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ABSTRACT

Budgetary Aspects of Economic and Monetary Integration in
Europe”

This paper analyses some of the implications of the proposals of the Delors
Committee for monetary and fiscal policies in Europe. The merits of an
indspendent ESCB are discussed. We offer four reasons why, in the absencs of
European coordination of budgetary policies, the size of the public sector may
be too small relative to the first-best oulcome: first, with an independent central
bank seigniorage revenues will only accrue through real growth, so that taxes
must be raised and exhaustive public spending must be cut; second, an
economic union means that spending by an individual treasury benefits the other
treasuries, so that there is an inadequate provision of public goods; third,
international competition drives tax rates down and leaves fewer funds for the
public sector; fourth, an appreciation of the real exchange rate of Europe has the
nature of a public good, hence the level of exhaustive public spending tends to
be too low.
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NON-TECHNICAL SUMMARY

Recently, the decision has been made to let the second stage of the plans for
Econemic and Monstary Union in Eurcpe (EMU) commence on 1 January 1994.
Only Britain does not agree. Stage 2 requires the foundation of a European
Central Bank, popularly referred to as the EuroFed, which in turn requires a new
Treaty of Rome. Stage 2 aiso requires a narrowing of EMS bands, closer
coordination of national monetary and budgetary policies, and a much wider use
and acceptance of the ecu. The Delors report argued that in order to be
successful, EMU requires rules on the conduct of budgetary policies. This paper
analyses the optimal setting of monetary and fiscal policies within the EMU,
emphasizing questions of allocation rather than of stabilization, and is firmly
grounded within the modermn theory of public finance.

The question that the paper attempts to address is whether EMU poses a threat
to the current size of the public sector or not. Attention is focused, however, on
the easier question of whether EMU wilt result in a public sector in Europe that
is too small relative 1o the first-best outcome. To answer this question, the paper
considers the optimal revenue mix for treasuries and central banks and the
optimat size of the public sector. Attention is paid to the role of public debt and
foreign debt in smoothing tax and seigniorage revenues as well as in smoothing
private consumption. Both non-cooperative and cooperative outcomes are
considered. We discuss the advantages and disadvantages of an independent
EuroFed, and then the potential gains of coordinating fiscal policies urider EMU,
on the realistic assumption that countries benefit from the presence of an
independent EuroFed.

Section 2 considers competition among the national central banks and treasuries
of a monetary union. Each treasury can appropriate a certain amount of the
seigniorage revenues collected by the common central bank. Our analysis
suggests that the absence of international policy coordination among the various
ministers of finance causes excessive monetary growth and inflation as well as
too-low tax rates throughout the region. Each national treasury will be tempted
to act independently in order to gain more of the seigniorage of the European
ceniral bank. Such behaviour fails to internalize the adverse effects of grabbing
more seigniorage on the common inflation rate. The danger is that this leads to
an erosion of the base for raising seigniorage as private agents economize on
the use of money and could even put the region on the wrong side of the
seigniorage-Laffer curve.

Since monetary discipline and credibility of the common central bank are not
assumed to be a problem, an independent central bank appears to be less
desirable than a dependent central bank with or without international policy
coordination. An independent central bank leads to a sub-optimal government




revenue mix: too little inflation and tax rates that are too high. Most observers
agree, however, that monetary discipline is a problem and can only be
guaranteed by an independent central bank, for otherwise ministers of finance
will succumb to the temptation of levying a surprise inflation tax to wipe out the
real value of nominal wage or debt contracts. Indeed, this seems to be the view
of Dr Pohi —the president of the Bundesbank — who fears that appeinting central
bankers from countries which do not have the Bundesbark's anti-inflation
reputation to the board of the EuroFed is like throwing away the baby with the
bathwater. The paper shows that Dr Pohl may be right, since in the absence of
reputation, tying one's hands by having an independent central bank can improve
weifare.

Section 3 modifies the analysis in four directions in order to capture the flavour
of the proposals of the Delors Committee. First, national treasuries can only
appropriate seigniorage that occurs through real growth since the EuroFed is
assumed to be independent and focus entirely on price stability, Treasuries must
thus issue debt and raise taxes to finance their spending. Second, the EMU as
awhole is treated as a small open economy vis-a-vis the rest of the world. This
enables one to pay attention to the externalities associated with the common
determination of Europe’s current account and of the value of the ecu in world
markets. Third, the analysis assumes that individual countries care about the
level of public goods provided by other EMU countries. Finally, the analysis

allows for tax competition, which is particularly relevant for mobile factors of
production.

Section 4 argues that with EMU there is, in contrast to the conventional belief, a
danger that unless budgetary policies are coordinated the public sector will be
not too large, but too smaill. Tax competition will tend to force down tax revenues
and thus leave less room for spending. This spending tends notto be recognized
as a European public good, nor do discussions recognize the public-good nature
of Europe’s current account. Those who think that the current size of the public
sector in Europe is too large should therefore welcome EMU. Cthers will
eventually become concerned and argue for the coordination of budgetary
policies at a community level in order to safeguard the size of the public sector
in Europe.






1. Intreoducticn

Europe is in the process of becoming more and more integrated. The
removal of all physical, technical and fiscal obstacles to free
intra-European trade in goods and services and to free factor movements
within Europe should lead to the completion of the internal market for
Europe by 1992. Most of Europe's capital markets should be liberalised
by 1st July 1990. The proposals of the Delors Committee for Economic
and Monetary Union In Europe (EMU)} have given a great impetus to this
process. The preposals also invelve the delegation of the responsibllity
of monetary policy to a European System of Central Banks (ESCB), which
requires a new Treaty of Rome, the establishment of a common European
Currency Unit (ECU) in parallel to the existing national currencies, and
(after narrowing the bands of the European Menetary System) a move
towards irrevecably fixed intra-Eurcpean exchange rates. Some of the
more controversial propesals of the Delors Committee are that naticnal
governments of the EMU will face restrictions on the size of public
sector deflcits, will not be allowed to finance spending by printing
money, and will face limits on borrowing from abread. This paper is
concerned with the effects of the EMU on the conduct of fiscal policy in
Europe and, 1in particular, on the size of the publlic sector in Europe,

