Imagine demonstration effects, As an example, we can wonder
whether the flizeal consolldation which eccurred In many EC

countrics In the elghtles has not spread through such an effect.
13
The comparlzon with the us should be Interpreted with some

caution. The national data concern spending-GDP ratlos while the
data on US statex concern absolute lovels of spending per caplta.
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variability than in the US. The comparison between the old EC
members  and the new EC definition points either towards
geographical proximity (and hence mobility of goods enhancing
mobility of establishments} or towards similarity in levels of
economic development, or maybe towards cultural similarities
affecting the electoral process.“

[Table 2 about here]

2.3. Summing up: the MU effect

Over the horizon considered here, fiscal policy effects mostly
operate through real interest rates and relative prices. How are
these effects affected by the existence of a MU? A MU intreduces
an important change as it forces the equality of real exchange
rates and pushes terms of trade changes onto prices.

As far as interest rates are concerned, in a non~EMU, fisecal
policy effects can be "bottled-up” in the country of origin. The
expanding country faces higher (ceteris paribus) real rates,
matched by a real appreciation. In a MU, the effect is absorbed by
the MU-wide interest rates, in proportion of course to the
relative size of the country of origin: the terms of trade effects
substitute for interest rate effects. Not only should terms of

trade be larger over the horizon considered herels, but the absence

4
Caze et. al. (1989 flnd that the maln  eriterlon of  proximity I=

the proportlon of Blacks in the state. Thlz could augport that
levels  of income milght indeed be At work, although  they  reject

this interpretation on empirical grounds. The cuitural azpect is
fommon to both flndlngs.
15

It  bears emphasizing that we do not  consider the  shorter-run
Keynesian horizon. Over the business eyele, the higher (nomlnal
and real) interest rate varlablilty is matehed, under flexible

rates, by wider (nominal  and real) exchange rate fluctuations, as
exemplified by the Dollar and yen swings over the lagt decade.
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of the exchange rate mechanism within a MU foreces in the shorter

run prices and wages t¢ adjust, with potentially larger income
flows.

The 1taxing and public spending level externality, is well
documented in the US literature, but still in search of a complete
interpretation. Mobility of establishments is likely to be an
explanatory facter. The removal of exchange risk in a MU could
reinforce this effect.

3. The budget constraint
3.1. Deficits and fiscal discipline

The first instance when fiscal palicy can be deemed undisciplined
oceurs  in  the presence of budget deficits. However, not all
deficits are necessarily unwarranted (much as government spending
and taxing is net always "bad"). What is required are c¢riteria

separating good from bad policies.“b

Budget deficits may arise because of cyclical conditions, either
endogenously as the resuit of a reduced take-up In taxes, or
exogenously as to counter cyclical fluctuations. Such short-term
- aspects are not considered here as they do not have longer term
impact as long if the budget is cyclically balanced. The question
then is whether there exists valid reasons to run deficits beyond
the business cycle horizon. A number of reasons have been advanced

in the literature and are now reviewed.

Much of the discusslon on  publlc  spending and 'ta.xlng tests  on
the assgssment of the effectlveness of the provislen of publle
goods  as  well on  equity lssues. Thiz avenue will not be pursued
further here as 1t bdelongs to  different  strands  of thoory:  publlc
cholee and fiscal federalism. We only note that the size of
government (spending snd taxiag) is nat elther a crlterion of
flscal discipllne or laxlty.
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3.1.1. "Good" deficits and debts

The oldest argument (Diamond (1956)) concerns the effectiveness of
the capital stock in the long run. If the ultimate objective of an
economic system is o ensure the highest possible level of
per-capita consumption, there exists an optimal level of

per-capita productive capital.ﬂ Levels of capital above this

so-called golden rule level are deemed inefficient because it is
possible to raise simuitanecusly per eapita consumption of both
current and future generations simply by reducing saving
temporarily. The situation is different when the golden rule level

exceeds the existing capital stock. This is the efficient case

because further capital accumulation requires the current
generation to reduce its consumption (i.e. welfare) for the
benefit of future generations. A$s a result, the situation
perpetuates itsellf forever if no generation is willing to incur
the transitery cost. Such an intertemporal externality ecalls for
government intervention. Diamond shows that, by building up the

public debt level, the government can bring the econotny  {closer)
to the golden rule.

Yet another rfa;icna.le for changing the public debt structure - not
necessary : inci::éésing its level - has been offered by Lucas and
Stokey {1983} and Persson, Persson and Svensson (1985). The
externality concerns the succession of different governments. If
each goverpment feels free to depart from the rules adopted by its
predecessor, the public's attempt to protect itself from future
taxes, including  the  joflation  tax, results in  further
distortions. It can be shown that there exists an optimal

structure of public claims and debts which makes it undesirable

17
This statement needs to be qualified in the presence of

exogenous  teehnologloal change, but the princlples lald  out in  the
text remain vailg,
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for future governments to depart from the path set by the current
one. This is not a case for public deficits and debts.]8 1t is,
however, another indication that debts and deficits may serve a

useful purpose.

Stiglitz and Weiss(1981) have shown how imperfect inf ormation
easily leads banks 10 ration the volume of credit offered to their
customers, Credit rationing of this sort is the socially
inefficient outcome of 2 perfectly competitive banking system.
This situation does not ecall for government borrowing in steady
state or in presence of permanent adverse disturbances. Indeed, in
the latter case, the optimal response is to reduce private
spending, mnot 1o raise private borrowing in order to sustain
unsustainable consumption  levels. In presence of transitory
adverse disturbances, however, it is optimal for affected agenls
to borrow now and repay jater. Credit-rationed agents may be

unable to do so, which opens up the case for budget deficits.m

More generally, market failures which have an intertemporal
implication often call for socially desirable deficit spending.
“This includes externalities linked 10 the imperfect protection of
patents, for which governments may invest in the development of
new technologies, or the discovery of natural resources when
private ownership cannot be efficiently protected, or else
investment in the building-up of human capital which generates

. e 2
non-appropriable externalities. 0

13
This vlew has 3some implleations for MU te which we return below

In Sectlon 3.5.
19

This can be scon as a ratiohale for Keyneslan-type
counter—cyclical flseal pelicles.
20

Another  obvious  caac concern  war  efforti. Hlstorleally, this 13
when publie debts have been most consploususly bullt Up. of
course, 1his Is not to sugpest that wars are Pareto superlor

OULEOMES...



-17-

In conclusion, budget deficits - possibly even leng-lasting ones ~
are not necessary an indication of fiscal laxity. There exist a
large number of reasons which make public deficits and debts
socially desirable. Of course, this is not to say that any deficit
is desirable.

3.1.2. The budget constraint

When the budget constraint (3) is not respected. the government is
technically insolvent. However, this criterion is not easily made
operational. The reason is that the constraint is fundamentally
intertemporal: currently observed deficits [G0 - TO) and debt
levels BO need to be compared to future levels of spending and
taxes. What matters is whether the path of possible present and
future levels (as a percentage of GNP) of public spending and tax
collections are compatible with constraint (3). Limits on spending
relate to what is politically acceptable and to commitments
already made in terms of retirement benefits, social health,
export credits, etc... Similarly, limits on taxes are determined

by distortionary and poelitical consideraticns.

Putting precise numbers on such spending and taxing limits is amn
impossible task. Yet, before considering how the existence of a MU
affects the budget constraint, it is Informative 1o explere in a
simple way what could be an acceptable steady state budget
surplus. Table 3 provides some simple  back-of-the-envelope
calculations based on the budget constraint. Realism requires to
allow for real GNP growth. This is done by rewriting (3):

(3" b0+(g0—t0)s{r-v) g -t
end~of ~period steady-state
debt primary surplus

{or present value)

where lower case variables represent ratios of the upper-case
variables to the GNP, and v is the real GDP's growth rate. The
table shows for steady state surpluses ((g-t) in the right
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hand-side of {3')) ranging from 47 to 10% of GNP, the maximum
possible level of current end-of -period debt (the sum of current
debt bo and current budget deficit [go—to]. i.e. the left
hand-side of (3')). The caleulations are made assuming a real
interest rate (r)of 5 percent, and real GNP growth rates (v) of 07
and 37%. It would seem that 2 reasonable, rather conservative,
limit would be in the 1507-2507% range.”

[Table 3 about herel

How serious are these limits? Table 4 provides some indication. It
shows 1989 values of the current debt plus primary deficit levels
- Le. b0 - to "~ in the EC coxmtr-ie:s.“"2 Some countries are
close to the dangerous region. What is reassuring is that those
with the highest debt levels have already switched 1o seizable
primary surpluses. This would suggest that the pudget c¢onstraint

is taken seriously among most, if not all, EC countries.
[Table 4 about herel
3.2. The MU-fiscal discipline connexion

In this section it is asked whether the existence of a MU provide
incentives for larger public deficits, and whether it introduces 2a
bias towards monetary financing rether than debt financing. To
answer these questions, we review the implications of the various

effects described in Section 2.

21
For reference, one of the highest (gross} publlc debt aver

recorded  Tor an 1ndustrialized  country is Britain’s 300% level at
the end of War War II

22

The actual dobt {igures underestimate & wvariety of implicit
government commitments (&g future retirement penefits) For a
thorough discusslon of these 1s5ues and an attempt at

quantification, seo Bulter (1985}
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The interest rate linkage has a number of implications for a MU.
While much of the linkage arises because of financial integration,
the creation of a MU alters jts nature. As long as currencies
differ, real interest rates can differ by the amount of expected
real depreciation. Thus in a country which undertakes a fiscal
expansion - not money-financed - the real interest rale can
increase because an immediate exchange rate appreciation generates
the expectation of a future real depreciation, the well-known
overshooting pr‘inciple.zs In a MU however, over the longer-run
horizon adopted here, nominal and real interest rates must be

equalized for the same class for assets.

3.2.1. Default risk

We consider first the case when there exist good reasons to
believe that the budget constraint {3} or (3"} is not satisfied ex
ante, For the time being, the option of monetizing the debt is
excluded. Then, three optiions, and only three, are open. The first
one is default, i.e. a tax levy on bondholders. The second one is
an increase in the path of present and/or future taxes. The last
one is a reduction in the path of public expenditures.The last two
options imply that default is avoided, but if it is not known ex
ante  which solution will be adopted the public wili form

expectations with non-zere probabilities assigned to each of the
three options.

To see what happens we return to the model of section 2. First, we
nete that in (1), initial financial wealth is:

(5} Ag = BG + FO

where BO and F‘o are, respectively, the initial public debt and

Thlz  characterization also applles to the EMS slnce  fluctuation
within the band and reallghments allow for non~zere expectations
of exchange ratec changes,
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external net asset position. Second, the violation of the

government budget congtraint is written as:

(&) By > (To - Go) + (RA-RNT - G) =

To restore (3), it is enough for the government 10 default on its

debt from B° B While default might mean eliminating the debt

altogether, it is assumed that the bare minimum {(cancellation by

an amount BO - E ) may occur with probability a. Similarly, it is

assumed that with probabmty b, taxes may be raised forever by:

AT =
R

Finally, the last possibility. expected to occur with probability
(1 -a-b) is to cut G by the amount AG = AT. Then, the expected

wealth level is 'O_VO such that:

by{i-R)

(6) w-ﬁo=cao—§0)1a+ 1> 0

1-%R

in a closed economy, the fall in private wealth implies a
reduction in consumption in both periods. As a result, the real
jnterest rate must fall to restore goods market equilibrium. The
fall in interest rate occurs only because, in the c¢losed economy
with ne capital, there is ne alternative asset available. With
other assets available, if a+b=l, s0 that no spending cut is
anticipated, private rates remain unaffected by the direct threat
of default. The direct effect on the public bond rate is an

increase of the real interest rate to T = p*+ay, where ¢ = (BO -

B ]/B There is a secondary effect, though: private interest
rates must decline from the level implied by the direct effect to
maintain goods market equilibrium. The end result is an increase

in public bond rates and a decline in private borrowing rates.
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If a+b<l, it matters which taxes may increase. If post-tax rates
of return may be affected - through personal income taxes or
corporate profit taxes - the direct effect on private borrowing
must be an increase. Thereafter, all interest rates fall to

restore goods market equilibrium as described above.