The standard view is that the EMU will only work when Europe is an
optimum currency area (Mundell, 1961). Although there is plenty of
labour mobility between West-Germany and East-Germany, cultural,
historlcal, language and housing barriers make a significant degree of
labour mobility within the rest of Europe an unlikely event. This lack
of mobility leads to problems of adjustment and a need for stabilisation
policy, particularly when idiosyncratic shocks hit the countries of the
EMJ.  For example, consider a switch in the taste of preferences away
from goods produced by Britain towards goods produced by France. 1In a
first-best world where all markets clear immediately, there is no need
for labour mobility or a flexible pound-franc exchange rate. The trade
deficit of Britain with France will disappear, because prices in Briltain
will fall and prices in France will rise, In a second-best world
nominal wages and prices are rigid in the short run, so the alternatives
are to either have a depreciatlion of the peund or to have people nigrate

from Britain te France. The former cannct happen under the EMU, whilst



the latter ls unlikely to occur (neither is Britain likely to produce
French goods). Nominal wages and prices would, of course, adjust in the
long run, but thls is accompanied by transitery unemployment in Britain
and transitory over-employment in France. This is why the EMU performs
badly under idiosyncratic shocks and is dominated by regimes of floating
exchange rates (van der Ploeg., 198%b). Some argue that Europe should
learn from fiscal federalism in the US and have a Federal Transfer
Scheme to cushion the impact of shocks by a redistribution of income,
say tax the French and transfer the revenue to individuals in Britain.
Initial estimates for the US suggest that a third of state«specific
shocks are cushioned by federal transfers (Sachs and Sala-i-Martin,
1989].

Although there are serious lncentive problems asseclated with such
a budget-neutral transfer scheme for the EMU (van der Ploeg, 1990), it
may be all that 1is available because the limits on budget deflcits
propesed by the Delors Committee act pro-cyciically and are not iikely
to lead to successful stabilisation policies. It seems more sensible
not to set limits on budget deflcits and let the countries of the EMU
pursue their own counter—cyclical stabilisatien pelicies. When all
countries of FEurope are hit by identical shocks, the EMU seems by far
the best exchange-rate regime since beggar-thy-neighbour attempts to
appreciate the currency and export inflation are avelded. Given that
the goods markets of Europe are becoming mere and more integrated, there
is a problem that in the face of a common adverse supply sheck the
fiscal stance of the countries of the EMU will In the absence of
European coordination of budgetary policles be too tight. 1

The stabilisation aspects of the EMU are thus quite clear. There
will be a need for coordination of fiscal policies, perhaps, even for a

Eurcpean Federal Transfer Scheme or, alternatively, there should be no

The reason is that as the goods markets of Europe become more and more
integrated, the beneficial effects of a fiscal expansion in one country of the
EMU on net exports of other EMU-countries are likely to dominate the adverse
effects arising from higher interest rates and crowding ocut. The result is
that a fiscal expansion is a locomotive pellicy, which in the absence of policy
coordination within the EMU will not be used enough te fight stagflation (van

der Pleceg, 1989a).




restrictions on the budget deficits of individual treasuries. The
alleocation and public-finance aspects of the EMU have received much less
attention and are the main subject of this paper. The gquestion we would
like to address is whether the EMU poses a threat to the current size of
the public sector or not. However, we address ourselves to the easier
question of whether the EMU leads to a too small public sector relative
te the outcome under the first-best ocutcome. To answer this gquestion,
we will consider the optimal revenue mix for treasuries and central
banks and also consider the optimal size of the public sector.
Attention will be pald to the role of public debt and forelgn debt iIn
smoothing tax and seigniorage revenues and private consumptien. In
additien, we will compare non-cooperatlve and cocperative outcomes, We
first consider the disadvantages and advantages of an Independent ESCB
and then move on teo the potential gains of coordinating fiscal policles
under the EMU on the assumption that it can benefit from an independent
ESCB.

In Section 2 we consider the competition among the central banks and
treasuries of a monetary union. Each treasury 1s assumed to be able to
appropriate a certain amount of the seigniorage revenues collected by
the common central bank. The main result Is that absence of
coordinatien between the various ministers of finance leads to excessive
monetary growth and inflation throughout the region and to too low
national tax rates, because each treasury fails to internalise the
adverse effects of grabbing more seigniorage from the common central
bank on the common inflation rate. When meney demand depends negatively
on 1Inflation, this leads to an erosion of the base for ralsing
selgniorage revenues and may even put the region on the wrong side of
the seigniorage Laffer curve (Alzenman, 198%). Given that monetary
disclpline and credibility are not assumed to be a preblem, the case of
an independent common central bank comes off worst from the welfare
point of view because it leads to a sub-optimal public revenue mix.
However, an independent central bank may be desirable when discipline
cannot be guaranteed and when ministers of finance are otherwise known
te succemb to the temptation of levyling a surprise inflation tax in
order to, say, wipe ocut the real value of public debt and reduce tax

distertions.



In Sectien 3 we modify the analysis in four directions, because we
want to capture the flavour of the propesals for the EMU recently put
forward by the Delors Committee in a better way. Firstly, individual
treasuries are only permitted to appropriate the selgniorage that occurs
through real growth since the ESCEB is independent and is charged solely
with the cbjectlve of maintaining price stability. Instead, they have
to finance most of thelr budget deficits by issuing debt. The treasuries
can sell their debt to private individuals at home and abroad, both in
the other countries of the EMU and outside the EMU, and to the ESCE and
other banks outside the EMU. To facilitate the analysis, we assume that
bonds are perfect substitutes. This does not seem unreasonable, as a
short cut, because mest of the capital markets of Europe are meant to be
fully liberalised by 1st July 1990. The ESCB prints the ECUs and uses
the preceeds from seigniorage to purchase bonds on the open market.
Secondly, we no longer assume that the monetary unlon Is a clesed
economy. Instead we assume that the EMU is a small open economy
vis-a-vis the rest of the werld which takes interest rates as given on
the world market. We can then focus on an  externality associated with
the jeint determination of the real exchange rate and current account of
Europe versus the rest of the world. A fiscal expansion by any of the
treasuries of the EMU raises the demand for European goods relative to
goods from the rest of the world and thus induces an appreciation of the
real exchange rate of Europe and a deficit eon Europe’s current account.
Absence of policy coordination in Europe means that Europe’s current
account is not recognised as a public good and thus leads to inefficlent
outcomes for the flscal policies pursued under the EMU (ef., Cohen and
Wyplosz, 1%89). Thirdly, we assume that each member country of the EMU
also cares about the level of public goods provided by other member
¢ountries. In view of the planned completion of the internal market for
Europe, it seems reasonable tec suppose that countries care about each
others’ levels of spending on the environment, research and development,
foreign ald, Infrastructure, museums, etcetera. The absence of policy
coordination means that public spending is not recognised as z public
good for Europe as a whole and therefere its supply will be too low.
Finally, we alsoc allow for the possibllity that each country of the EMU
also attempts to have slightly lower taxes than its competitors. This




form of tax competition drives down tax rates and levels of public
spending.

In Section 4 we conclude by making a case for an independent ESCH
and arguing that, unless budgetary policles are coordinated, the EMU
leads to a smaller size of the public sector. Those who think that the
current size of the public sector in Europe is too large, will welcome
such develepments. Others might not and will argue for the coordination
of budgetary policies in order to safe-guard the size of the public

sector in Europe.

2, Competition among the treasuries and central banks of a monetary

union

2.1 The model

The monetary union consists of N countries denoted by the subseripts
i=1,...,.N. Exchange rates are irrevocably fixed and consequently there
is a common inflation rate throughout the region. Treasury i's primary
budget deficit is defined as the excess of exhaustive public spending
(gl] over tax revenues (ri]. Tts full deficit includes interest
payments on cutstanding debt (rdiJ and must be flnanced by selling debt
(di) or by seigniorage revenues (si]. The (growth-corrected) real
interest rate (r} is determined on the world market. It follows that

the budget constraints of the treasuries are given by

- s di(01=dio. i=1,....N, {2.1)

vhere all quantity wvariables are expressed as fractlons of the
full-employment level of national inceme. Individual treasuries are, in
contrast to the rather strange recommendation of the Delors Committee
for guidelines on publlc sector deficits, free to borrow on the open
market as leng as they remaln solvent. Solvency of a treasury requires
that 1ts debt must not grow at a faster rate than the interest rate in
the long run. When the treasuries are solvent, their budget constraints

can be writfen as



rdl+gi’=rf+s§’. i=l....,N (2.1

when the permanent level of exhaustive publlc spending is defined as

00
gf(t}ﬂr J expl-ris-t)] gf(s.t) ds ,
t

where gt(s.t) denctes the expected value of 31(5)' s>t, conditional on
all information available at time t, and T? and sﬁ are defined in a
similar fashion. In cther words, the current treasury debt plus the
present value of the stream of future exhaustive public spending must
equal the present value of the stream of future direct tax and
selgniorage revenues. The central bank of the menetary union is run by
the wvarious treasurles and thus not Iindependent, s¢ its budget

censtraint is given by

N
Z s,| = omN (2.2)
i=1

where @ denotes the monetary growth rate of the region and m denctes the
holdings of real money balances by an individual country. For the time
being, we assume that the velocity of circulation and thus m is constant
and the same for each country. The quantity theory of money then says
that the common rate of inflation (m) is determined by the excess of

monetary growth (8) over growth in real income (n).

2.2 Absence of cooperation causes excesgsive inflation

Each treasury is concerned with the most efficient revenue mix for

financing a given stream of exhaustive public spending. In other words,




each treasury wishes to minimise the excess burden caused by ralsing tax
and selignlorage revenues. We assume that the dead-weight losses
correspond to the famillar welfare triangles2 and are proportlenal to

real output, so that the welfare-less function of treasury 1 can be

written as:3

1% 2 .2
wi; 5 J exp(-rt) ti+Bu et, 8 > 0. (2.3)
o

When treasury 1 chooses a sequence of T and Sy to minimise (2.3)

subject to (2.17), (2.2) and w = 8 - n, taking tJ. sj, J*i as given, we
obtain the non-cocperative cutcome (denoted by the superseript N). When
all treasuries jointly choose T 54 i=1,...,N, to minimise "1 + wz +

'HN’ we obtain the cooperative outcome (denoted by the superscript C).

A non-cooperative monetary wunien leads to T?:(ﬁ/mN]nN, %T:O,

i=1,...,N, whilst a cooperative monetary union leads to tf=(B/m)nc

%?=O, i=1,...,N. Each of the countries has an equal say in running the
central bank of the monetary union, so we assume that the cooperative
cutcome simply minimises the sum of the countries' welfare losses. This
is the reason that the marginal distortion from collecting seigniorage
revenues Is N times as large under the cooperative as under the

nen-cooperative outcome.
The fundamental insight common to both the non-cooperative and

cooperative outcome is that tax rates are smoethed (cf., Barro, 1979},

2 There 1s a slight problem in justifying the cost of inflation in terms of

triangles under the money demand schedule, since under the quantity theory
this schedule ls flat and in general the empirical magnltude of these costs
have been small. Nevertheless, 1t seems reasonable to assume that inflation
is costly (e.g., Fischer and Modigliani, 1975). One pessibility iz that a
higher level of anticipated inflation leads to a higher wvarlance of
unanticipated inflation, which then in the absence of full indexation causes a
misallocation of resources, arbitrary redistributions and, perhaps, fewer
leng-term contracts.

3 This (and the model of Section 3) adopts a reduced-form approach in order to
get a quick grasp of the policy issues involved. There 1s thus a danger that
some of the results do not carry over to a fully specified model of the
ongoing strategic interactions between optimising governments and a rational
private sector in which one distinguishes between pre-commitment and (Markov)
perfect equilibria {Obstfeld, 1990}.



that inflation rates are smecothed, and that tax and selgniorage revenues
go up and down together (Mankiw, 1987; Grilli, 1989). The point is that
the marginal distertiens from the variecus current and future sources of
raising revenues must be equalisedq and that the treasuries nay only
borrow to finance transitory increases in exhaustive public spending.
The best example is that treasuries are allowed to borrow for investment
projects with a market rate of return, because these leave the permanent
level of exhaustive public spending unaffected but increase the actual
level of exhaustive public spending. In general, there is a trade-off
between aiming for Zzero tax distortiens and aiming for zero inflatlion
(or full liquidity) which leads to both positive tax rates and positive
inflation rates (Phelps, 1973).