In an open economy, foreign assets provide the benchmark return
ascribed to domestic private assets in the previous case. THe
existence of a MU makes a difference, however. In a nen-MU, we
obtain a combination of post-tax private interest rates decline
and an adverse shift in the terms of trade (real depreciation),
possibly in the form of higher pre-tax interest rates. In & MU,
pre-tax interest rates must be equal within the unien - for the
same risk-class -« if asset-holders are taxed by their country of
residence. Then public bonds become riskier if a+b =1; if a+b<l
stocks too become riskier as future dividends stand to decline if
corporate profits are affected, as is likely. Depending upon the
possible  distribution of the stabilization burden, all domestic
rates are likely to increase somewhat as the resuit of the direct
effect. The burden of maintaining goods market equilibrium falls
primarily on the terms of trade.

The conclusion is that a MU is likely to lead to a specific
increase in public bond rates, the more so the less easy it
becomes to tax resident households and corporations.This means a
tighter budget constraint.

3.2.2. Monetization

Much the opposite conciusion is reached when the monetization
optien exists. In a non-MU, monetization means inflation and
depreciation, a loss in terms of trade which affect all residents.
In a MU, monetization must affect the whole union. The outcome

depends on the rules that the MU adopts for the operation of its

monetary authorities,
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If pational Central Banks continue to operate {reely, it is well
known that no equilibrium exists. Each Bank has an incentive to
free-ride and issue the MU's currency, forcing the other banks to
absorb the excess liquidity created. As a result, the budget
constraint is relaxed and binding rules are necessary. It is
important to note that such rules do net concern fiscal policy per

se, only the monetization of deficits.

The Delors Report seems to reach a different conclusion as it
proposes to tighten up fiscal discipline to avoid the free-riding
problem. One interpretation pesition is that the report wishes to
remove one key incentive for excessive money creation, implicitly
assuming that, otherwise, naticnal Central Banks are likely to
behave in a concerted way, A superior solution, it seems, would be
to agree on money creation rulesza. leaving national fiscal
authorities free to set domestic fiscal policies. As noted above,

except for monetization, a MU impiies a tighter fiscal constraint.

3.2.3. Debts as a tool to constrain future governments

It has been noted above that a government may constrain future
governments to a given path of policies by bequesting them 2
particular mix of liabilities and assets {maturity, nominal/real).
The following has mnot been demonstrated but seems to be a
reasonable conjecture. Because a MU implies restraints on monetary
policy and seigniorage, it may alleviate the need of existing
governments to engage in the ©build-up of the required
liability/asser position. Given that the establishment of such 2
portfolio, while theoretically possible, is likely to be

practically overly complex, substitute arrapgements may be
desirable.

24
This opeas up another  lssus, beyond the scope of this  paper,

namely the desirabllity of malintalning natlonal Central Banks in a
MU. Tha presumptlen lu that thiz lu an unstable solutlon.
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The implication for discipline is not immediate but am intuitive
insight arises. Changes in the political persuasion of successive
goven':.rm:nts?'5 may be harmful if only because they introduce a
supplementary source of uncertainty in fiscal policies. If the MU
is indeed a substitute for complex constraints on Ffiseal policy,
it may alleviate the time-inconsistency difficulties encountered
so far, Put differently, a MU may well turn out to foster
stability - not necessarily discipline under this argument - in
the pursuit of national fiscal policies.

3.3. The MU-Tax connection

This section asks whether a MU imposes a restriction on the
ability of governments to raise taxes. Such a restriction may be
seen as discipline if matched by a reduction in spending to
satisfy (3). Alternatively, it may have the worrying implication
of leading to a violation of (3). In the EC case, it is reasonable

to assume that a decline in taxing power implies a decline in the
size of governments.

3.3.1. Taxes on capital inceme

Through competition among tax systems, capital mobility tends to
result in the reduction of national taxing abilities (Giovannini
(1989)). One solution is an international agreement either on tax
rules and rates, or on the reporting of capital incomes to the
relevant tax authorities. Such an agreement, already ambitious for
the EC countries as a whole, is cutright illusory if all countries
in the world are to be included. Thus, capital liberalization
implies tax revenue losses. On the other side, tax evasion implies
costs for the evaders in the form of reduced access to their

assets. If tax heavens are widespread and located jn countries

<3
Thls llterature ls critically reviewed In Alesina (1988).



w2

with which much trade is going on, the costs are limited. If tax
heavens are pushed out to remote islands, tax evasion becomes more
conspicuous and more costly.

Is the problem of tax evasion more acute under a MU? The
triggering facter is the liberalization of capital movements. The
existence of a MU enhances capital mobility within the union
because the exchange risk is eliminated. Qutside the union - flows
towards tax heavens - nothing much is changed at first glance.
Yet, "overseas” financial institutions may more readily offer
accounts free of exchange risks in ECUs rather than in the various
eurrencies of the non=MU countries. This would deepen tax evasion.
on the other side, a wide MU may find it easier 1o negotiate tax

agreements with the other major financial centers.

Indeed, a threat of forbidding capital outflows is more credible
when coming from a zone wide enough to have littie %o joge in
terms of risk diversification and where individual countries needs
for external borrowing and lending are susceptible of being
satisfied within the zone. This peint is made clear in Table 5 and
Figure 4, Table S5 shows OECD countries’ current accounts (as a
percentage) of GDP over the peried 1960-1988. Of interest is the
standard deviation, i.e. how much individual countries - or blocks
of countries - use the current account to smocth out disturbances.
Figure 4 plots these standard deviations against country sizes
(relative to OECD GDP in 1980). The negative link™® is confirmed by
the following cross~section regression (t-statistics in
parentheses):

log o(CA/GDP) = 0.67 - 0.016 (GDP/GDPOECD)
(6.41) (-4.06)

26
The Link between country size and current  accounts  has been

polnted out by Sachs agen. It is related 10 the
Feldsteln-Horloka ‘puzzle’.
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These results support the view that the larger the CUrTency area
the less is the current account used to face disturbances. Put
differently, it is less ¢ostly for larger zones to forego external
capital mobility. Thus, a European monetary union is in a better
position to hlgotiate, with the traditional support of the US on

this matter, an agreement with tax heavens to reduce tax avoidance
activities.

[Table S and Figure 4 about here)

3.3.2. Taxes on goods, corporate, and labor income

Different VAT rates open up the scope for arbitrage, mostly in
border areas and through catalogue sales. Different rates of
taxation of labor income may provide incentives to resettle in
Jurisdictions with more favorable tax treatment. The same applies
to decisions on the location of production.m The key effect of a
MU relevant for this issue is the elimination of the exchange
risk. For EMS member countries, already accustomed to a great deal
of exchange rate stability, the MU effect is likely to be trivial.

This tendency is mitigated by genera! equilibrium considerations,
which are briefly listed. First, if lower corporate tax receipts
are offset by higher labor income taxes, labor costs may rise.
Second, pre-tax labor costs adjust endogencusly as a result of the
resulting changes in labor demand, with similar effects on land
prices. Whether the offset is complete, more than complete, or
less than complete, is an empirical matter which would require
detajled analysis. Third, il public spending is reduced to¢ match
lower tax receipts, the effect of less public goods on firms'
location decisions needs to be assessed.

What really matters are taxes net of subsidles, There exist
numerous Incentives offered by reglens or states to atiract
forelgn Investments.



~26=

3.3.3. Assessment

‘fax competition exists with or without a MU. The interesting
question is whether the presumption that the elimination of
exchange risk strengthens a country's taxing independence. The us
experience is a natural test bed for Europe. Table 6, borrowed
from Eichengreen (1990), shows that tax pressures differ less
among US states than ameng EC couﬂtries. Along exchange risk, this
pattern may be explained by the lower intra~EC labor mobility.
That taxes differ across US states suggests that the MU effect on
tax competition, while undeniable, may remained quite limited,
except of course for highly cosmopolitan financial assets. The

direction of change, on the other side, does not seem to be
ambiguous.

[Table & about herel

4. Externalities

A very different reason to raise the question of discipline arises
because fiscal actions by one country affects other countries. The
existence of such externalities implies that reckless behavior by
one country may become unacceptable to its partners. This is true
of course independently of the existence of a MU. Once again, the
question is what difference does it make within a MU. What must be
understood clearly at the outset, though, is that, in this sense.
discipline may require that a country adopts a fiscal pelicy which

may well be suboptimal from its own viewpoint.

The potential list of externalities has been analyzed in Section
2, and they will be considered ome by one in the rest of this
section. Presumably, the level of externalities depends upon how
tightly linked the different countries are. As the EC countries
mave towards tighter links, it is entirely reasonable that this

ijssue be raised. The general point is that externalities lead 1o
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suboptimal outcomes in the absence of some coordinating
mechanism.zs As coordination is often too complex to be organized
on a case by case basis, i.e. to be negotiated when the need
arises, it may take the form of binding rules. Such rules, indeed,
must be binding to avoid twe sorts of undesirable side-effects.
They could, at times, ljead 1o clearly inferior outcomes, for
example when particular disturbances occur. Then, even if on
average they do well, rules may be questioned, and dropped.zq The
other problem concerns the possibility that some countries be
tempted to free-ride, i.e. to take advantage of the fact that

other countries apply the rules to obtain particular advantages.

4.1. Interest rate externalities

A temporary fiscal expansion by one unions member implies higher
interest rates for all umion members (Section 2.1). The magnitude
of the effect is of course related to the relative size of the
country Initiating fiscal action. In a non-MuJ, the transmission
may be blocked by a real appreciation, and accompanied by a higher
interest rate. Thus each union member country will tend to
overlook the burden imposed on the other members, hence an
inefficiently higher tendency te run expansionary fiscal policies.
Except in the unlikely instance where default is threatening,
discipline amounts to imposing a constraint more severe than (3}

oA 30
on grounds external to each individual country.

28
In game-theorgtie  termsz, we roach a Nazh equlllbrivm. 1t 1=

always possible to have all country better off By imposing a

Judlclous form of toaperation, aven jia 1t 1mposes addltional
constraints. of course, there 1s always the risk of 1mposlng
mistaken congtralnts..

29

A classie example s the recoursa to tariffs and competltive
devaluations in  the thirties. While free trade was recognized a5
generally superior, Interest groups  toutd  appeal 1o the zravity of
the sltuation to cbtaln the absndenment of the priaciple.

30
A distinctlon ‘Between  discipline  and reputatlon in  the  case of

monetary policy ls devcloped along these llnes In Wyplosz {1989).
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4.2. Terms of trade externalities

The terms of trade externality, both internal and external,
implies that a government will tend to overlook the impact on
other countries of its fisca! policy action@gzll‘r{'rhis #does not mean
however that expansionary changes are any'm-ore problematic than
restrictive ones. The correct implication is that any national
fiscal policy action tends to underestimate the implications for
other countries. It is a case, therefore, for coordination or for
less independent action. This wvery general remark applies
independently of the exchange rate regime. What matters here is
the difference that a MU makes in this respect. The key is the
channei through which relative prices change.

For relative prices within the 2zone of interest, the result is
immedfate, In a non-MU, the most likely channel is the exchange
rate. In a MU, it can only be through prices. Thus, given the
complexity of adjusting the whole array of a country's pricesm,
the inefficiency costs of a MU are higher than in 2 non-MU. The
conclusion is that, on this ecriterion, more attention indeed
should be devoted to fiscal policy coordination. Lacking
coerdination, however, there is no presumption that it would be

desirable to limit the extent of fiscal policy actions.