Since there is a commen inflation rate throughout the region, tax
rates must be the same throughout the region as well, even though levels
of exhaustive public spending and of public debt may vary from country
te country. This has interesting iImplications for the solidarity
required in a monetary union. When a monetary union conslsts of two
countries, the first with a higher ievel of permanent spending and the
second with a smaller need for public revenues (rdiﬁg$>rd2+g§), the
first country obtalns more seigniorage revenues from the common central
bank than the second country (51>52)' In other words. a menetary union
is sustainable only when countries with a small public sector transfer
revenues to countries with a large public secter. Alternatively, when
the costs of tax collection or the size of the black economy are much
larger in one country than in the other ccuntries (smaller 8 for some
countries), tax rates are lower than the average and the country alsec
receives an implicit transfer of seigniorage revenues. The Delors
Report recommends a convergence of levels of public spending and debt.
This seems reasonable in view of the above observation that the
political sustainability of a monetary union is then more likely. An
even stronger view is that such redistributions are politically so
unlikely that a dependent ESCB 1is never geing to happen. A more

4 The tax-smoothing result depends con the rate of time preference being the

same as the market rate of interest. If it is greater (smaller), governments
are relatively impatient (patient) and the tax and inflation rates must be
expected to increase (decline) over time.




optimistlc view holds that the distribution of seigniorage according to
need is the political price one has to pay for monetary unification.
Substitution into the treasuries’ intertemporal budget constraints

yields a comparison of the non-cooperative and the cooperative outceome:

B_ _
RN ~ |rd+g”-nm > KC = rd+gp ] (2.2)
(B/mN)+m {B/m)+m
N _ [rd+gP-nm c _ [raveP-
r = -—-—-2—-—.- <1 = -——2—--— (2.5)
1+(m"N/B) 1+(m~/B}
N
where gp is defined as gp = z gf /N and d and T are deflned in a
i=1

similar fashion. Conflict between the national ministries of finance of
a monetary union leads to excessive monetary growth and inflation (and
thus to tee¢ low direct tax rates), because each country fails to
internalise the adverse effects of grabbing more selgniorage on the
other <countries of the monetary wunion. International policy
coordination leads to lower monetary growth and higher tax rates.

There are two extensions to the above argument. The first is to
allow money demand (m) to depend negatively on inflation. In that case,
the lack of international policy coordination also leads te an ercsion
of the base for ralsing selgnlorage revenues and may even put the reglon
on the wrong side of the seigniorage Laffer curve (Aizenman, 1989).5
The second is that individual treasuries may also care about their
balance of payments position. The monetary approach to the balance of

5 However, if there are only two assets, money and bonds, and the portfolic
shares {mi/(mi+di)) depend on the relative rate of return on these assets

l1.e., inflatlion, the optimal steady-state inflation rate for a closed economy
{and thus fer a cooperative monetary union) is determined by the <full
liquidity rule (Turnovsky and Brock, 1980; Yashlv, 1989). It follows that
inflation and tax rates do not necessarlly need to go up and down together
anymore and that international policy coordination in a monetary union without
an independent central bank need not be necessary.
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N

payments gives the common inflation rate as w = 1 z ei -n=8-mn,
N/ ii=1

where 8, = s /m denctes the rate of domestic credit expansion for

i i
country I, and the balance of payments (as a fraction of the demand for

money) of country 1 as zi =8 - Gi. When the average of the desired
values for the zi's is negative, absence of International coordination
of monetary pelicles causes excessive inflation as countries try to
defend themselves against reserve accumulation by expanding domestic

credit and thus ralsing the common inflation rate (Hamada, 1976).

2.3 The case for an independent ESCB

Many practitioners advecate an independent central bank (denoted by
thesuperscript 1) whose policy should be solely directed at maintaining
price stabllity. Thls leads to 1(1=0. %::0. i=1,...,N, and '!:I=rd+gp—nm.
An independent central bank achieves a stable price level and thus the
ministries of finance need to resort te higher tax rates than would be
the case with a dependent central bank, It is easy to show that
UI>UN>1.‘C, so that the lowest welfare loss is achleved when the various
minlsters of flnance coordinate their budgetary and monetary policies
and the highest welfare loss is achieved under an lndependent central
bank.

~ Why then do practitioners advocate an independent central bank?
¥hy then dees the Delors Report strongly advecate an Independent ESCB
based on the German mode1?6 The main reason is that they do not trust
treasuries to havesufficient monetary discipline to guarantee price
stabillity, because they forever have the temptation to levy an inflatien
tax in order t~ finance additicnal public spending, or to accommedate

demands for higher wages. Practitioners belleve that an independent

6111 fact, the Delors Report recommends a federal structure in which the
central banks of the EMU-countries are incorporated in & ESCB. The ESCB
should bhave three levels of organisation: (i) the Council of the ESCH
consisting of the presidents of the national central banks, which are
independent of Community and national authorities (of., the German
"Zentralbankrat”): (ii) the Board of the ESCB, which moniters monetary
developments and oversees the implementation of the common monetary policy
(¢f., the "Direktorium"); and (iii} the national central banks which execute
the decisions taken by the Council (e¢f., the "Landeszentralbanken®).
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central bank, directed by ultra-conservative central bankers who only
care about price stability, will not succomb to a surprise Inflatlen tax
in order to wipe cut the real value of outstanding nominal treasury debt
(e.g., Gros, 1988), the real value of the nominal wage {e.g., Barro and
Gordon, 1%83) or the real value of money balances (e.g., Calvo, 1970,
Barre, 1933). Whenever this does happen, equilibrium inflation wiil be
higher and equilidbrium tax rates will be Jlower. Since ministers of
finance, unions and other agents anticipate that an Independent central
bank is not going to give in to their demands, they settle for less and
as a result inflation is lower and taxes are higher than would be the
case under a dependent central bank without much monetary dlscipline.
Undoubtedly, thls is the reason why central bankers -- the maln
signatories of the Delors Report -~ are very much in faveur of an
independent ESCB. Hence, it is more relevant to compare cooperative and
non-cocperative outcomes under a dependent central bank (1l.e.,
discretion denoted with the superseripts ND and CD, respectively) with
the outcome under an independent central bank (i.e., rules). To assess
the case for an independent central bank, cne should trade off the
disadvantage of a sub-optimal government revenue mix against the
advantage of better monetary discipline and the lower inflation this
brings with it.

Italy has a larger black economy and a less efficient tax system
than Germany and therefore finds it cptimal to extract relatively more
revenues from seigniorage than from direct taxation (e.g., Canzoneri and
Rogers, 199C). Some even argue that this is a gooed reason against the
EMU and in favour of a crawling peg between the currencies of northern
and southern Europe for this would accommodate the required inflatien
differential le.g.. Dornbusch. 1988). However, this argument ignores
the monetary discipline the Bundesbank gives to the Banca d'Italia under
the Eurcpean Monetary System (EMS) (e.g.. Glavazzi and Pagano, 1928) and
hopefully under the EMU. The gain in central bank eredibility and the
accompanied tying of cne's hands may be the maln advantage of the EMS
and hopefully the EMU, This advantage 1is particularly relevant for
countries with a large stock of outstanding nominal government debt,

such as Italy and the Netherlands, and with a greater preference for low
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inflation than eliminating tax distcrtions (Gros, 1938].7

To illustrate the argument, attention will be focused on the
monetary discipline an independent ESCB may offer in safe-guarding the
real value of public debt, probably the most important source of time
inconsistency for Europe, but it is important to realise that the
arguments Iin favour of an independent central bank could just as easily
have been made in terms of removing the incentive to use unanticipated
inflation to achieve a temporary galin in e:nployment.8 Treasuries now
issue nominal (rather than real or indexed) bonds with a pguaranteed
nominal rate of return, r + 7% vhere n° denotes the expected Inflation
rate. The expected or ex-ante Teal interest rate, the real interest
rate for short, is according te the Fisherian hypothesis determined by
consumption tastes and productlon technologles, more or less independent
of the expected Inflation rate. For given tastes and production
technologies, any change in nominal Interest rates must then be due to a
change in expected inflation rates. The realised or ex-post real
interest rate, r + z° - %, is relevant for the borrowing and lending
activities of the treasuries. It decreases with unanticipated
inflation, which is one way In whlch governments can reduce the level of
their inflation-corrected deficits and reduce the growth of thelr
debt~GDP ratios.9 It is straightforward to show that ln equllibrium

7 In any case, one could argue that one should implement the flrst-best policy
of eradicating the black eccnomy thus reducing the costs of tax coliectlon and
enabling cneself to cut the inflation rate. Alternatively, one might try to
explain the inefficiency of the tax system and the associated rellance on
seigniorage in terms of how unstable and polarised the pellitical system

is (Cukierman, Edwards and Tabellini, 1989}.

8 Wage indexation is prevalent throughout Europe, so there is presumably less
of a possibility to use a surprise Inflation to erode the real value of the
wage. The ratic of real {(high-powered) money balances to public debt is
generally quite small (13% for the UK, 23% for the Netherlands, 30% for Spain
and 76% for Germany over the perioed 1962-1987) and as money is mainly held for
transactions rather than for speculative purposes, it seems reasonable to
focus on the incentives to wipe out the real value of public debt. Of course,
the first-best policy is 1o destroy such incentives to renege on nominal
contracts through, for example, the issue of indexed rather than nominal
bonds. Conversely, an independent ESCB does not destroy all forms of capital
levy,

s Since d, is no longer a predetermined variable, an increase in the level

i
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P B
ND _ ird+g-nm CD _ |rd+g -nm I_
T o= [m+B/ o ] > o= [m+6/ Pve ] > n'=0 (2.6}

and thus that rND < rCD < rI must held. The presence of an outstanding

nominal public debt is an open Invitation to wipe it out with an
unanticipated inflation tax. Since a dependent ESCE cannot be trusted
not to take wup the invitation, inflation under the discretionary

outcomes is higher than under the rules outcomes (uND > uNR and uCD >

ﬂCR}. As far as the treasuries are concerned a dependent ESCB and
competition within the EMU improves welfare, because this reduces tax
distortions. However, as far as central bankers are concerned, this
increases inflatien and thus reduces welfare. This is in a nutshell the
conflict between ministers of finance and central bankers,

The conditlon under which an independent ESCB (I) ylelds higher
welfare than a dependent ESCB with cooperation among the treasuries (CD)
is given by

(B-n%)d > (g+n)m, 2.7)

whilst the condition under which one prefers an independent ESCE over a
non~cooperative EMU and a dependent ESCB (ND) 1is given by

(B-nZ)d > [#(2-N)+Nnln. (2.8)

One is more likely to come out strongly in favour of an independent ESCE
rather than a cooperative EMU with a dependent ESCB when the level of
publlic debt in Eurepe and when the priority one attaches to ellimlnating
inflatlon rather than to cutting tax distortlons is high. It 1s

rather than the growth of the nominal money supply leads to an equal increase
in the price level and can thus be used to wipe out the real value of publie

debt at “the stroke of a pen". Here we are concerned, however,
unanticipated increases in inflation.
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therefore not much of a surprise that the Delors Committee, which
consisted largely of central bankers, has come out in faveur of an
independent ESCE.

Inequality (2.8) is more (less) likely to be violated as the number
of members of the EMU increases, provided that § exceeds (is less than)
mz. In other words, when the priority one attaches to price stability
exceeds the priority one attaches to getting rid of tax distortions and
the number of EMU-countries is large, one always prefers an independent
ESCB to a noh-cooperative EMU with a dependent ESCB. When one,
nevertheless, comes out in favour of an independent ESCB, one should be
aware that macroeconomic policy coordination within the EMU may well be
counterproductive10 when one restiricts attention to discretionary
outcomes. The following counter-example makes the point: when d = -m,
the CD-outcome ylelds the same welfare as the I-outcome and, when B(N-3)
< mZ(N—l). the ND-outcome ylelds a higher welfare than the I-outcome, so
that the CD-outcome is worse than the ND-outcome. Sufficient conditions
for the inequality are N=2, N=3 or B(mz. Macroeconomic policy
coordination destroys discipline and can thus be counterproductive.11
This is more likely to occur when the advantage of cooperation in the
form of lower inflation is outweighed by the disadvantage in the form of
more tax distortions and when the number of countries is small. The
couhter—example can be understoed by thinking of a clever scheme for
restructuring treasury debt in order to overcome the problem of time
inconsistency in the cooperative outcome: eliminate the incentive to
erode the stock of real money balances by buylng an equal stock of
nominal bonds from the public (se when a treasury reneges 1t loses just
as much on its assets as it gains on real money balances) and issue

indexed bonds for the remainder. In the non-cooperative outcome there

10 Macroeconomic policy coordination under the EMJ can also be

counterproductive when budgetary policles are used to fight stagflation caused
by a global supply sheck, because this may provide an adverse respense frem
the US (van der Ploeg, 198%aj.

11 This also occurs under a regime of floating exchange rates when the monetary

autherities are tempted to use a surprise inflation to erode the real value of
wages and boost employment (Rogoff, 1985) or to use the selgnlorage revenues
te reduce distortionary taxes and boost the level of exhaustive public
spending (van der Ploeg, 1988).




15

is still an incentive to rencge leading %to higher inflation, but this
may be desirable when the cests of collecting taxes are high enough.

The Delors Committee has come out strengly in favour of an
independent ESCB for the EMU, which may be justified in terms of the
enhanced monetary discipline this would offer. A related argument in
favour of an Iindependent ESCB is that this avolds the costs assoclated
with unpredictability of inflation. We will assume an independent ESCE
in the remalnder of the paper. Monetary policy then ensures a stable
price level, which means that monetary growth equals real growth (8=n}.
The only source of selgnicrage revenues that Is available to the
treasuries 1s due to real growth, so that if previously treasurles
relied on Inflation taxes as well, taxes must be ralsed or the level of

exhaustive government spending must be cut.