For relative prices between the zone and the rest of the world,
the exchange rate channel remains unaffected. This does not
eliminate the externality, however. In a MU what happens is that a
country’s fiscal action changes the real exchange rate of the
whole union, hence its current account. In a non-EMU, the effect

would be iimited to the country initiating the fiscal action.

Thiz complexity has ‘been Frlodman's central argument In  favor of
flexible exchange rates. The EMS, Inasmuch as 1t allows far
reallgnments, satlsfles Friedman's criterion.
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Hence, once again, we find an externality which suggests the

increased need for fiscal policy coordination.

The recommendation that externalities calls for coordination is
unfortunately quite vague. We would like to know whether there is
a tendency for externalities to call systematically for fiscal
restraint or activism. As has been made clear by Canzoneri and
Gray (1985), to answer that question requires much more precise
¥nowledge on: 1) the sign of transmission effects; 2) the nature
of the shocks which call for fiscal correction. In gemeral,
nothing more definite ¢an be said. In the following section, an
attempt is made at progressing somewhat, with more emphasis on the

shorter-run horizon so far eliminated from the analysis.
4.3. A shorter-run view on the terms of trade®®

The terms of trade externality works through two different
channeis: a depreciation improves one country’s current account at
the expense of its partners; an appreciation lessens the inflation
pressure, also at the partners’ expense. This decomposition is an
illustration of the general ambiguity which emerges regarding the
bias likely to emerge in the absence of coordination. In this
section, we put bring more content to bear and consider the case
of a supply-side shock.

A country faced with an adverse supply shock will want to worsen
its terms of trade (depreciate in a non-MU) in order %o support
output, and to improve the terms of trade (appreciate in a non-MU)

in order to avoid inflation. If the relative effect of the terms

32
Thiz sectlon follows Cohen and Wyplosz {1990} The argumentz are

devoloped there for ‘the general case, not the particular cara of
a Mu. It scems that  there 1=z no partlcularly Etronger cate for
coordinatlen implled by the MU, excopt meybe that Integratlon H
likely to develop further, or that 1t may be & good tlme to alm at
a more ambltlous form of cocrdlnatlon.
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of trade on the current account is large {respectively, small)
relative to the effect on inflation, the country will want to
achieve a real depreciation f{resp. a real appreciatien). If all
members are hit by the same shock, they cannot achieve a terms of
irade advantage - in whatever direction turns out to be desirable
from the domestic point of view - vis a vis each other: as they
engage in such efforts, they keep undermining each other, which
results in an efficient outcome. It remains, however, that they
can jointly act vis a vis the rest of the world,

Cooperation means forfeiting terms of trade advantages within the
MU, but jointly setting monetary and fiscal pelicies in order to
achieve the desired terms of trade effect vis a vis the rest of
the world. I, for example, the inflation effeet is stronger, the
MU should s$eek a joint real appreciation, hence a policy mix
including fiscal expansion and tight money.™ If, within the MU the
current account effect dominates, and is larger than the inflation
effect vis a vis the rest of the world, coordination requires
larger deficits than individual countries would seek
spontaneously. Of course, with a different ranking of the size of
terms of trade effects, the opposite conclusion will emerge:
coordination would call for fiscal restraint.

I, we consider the case where the shock hits asymmetrically
(positive in some countries, negative in the others), the
conclusions are exactly reversed: fiscal restraint is needed when
the terms of trade externality dominates the inflation externality
within the MU and relatively to the rest of the world; fiscal
activism must be encouraged with the opposite ranking of terms of
trade effects.”

a3

This can be scen as a ratlonalization of the Yolker-Reagan
polley In the carly elghties.
23

The Intultive explanatlon 1= that, with azymmetric shocks,

countriecs are pulled apart and do not internalize the fact that
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4.4, Conclusion

“The existence of externalities means that each member country has
a right to wish to control its partners’ actions. If high real
interest rates are undesirable, there is some support for the view
that members of a MU which must share the same rate will want to
limit expansionary policies elsewhere In the union. The
implication of the terms of trade externality does not provide any
presumption that fiscal activism, or simply budget deficits,
should be curtailed. The first best would be policy coordination,
with discretion applied as to what should be the proper

coordinated response to particular shocks.

However, fiscal policy coordination is knmown to be hard to design
and implement in practice. When faced, with this observation, twe
possible conclusions emerge. The first one would call against any
altempt at establishing fiscal policy rules within the framework
of a MU, rather opting for soft and flexible forms of
coordination, such as surveillance. The second conclusion would be
to favor full policy coordination, as would occur within a federal
budget. This seems to be an instance where the extremes dominate
intermediate cenciusions.

5. New fiscal policy needs in a Monetary Union
5.1. Adjustment without exchange rates
There is a general perception that fiscal policy will assume an

increased role in a MU. This view rests on the observation that

the monetary policy instrument being lost, all of the burden will

non-geordinated polley actlons will further pull them in apposite
directlons.
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fall on the fiscal policy instrument. Given that the two
instruments are not interchangeable -~ in any usual model =it is

not clear what to make of this observation.

A useful starting point is to ask what differences does it make to
operate under rigidiy fixed exchange rates. What are the functiens
which are lost? exchange rate changes are required to modify the
relative prices of bread categories of goods (demestically
produced versus foreign, traded versus nontraded) or of assets (by
country or currency of issuers). If good and asset prices were
perfectly flexible, nothing would be lest in giving wup the
exchange rate. As asset prices typically are as flexible as
exchange rates, the usefulness of exchange rates arises from price
rigidities. Importantly, because price rigidities are only =a
transitory phenomenon, there cannot be permanent effects of
exchange rate changes. In passing, we note thal the exchange rate
is a poor substitute for price flexibility as: i) it affects broad
categories of relative prices; 2) it affects broad category of
asset prices which may not need to change.

This is well-known of course and recalled here to introduce the
next question: how c¢an we substitute for the functions of the
exchange rate lost in an EMU? There exists, in principle, some
combinations of taxes and subsidies which would exactly replicate
the function of the exchange rate, but such policies are normally
forbidden under EC rules. Consequently, fiscal policy can only
alleviate some of the most undesired effects of the lack of

. 35
exchange rate instrument.