3. European Monetary Unlion with an independent central bank

3.1 The model

The EMU consists of N countries. Since individual treasurles of the
EMU are, according to the proposals of the Delors Committee, no longer
alleowed to print money and they only get these seigniorage revenues
which accrue through real growth (si=nm). their intertemporal budget

constralnts must when they are solvent be given by:
P o P =
rd, + g =7 +om i=l,...,N (3.1)

where wWe have assumed that seignicrage revenues collected by the ESCE

are equally distributed to the treasuries of the EMU.12 We abstract from

12 When the ESCB manages the value of the ECU in world markets, one should take

account of  interest losses or gains on  foreign reserves le.g.,
dollar-dominated assets) in the budget constraint of the ESCB. However, if
forelign reserves earn a market rate of return, they can be netted out of the
ESCB’'s budget constraint (e.g.. Bulter, 1990, Chapter 5).
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risk premia and assume that all bonds are perfect substitutes, which
means that European interest rates are tied to world interest rates
The ESCB is independent and must pursue a stable price level, so that it
sets Europe’s monetary growth rate equal to Europe's real grewth rate
(e=n).

The quantity theory of meoney holds, so that m is constant. The
irrevocable fixity of exchange rates under the EMU implies, of eourse,
that all countries of the EMU experience a stable price level. The
consolidated budget constraint for the N treasuries and the ESCE is
given by

I
d=rd+ T (gy-7,) - om, a(0) = dos (3.2)
1=1

N

where d = [} d,) denotes the net consclidated government debt of the
i=1

EMU. The budget constralnts of the private sectors of the EMU are given

by

b, = rbi ty, T vmR-oc, bi(O) = b1 . o i=1,...,N, {(3.3)

i i [}

where bi' ci and Yy denote the holdings of bonds by private agents, the

level of private consumption and the level of jincome of country 1§,

respectively. Full employment in country 1 Implies that y; = 1.  Net
N

holding of forelign assets by Europe are defined as f = X bi] -d, sc

i=1
that Europe's current account can be written as

- N
f = rf + 121 [yi-cl—gi). £(0) = fo . (3.4}

The sum on the right-hand side of (3.4) corresponds to Europe’s balance
of trade with the rest of the world. We assume solvency of the N

private sectors, so that interest on assets plus the present value of
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the stream of future income minus direct taxes and growth taxes on
holdings of assets must be sufficlent to finance the present value of
the stream of future consumption:

P _ P _ - .
ci—rbi+y]; ™ -, 151N (3.3°)

Together with (3.1) thls implies that Europe as a whole 1s solvent, so
that the present value of the stream of future balance~of~trade

surpluses must equal Europe’s outstanding net foreign debt:

1 . P_.P..FP

[—;—] E [ ¥y C) "8y ] = -f . (3.4")
i=1

The EMU as a whole faces this intertemporal budget ceonstraint, but

individual EMU-countries do not face such a constraint.

We assume that goods produced by the various European countrles are
perfect substitutes and that the “law of one price” heolds for Europe,
which is of course unreascnable. However, a strict interpretation of
the planned integration of goods markets threughout Europe ("1992" and
all that) may warrant such a heroic assumption as a short cut.
Purchasing power parity between Europe and the rest of the werld is even
more unrealistic, hence we reject this and assume that goods from Europe
and from elsewhere are imperfect substitutes.13 Equilibrium in the market

for European goods requires

13 In any case, there is a lot of empirical evidence which suggests that

volatility in real and in nomina: exchange rates go together {Mussa, 1986).
More precisely, in moving to the EMS the volatility of intra-European nominal
exchange rates and of real exchange rates decreased substantially (Mussa,
1990). Hence, from an empirical polnt of view, it may not be that
unreasonable to assume that the “"law of one price” holds roughly within the
EMU. Since the exchange rate of the ECU vis-d-vis the rest of the world is
suppesed to float, it is not reasonable to assume the "law of one price”
between Eurcpe and the rest of the world.
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i

N N n N
z Y, = z (ci+gi] +c, -Ej T . (3.5)
=1 1=1 i=

where c? denotes exports of Europe to the rest of the world, cT denotes
imports by country i of the EMU from countries outside the EMU, and E
denotes the real exchange rate of Eurcpe (the relative price of goods
from outside Europe in terms of European goods}. We assume a
Cobb-Douglas sub-utility function in terms of goods from Europe and from
elsewhere, so that cT = ¢.c,E and cT= ¢ci/E, i=1....,N, where ¢ (¢*)
denotes the constant value-share of imported goeds in tetal private

expenditure of Europe (the rest of the world) and ¢, denotes the
exogenecus level of total private expenditure of the rest of the world.
Upon substitution into (3.5), we obtain the real exchange rate

of Europe:

N .
E= I {yi - (1~¢)ci—gi}/(¢ Cy)- (3.6)
i=1

When producers’ prices are a fixed mark-up (w1>1] on wages in Europe,

real incomes in Eurcpe are given by

w=o E¥ s v, (1-E), @ = (uy/w.) > 0, (3.7)

where w, denotes the level of the productivity of labour, Hence, an
increase in spending by any of the N treasuries leads ceteris paribus to
a one-for-one deficit in Europe's current azccount and an ex¢ess demand
for European goods. The latter ls choked off by an appreciation of the
real exchange rate of Eurcpe, which induces a fall in consumers’ prices

and a boost In real income for Eurcpe.

The rate of expected CPI-inflation in Europe, ¢{E/E), is positive
(negative) when Europe's real exchange rate is expected to depreciate,
l.e., when Europe's real interest rate exceeds (is below) the real
interest rate of the rest of the world, but this can only., of course, be

a temporary event. We are concerned with what fiscal policles should be
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pursued by each of the treasuries of the EMU. We assume that each

treasury wishes to attain a desired level of exhaustive public spending

(Ei)' a desired level of private spending (Ei), a desired tax rate

associated with no distortions (zero}, and a desired level of the real

exchange rate of Europe and thus of real income (;i). Since we assume
that the internal market for Europe is completed, it seems reasonable to
suppogse that each treasury also cares about an appropriate level of
public goods in other countries of the EMU and also attempts to maintain
a better tax climate than in other counties of the EMU. Furthermeore,
each treasury minimises quadratic deviations from these desired levels
and trades off all these objectives by giving different welghts to them.
Each treasury chooscs a sequence of tax rates and levels of exhaustlve

publi¢ and private spending te minimise its welfare-less function,

=
i
SR
oS8

exp(-rt) rl(gi—gi)z + zz(ci—zi)z + 131f - ?4(”1-;1}2

* g jgi(gJ—EJJZ * g Jgi(tj—ri*;} 2 dt, (3.8

subject to the constraints (3.1), (3.3'), (3.6) and (3.7). Hence,
treasuries attempt to maintain an adequate level of public goods and of
real income, to have a tax advantage over their competitors, and at the
same time use the current account to smeoth private consumption and use
government debt to smooth tax distortions. In Section 2, we abstracted
from pure fiscal externalities and effectively assumed that