For example, if shifts in productivity or tastes result in excess

supply of some domestically produced goods, quantities will ad just

35
Glven the  traditlonal view  that pollcy ingtruments  are

scarce {In the sense of Tinbergen), fiscal polley cannot
even be entirely devoted to thiz task.
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first in the presence of price rigidities. Much the same occurs in
the presence of exogenous increase in domestic costs of
production. An exchange rate depreciation helps, but imperfectly
as it is unlikely to affect only. and in the right proportien, the
goods in question. On the other side, disturbances resulting in an
excess demand for some goods, are more quickly met by price
increases. Thus, an important asymmetry arises, which suggests
that a MU is likely to penalize more heavily countries undergoing
adverse demand and supply disturbances. The implication is that
fiscal policy will be needed 10 reduce the effects of temporary

deviations of relative prices from their equilibrium levels.
5.2. Endogenous price and wage flexibility?

There remains the possibility that the creation of a MU may soften
the degree of rigidity of prices. There is no agreement, in
general, on the source of price rigidities {even on the existence
of such rigidities). This is noet the place to review the
literature, theoretical and empirical. A recurrent theme COncerns
the price-wage mechanism and the Xkey role of expectations
regarding the monetary validation of increases. Under this view, a
non-accommodative monetary pelicy may well speed up the adjustment
of oprice and wages towards their equilibrium jevels. If
individuals {firms and unions) know that they will bear the costs
of quantity adjustments because of the lack of menetary
adjustments, they internalize (some of) the costs of their
actions. Whatever the institutional form of the MU's monetary
authority, it is bound to be less responsive to individual
countries’ jdiosyncrasies, and thus to promote some
internalization of resistance to relative price adjustments. In
that case, the need for stabilizing fiscal action may turn out 1o

be lessened, rather than enhanced as is usually presumed.

5.3. The insurance role of “Federal" fiscal policies



~34-

5.3.1. The need for insurance

Consider the case hit by an adverse shock, such a productivity
shock or a shift of resources away from its domesticaily praoduced
goods and services. From what precedes, two implicatiens should be
clear. In the long runm, its terms of trade will bhave to decline,
and this is true independently of the belonging to a MU. In the
shorter run, the relative price effect is likely to necessitate
some firms to scale down (or even go bankrupt) and scme additional
unemployment 1o emerge. Thus, a number of agents will be directly
hurt by the loss of the exchange rate instrument. Facing such a
risk, agents normally would buy an insurance. Because insuranee of
this kind typically does not exist, it is usually provided by he
state. This transfers the cost, and the risk, at least partly to
the other domestic agents. They, in turn, require an insurance.

This is ene role of monetary and/or fiscal policies.

Those externalities which lead 1o price and wage rigidities
provide the rationale for government intervention. Unless the MU
impacts very strongly the wage and prices setting mechanism,
fiscal policy will see its role as a stabilizing instrument
increased. The loss of the exchange rate instrument may further
force adjustments away from relative prices and onte quantities.
The apparent asymmetry, which results in slower downward than
upward price adjustments implies that adversely hit countries may
face a more severe contraction than the expansion in favorably hit
countries. An important task for fiscal policy is to eliminate
circumstances when a country would have an incentive to break away
from the MU. Presumably, a MU carries with it welfare gains - this
is a complex issue beyond the scope of this paper which assumes
that a MU is desirable. Care must be taken, however, that the
implied costs do not exceed the benefits, since the option  of
leaving the MU will always exist.?®

36
There  could be non-negliglble (political) fixed  costs in leaving
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What is required, therefore, is a mechanism whereby fiscal policy
acte as =a substitute -~ albeit very imperfect - for the exchange
rate instrument. This role should be understand as follows. First,
it must correspond to the additional risk generated by the
existence of a MU, no more. Second, it must be an insurance
targeted at those agents whose situation is made worse. Third, it
should respect the essential principle of subsidiarity, as exposed
in the Padoa-Schioppa Repert. To recall, this principle helds that
public actions should be enacted at the most decentralized level

possible. In the following, some guiding principles are laid out.

5.3.2. Principles

First, it is important to emphasize that the insurance scheme
should cover the risks - more precisely the portions of the risks
- due to the existence of the MU, not the risks which would have
ocenrred to the same extent in the absence of the MU. Of course,
this is casier said than done, Identif ying the risks to be
ingured, and the proper level of coverage is an impossible task.
So we should recognize that a perfect scheme is out of reach and

concentrate instead on avoiding the more obvious pitfalls.

Gecond, we need to recognize that it Is individuals who are hit,
oot states or regions. Unfortunately, identifying the individuals
one by cne is impossible. One way out could be to decentraltize the
insurance functions to states or regions, on the ground that
identification is easier at the more decentralized level. This is

one merit of the subsidiarity principle.

Third, the scheme should be clearly seen as an insurance: premia

are paid against occasional and contractual payments 1o cover

the MU, but one can always 1maglne sufficlent  costs of remalning
withln the MU to offset the beneflts and the flxed costs of exit.
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hardships. The systemic nature of the risks toc be covered — those
due to the existence of the MU - implies a pooling of resources at

the union level and a clear redistribution scheme.

Fourth, the insurance scheme must be intertemporaliy efficient.
The corresponding fund does not have to balance its budget every
period (month, quarter, year or decade), since disturbances may
not occur evenly over time. One sclution is the constitution of a
fully-endowed fund, but such a fund would impily a transfer across
generations which does not seem warranted. More appropriate
redistributions can be organized through successive surpluses and
deficits financed by borrowing.

Fifth, we need to face the moral hazard aspect of insurance
schemes. Potential beneficiaries should not have an incentive to
act in a way which increases their chances of being net
recipients. Similarly, there exists an adverse selection risk,
whereby 'well-behaved’ participants refuse to join the scheme if
they perceive that it can be manipulated by higher risk
participants. Capture by interest groups needs to be avoided.

5.3.3. The US example

It is useful, at this stage to draw some lessons from the clesest
approximation to the European Monetary Union, namely the case of
the US.