71=12=14=75=36=0-

3.2 The non-cooperative outcome

This outcome corresponds to a Nash-Cournet outcome for a
differential game with pre-commitment. The Hamiltonlan for treasury 1

is defined as:
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2
N
1 -2 1 2,1 2 1 e =
By = 571087807 + grpley-e )" + o5ty + 274[.&1[% (1-¢ie, SJ] ’ wi]

2 2
+lzgg-‘£ + 7 -;-—'r-; +
2 |75 6 |71 "1

=T, =nm) (3.9)

J\l(rd1+gi—ri-nm) - “1(rb1+y1"c1 1

- . = - -
where ¥, = (wo¢/c,¢ ) Ty O = (c,¢ /w°¢)(wi—wo). Ai denctes the
marginal welfare loss arising from an additional unlt of treasury debt
for country 1, and By denotes the marginal welfare galn arising from an

additional unit of private assets for country 1. When the mark-up

desired by werkers in country i (;i) exceeds what 1s left of
productivity once firms have taken their cut (wo). country 1 attempts to
increase its real income beyond what it can afford by appreciating the
real value of the exchange rate of Europe [3i>0). The first-erder

conditions for treasury i are:

- - N -
wl{gi*gi) YA =y, {Jil[yj—(l—fﬁ)cj-gj] + “’1} (3.10)
—_— -_— N =
72(ci—c1) T 3'4(1—¢) le [yj—{l—g&)cj—gj] ch {3.11})
N -
T, A, »pg, +7.| L (t.~t, -1} (3.12)
3T TR T e o T
A, =w =0 {3.13)

{(3.1) and (3.3%). In deriving the first-order conditions treasury i
takes the policy acticns of the other treasuries {cJ,gJ,jsll as glven,
hence the equilibrium concept assumes zerc conjectural variations and

correspends to a non—-cooperative Nash-Cournot outcome with
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pre-commitment.

Combining the first-order conditions, we find that tf =T, gf =T

- P - -
+ nm rdi and <y r‘bi * yf A1 nm ¢ that we can Solve for (3i' i
T,.i=1,...,N} from:

i

(1*¢)11[gi—gf—[rdi+gi~ti-nm)] = 72[(21—;€) + rbi + yf - T, oo Ci]

(3.14)
- _ [N
71[31';5-?'(‘"‘11*31"1'“’“]] * ’4{ Jii[yj'y?(rdJquJHM) *
- — = _ =Pl 3
(1 ¢)(rbj+y§ % o cJJ] oy mi} 0 (3.15)
- - am N =
rltgi—gi] - vz(ci—ci) AT R Y jil ',rj—[‘.l-~¢)c‘1-—g‘j * oy
N -
+y | (v ~t,~t)] . (3.16)
6| yei J i
i=1,....N, It seems sensible to focus separately on the three

externalities: (1) spending by individual treasurles is a public good to
Europe as a whole: (i1) international tax competition; and (iii) the

real exchange rate and current account of Eurcpe are Jolintly determined.

3,2.1 Tax and congsumption smoothing

Let us first discuss the case where treasuries are not concerned
with using the real exchange rate of Europe to boost the real income of
their citizens (14=0} or with trying to achleve a better tax climate
than abroad (76=G). The advantage of this case is that treasuries make
up thelir mind about policy withcut taking inte account the actions of

the other treasuries. The result is:
N2 = PPy .
278y 72(rbi+yi ci) (72*13}(rdl + E?) + yqm (3.17)

N_ - _Py . Py -
ci7c; = (71+13)(rbi+y§ Ci) 71[rdi+81) 750m (3.18)
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N n T N

T, = rl(rdi*gi) + arztrb et ci) (1 va)nm (3.19)
N - g -8 d,(0) =d (3.20)
i i it 4 i0 .

N _ . I =
by = ly;~vi) - (e;=¢5) , b, (0) b (a.21)
o N - =p, = =P
M= 15: (yy-y)=(gy-gp)-(ey=e 3| , £0) = 1, (3.22)
where the nermalisation 71 + 72 * ?3 = 1 has been used. The most

striking result is that treasuries only borrow when they temporarily
desire to have a higher level of exhaustive public spending, i.e., when
they anticipate that their desired level of exhaustive spending falls in
the future. A good example is public investment in the envirenment or
education, because then public spending will temporarily be high in
order to finance the Investment and in the future the treasury reaps the
benefits and thus public spending, net of returns on lnvestment
prejects, will be lower. If public investment projects enjoy a market
rate of return, the permanent level of public spending is unaffected and
treasuries should borrow for investment projects. It is a pity that the
Delors Committee did not even allow individual governments to borrow for
capital expenditures (as effectively is the case in the U.S.), A more
traditional example is that treasuries should borrow in war time. Tax
rates are smoothed Iin the sense that they only respond to permanent
changes in the desired levels of exhaustive public and private spending
and in income. Simllarly, private agents only save (borrow} when thelr
current income exceeds (falls short of) their permanent Income and when
their desire for consumption is expected to increase {fall). The EMU as
a whole berrows, il.e., has a deflicit on its current account, when the
public or the private sectors temporarily desire a higher level of
consumption and when lIncome 1s temporarily below its permanent level.
These results on tax smoothing {e.g., Barro, 1979) and on consumption
smoothing (e.g.. Sachs, 1981} are, of course, a direct consequence of

the life-cycle hypothesis.
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When the level of exhaustive public spending is exogeneous (71 = 1,

g = Ei). tax rates are set to finance debt service plus the permanent
level of public spending (':'iﬁrti1 + é? ~ nm) and private consumption
equals its desired level minus the permanent level of the trade deficlt
minus debt service of the treasury plus Iinterest income derived from
bond holdings (¢, = &, + r(b,~d,) + y’;’ - g’; - E‘i’). Ricardian debt
neutrality holds, so that treasury debt is not a part of private wealth
and interest recelved from the treasury ls not part of private lncome.
With exogeneous levels of exhaustive public spending the problems of tax
and of censumption smoothing are decoupled (¢f., Roublni, 1‘933).“1 In
general, the exhaustive spending of treasuries 1s endogenous and
responds positively to permanent income and private assets and
negatively to outstanding treasury debt. When permanent Iincome and
private asset holdings are higher, the treasurlies can afford te have
more exhaustive public spending and higher tax rates. Similarly, when
debt service and the permanent level of desired public spending
increases, private consumption must be reduced. Seignicrage revenues
only accrue through real growth under an independent ESCE and are used
to cut taxes and raise the level of exhaustive public spending at the

expense of private consumption.