Recent work by Eichengreen (1990) and Sachs and Sala-i Martin
(1989) establishes the following points. First, unemployment rates
- an important measure of quantity adjustments in presence of
price and wage rigidities - differ acress US states and tend to be
persistent. In Europe, they differ even more across states, and
are even more persistent. This observation has two implications: a
monetary union like the US with a large federal budget does not
eliminate quantity adjustments; even a high degree of labor
mobility is not encugh to eliminate regional imbalances. Second,

interstate transfers in the US amount to about 2% of the US GNP,
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about 207 of states’ and 407 of local spending. Third, when a US
region undergoes 2 decline in its income, aboul 407 of the loss is
compensated for through the [ ederal budget, mainly through the

progressivity of the income tax system. Eichengreen puts the same
figure at 17 for the EC.

Fourth, the US system of fiscal federalism works along two routes:
federal matching grants channel funds to states and local
governments, while progressive federal income 1taxes and welfare
payments operate at the individual level, As is well known, the US
system is far from perfect, with considerable politicking involved
in dealings involving state and local governmnents. In contrast,
transfers organized around individuals are remarkably free of
controversies, beyond the inevitable aynount of fraud which

surrounds any tax and transfer system.

5.3.4. Implications for a biveprint
a) Priority should be given to operate through the tax
system, especially its progressive aspects,
b) Once tax revenues are inereased, public outlays must
rise commensurably.
@) The subsidiarity principle  suggests 10 channel
spending to existing national transfer systems.m
d} In all cases, spending should be directed in priority
towards individuals affected by the adverse implications
of the MU. Examples of programs are: unemployment
bene,fitsas. educational grantsm. health programs.
¢) The size of the fund will, cealistically. have 10

increase progressively. As it starts on 2 small scale,

37

It these systems are deqmed inef{ectlve, this might beo a
propitious time to envislon overhauls.
a8

Thnis has beon advocated by Bean et al. {1989

39
For a slmllar proposal see Danthine ot al. (1990)
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its effectiveness will require a steeper progressivity

than when the steady-state size is reached.

5.3.5. Comments

The mere emulation of US fiscal federalism would imply a fund of
about 2% of the union’s GNP. But the EC is not the US. Labor
mobility is considerably lower, and should not be increased, at
least in the coming years as it would entail major welfare costs.
The same cultural and historical reasons which hamper labor
mobility are bound to affect the attachment to a monetary union,
ie. to reduce the ¢osts of breaking away in the event of a major
adverse shock. Finally, initial conditions differ more in the EC
than the current it is reasonable to expect varying degrees of
adjustment to  disturbances, and potentially more diverse
disturbances too. The implication is that the insurance fund

should be of a significantly larger size than the US interstate
transfers.

Since many such transfer systems already exist in all EC states,
transferring some resources to the federal! level should not add to
the fraud problem. As for the moral hazard problem it is best
dealt with through incentive schemes such as matg}ging supports:
individuals  and/or  states  receiving support .4 é:ear clearly
identifiable portions of the insured risk. As for adverse
selection, participation to the scheme, be it at the the

individual or national level, should be made compulsory, much like
taxes.

The risk of capture by political interests is considerable. This
is why transfers from agents to agents are of paramount
importance. In this respect, the existing structural funds do not
provide an adequate insurance c¢hannel. Their logic is different
and should be clearly kept separate from the need for insurance.
Indeed, the building up of an esprit de corps requires a feeling

of equity., As the MU imposes the severe constraint of abandoning
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the exchange rate instrument, the need for social eohesion within
the union may grow. Given the existing disparities in terms of per
capita income, levels of infrastructure, or quality of education -
to take some of the most obvious examples =~ some form of
redistribution of opportunities is bound to be required to
maintain popular support, even though such transfers rajse the old

question of trading off allocative and productive efficiency.

6. Conclusion

The creation of a monetary union in Europe will seriously affect
the conduct of national fiscal policies. The Delors Report points
out the need to restrict them, setting a binding ceiling on budget
deficits, presumably on the ground that discipline is jeopardized.
The present paper finds cases where indeed some such risk exists.
Yet, there are numerous instances where fiscal discipline may
actually be enhanced. Under two separate definitions of what
discipline may really mean, it appears that extreme caution should
be exercised before setting binding rules. On the other side,

everything points towards the heightened need for coordination jin
the area of fiscal policy.

Gone the exchange rate instrument, fiscal policies may well be
called upon to provide a substitute way of dealing with national
shocks. The guiding principle suggested is that of an insurance
program, linking individual agents throughout the union. Over
time, this calls for the devolution of a number of national taxes
and transfer programs.
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APPENDIX
THE FRENKEL-RAZIN MODEL

The key feature of this model in the tradition of Blanchard
(1985} is to derive aggregate behavier from the individual
behavier of mortal agents. Each period is born a cohort of
size normalized to one. Each individual has aprobability ¥
of leaving to the next period. Thus at time t > s, the size

of the cohort is, by the law opf large numbers, z °. The
total size of the population is:

1

t

t-
Lr e
Sz~ 1l -

Al. Individual behavicur
Each individual can borrow or lend at the market interest

rate r. If a is her financia! wealth at time t, her

t
expected wealth at time 1t+1 is Etat.'.1 = 72 I
income, taxes and spending are, respectively Yoo T, and €

the budget constraint is:

(A1) = {1+rt](at+y € ~¢ )

4 t 1ot

With a logarithmic wutility fumction the agent’s preblem is
1o maximize:
ot ot
Eo): B ln(ct] =¥ {By) in(ct)
t=0 tw0

subject to (Al). The first order condition is:

(A2) Col = B(lﬂ',‘)ct
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Repeated substitutions of (Al) and {A2) yield:

® Y ST, C
{(A1") a+ty-T+o+T e R S )
Tttt J=l0ler ). {140
t' t+j-1)
C1a1
(A2} g =
B (1+rt)

If we define human wealth as follows:

7h1:+1 = (1+rt)(ht AR 'rt}

(Al") and (AZ") yield:
{A3) €= (1~—Br}wt
where total wealth w, = ht follows the following:

(A4) T,

el = (14-r-t){wt -c.}

t

A2. Aggregate behaviour

Each individual ¢can be indexed by the date of birth s of
the cohort to which she belongs: ¢ and W Aggregate

st
values are therefore:

. Sots
Ct= T 7 ] ' and Wt== L7 ws.t
S=-m S=-m
Assuming that per-capita income Y, is constant, aggregate

income is ¥ = y/(1-¥) and we have:



(AS) Ct = (1—(’3?}\?\"t

together with:

(A6) W o=A -+ H
(A7) At+1 = (1+x-t)(e\t +* Yt - Tt —-Ct]
(A8) ‘.rlit+1 = (14-1't)(l~{t - Yt + 'I‘t)

Note that aggregate financial wealth accumulates at the
rate [1+r't). in contrast with individual finaneial wealth
and agggpregate human capital which accumulate at the rate
(1+rtJ/7{. The reason is that while those who die indeed see
their wealth, financial and buman, lost. Newbornms, who
receive no financial wealth when they arrive are endowed

with the same human capital as these whe died.’

A3. Time aggregation

We now jump together periods t=1 through « by assuming that
all exogenous variables remain constant. With Yt = Y and Tt
= T, it is ¢lear from {A8) that Ht remains constant and:

YaT
(A9) H = “—— where R = 1/(l+r)
1-Ry
¥R
and H. =Y -T. + (Y-T)
0 Q ] 1-yR

This gives the value of period =0 wealtﬂ""wo' ‘T equation
(1) in the text. Substituting (AS), (A7) and (A8) into
(A6), we obtajn:

Blanchard  (1985) and Frenkel and Razin  (1987) provide a
different interpretation In termz of & 1lfe Insurance.
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(A10) Wt+1 = [1+rt}.8'a’wt + (l—x)Hu_1

t
It we divide (A10) by T (4r) = 1/ R™! and sum up:
j=0

tel hit 1 bt t+l
L RW =81 RW +(l-9% R H
t=0 ™ =0 t t 0 1+l

Since for txzl, Ht = H = (Y - T)/(l - Ry), we get:

© N R Y-T
(1-Bx)T R Wt = BYW, + {(ly)— ——

=1 1-R 1-Ry
This equation can be used with (AS5) to obtain the second

aggregate period t = | good market equilibrium condition:

24 Y-T R
(All) B',)'Wo + (=g e (Y G
1-R 1-Ry 1-R

under the assumption that Gt = G vizl,



Table [. Government disbursements as percent of GDP/GNP

1987
State and General State and General
iocal government local government

Austria 8.6 34.4 L5 411
Belgium 3.5 27.8 5.4 46.6
Canada 4.0 25.7 30.4 39.5
Finland 9.7 29.7 17.2 35.8
France 4.0 34.5 2.0 49.3
Germany 14.2 35.0 16.9 44.4
Greece 3.9 21.1 5.2 38.0
Treland 9.4 3532 12.7° 43.1%
Ttaly 532 28.43 2.1 39.3
Yapan 9.4 20.62 13.4 332
Netherlands 12.12 42,02 16.8 53.4
Norway 15.5% 48.7° 16.9 53.7
Portugal 1.54 30.59 1.9P 37.6°
Spain 1.6% 18.5@ 730 35.0
Sweden 18.72 4562 23.6 61.8
Switzerland 11.4 233 18.2 34.6
UK 7.0 29.9 10.9° 4130
Us 8.8 26.3 13.3 322




Table 2. Dispersion of general government disbursement

1987 (% of GDP/GNF)

Mean Standard Min Max C.v.
Dev, (%)
All countries 423 8.0 2.2 61.8 18.7
EC - old® 453 4.8 39.3 53.4 10.7
EC - ai® 42.8 5.7 35.0 53.4 13.4
US States . - - - 16.3




Table 3. Solvency limits: some simple examples
(% of GDP)

Maximum acceptable steady-state
primary budget surplus
(assuning a 3% real interest rate)

3% 5% 10%
ne 3% no 3% no 3%
growth growth growth growth growth growth

Limit debt +
primary deficit 60% 150% 100% 250% 200% 500%




Table 4. Net public debt plus primary budget deficit
1989 (% of GDP/GNP)

Total Net public debt Primary

deficit
Belgium 119.8 122.3 -3.4
Dermark 17.2 20.86 -3.4
France 23.8 24.7 =-0.9
Germany 19.8 22.1 -2.3
Greece? 84.8 76.1 8.7
Ireland® 122.2 126.0 -3.8
Italy 97.1 95.0 2.1
Netherlands 56.2 56.4 -0.2
Spain 29.5 29.8 -0.3
UK 24.7 28.9 -4.2

m OECD, Economic Outlook 46, Dec. 198

Note: a) Gross public debt, which makes the fiqures hardly
meaningful.



Table 5. Current Accounts: 1960-1988
{$ of GDP)

Mean Standard deviation

Belgium 0.02
Denmark
France
Germany
Greece
Ireland
Italy
Netherlands
Portugal
Spain

UK
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Table 6. Taxes in US States (% of personal income)

Effective Effective Sum of Total Tax
Indiv. Income Corporation Effective Revenue
Tax Rate Tax Rate Indiv. and
Corp.-. Rates
New England 0.022 0.009 0.030 0.067
Middle Atlantic 0.027 0.006 0.033 0.065
East North Central 0.020 0.006 0.026 ¢.065
West North Central 0.020 0.004 0.024 0.063
South Atlantic 0.018 0.004 C.022 0.070
East South Central 0.011 0.004 0.016 0.069
West Scouth Central 3.005 0.001 0.006 0.068
Mountain 0.015 0.003 0.018 0.076
Pacific 0.022 0.007 0.030 0.098
Mean 0.018 0.005 0.023 0.071
Stand. Dev. 0.006 0.002 0.008 0.010
Coef. of Var. 0.345 0.427 0.34¢6 0.141
Source: Eichengreen (1989}
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