3.2.2. International tax competition

Now also allow for the effects of intermational tax competition
{76>0). It can then be shown that (3.20)-(3.22) hold as before,

N_ - _ N - py N _ = _ 2Py -
g, — g =T, *om {rdi + gi). € v T (rbi+y§ ci) T, - mm, and

14 When the desired level of consumption 1s constant and one allows for
investment one has that Europe’s current account must equal transitory income
minus the consolidated public sector budget deficit for Europe minus
investment. In other words, internaticnal capital mobility implies that
investment must be financed through capital inflows and be unrelated to
private saving. Taking account of the independent role of public budget
deficits helps to explain the apparent internatiomal immobility of capital
(Roubini, 1988).
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'cf = —TG(NHI); - [

-p P
1*76N] [Vl(rdi‘gi) + rz(rbi+y§ )

[%] & [71[rdj'fé?]wz[rbfyﬁ-é’;]] - (1= )ma (3.19)

International tax competition becomes more important once the
Eurcpean markets for goods, services and factors of production have been
completed ("1992"). Individual treasuries will be increasingly
concerned with keeping their tax rates in line with those abroad,
because otherwise their workers will prefer to migrate to the rest of
the EMU and their consumers will prefer to buy their products from the
rest of the EMJ. Treasurles do not want thelr tax rates to diverge too
much from their competltors. because otherwise they lose all their
revenues to their competitors. 15 Indeed, cone of the main concerns of
Dutch macroeccnomic policy is to bring marginal income tax rates and VAT
rates down te the European average or, more specifically, to the German
levels. This 1is the reason why we choose to have 76>D. Indeed
convergence is a major objective, but it is not c¢lear what one should
converge to (the lowest, the highest or the average tax rate?} and
whether one converges to Pareto-efficient levels of tax rates or not.
In order te get a grip on this question, we assume that individual
treasuries attempt to have a better tax climate than in the rest of the
EMU in order to be a tax haven. This is why we choose T>0.

When all the countries of the EMJ have identical levels of
permanent income, private and public debt, and desired private and
public consumption, tax rates will be downward biased to the extent of
3’6(1\1—1};, . The bias increases as the number of member countries of the
EMU increases and arises from futile, beggar-thy-neighbour attempts te
cut tax rates. In general, when an indlviduzl treasury is faced with

competitors in the EMU who have a much lower need for revenues, due to

15 In fact, this statement is only true when lower taxes are not capitalised.
If one couniry has lower taxes, then house prices may go up by exactly the
same amount as the annuity value of the fax advantage.
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lower levels of debt and permanent levels of publlc spending, it will be
forced to cut tax rates, cut public consumption, and allew private
consumption to flourish, even though it is faced with a large need for
government revenues. Tax smeoothing does not only occur over time, but

also acreoss different countries.

3.2.3 Real lncome and Europe's real exchange rate

Finally, alseo allow individual treasurles to manipulate the real
value of the ECU in order te boost the Income of their citlizens (743'0].
Budgetary peolicies of the wvarlous treasurles now Jjelintly determine
Eurcpe's real exchange rate and current account. In corder to focus on
the nature of this externality alone, we assume that all exogeneous

variables are the same for all countries of the EMU and that there are

. ps _— =—p _ - =—p - = _mp =
no transitory shocks (yi-—yl_y. < cisc. g giﬁg. ui—wizw). It then
follows that gi='r,1+nm-r‘di. ci=rbi+y-‘ri-nm. and

71(rd+N§)+12[r{f+d)+N(y—c)]+§4¢N[¢(Ny+rd)—(1-¢)rf+N;]*16N(N—1);“7nm

T

N
t (147, 67NN

(3.19%)
where ¥ 5[1”73*';4 ¢2N]N. The effect of treasurles being concerned with
the real income of their citizens is to attenuate the positive effect of
desired exhaustive public spending and the negative effect of private
spending on the tax rate and to reduce the downward blas in tax rates
arising from international tax competition. The cut in tax rates
arising frem seigniorage revenues ls larger when couniries care about
real income. An increase In the desired level of real income leads to
an increase in the tax rate and public consumption and to a fall in
private consumption, because this lnduces an appreclation of the real
value of the ECU versus currencies of the rest of the world, reduces the
costs of goods imported from the rest of the world, and thus boosts the
real income of the citizens of the EMU.

3.3 The cooperative outcome

The previous section characterised the non-cooperative fiscal

pelicy responses under the EMU. Here we compare them with the
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cooperative outcome. In order not tc get side~tracked by what the
appropriate outcome of the bargaining process between the N countries
should be, we focus on a symmetric version of the problem. Hence, we

assume that dio = do' bio = bo. g. g ¢, = ¢, Yy =¥ and w, ® w,

i i i
i=1,....,N. This means that, under Furopean coordination of fiscal
pelicies, (gi. T Ty i=l,...,N) are jJointly chosen to minimise the sum

N
of the welfare-less functions of the countries of the EMU { E Ui}
i=1

subject to the constraints {3.2), (3.4°), (3.6), 3.7) and {3.8). The
details of solving this problem for the European Council of Ministers of
Finance are more straightforward than those of Section 3 and are thus

omitted.

3.3.1 Inadequate provisieon of public goods

We flirst consider the case where treasuries do not attempt to
appreciate the real exchange rate of Europe In order to boost the real
income of thelr citizens (y4=0]. In view of the planned completion of
the 1nternal market for Europe, 1t seems reasonable to assume that
countries care more and more about each others’ levels of public
spending on the environment, training of low-skilled workers, research
and development, foreign ald (e.g., to Eastern Europe), infrastructure,
museums, etcetera (75>O). Although each country of the EMU benefits from
a higher level of public goods provided by other countries of the EMU
the& do not have to pay the price in the form of higher taxes for it.
Absence of coordination of budgetary pelicies means that exhaustive
public spending is not recognised as a public good for Europe as a whole
and consequently its supply will be inadequate. In order to see this,

censider the results for the cooperative outcome (3.20)~(3.22),

c - 72[rf+N(yp—cp—gp)] - ?S[rd*N(gp—nm)}
£ = (3.23)
[1+';5(N"‘1 JIN
C - [71+73+75(N'1)][rf*N(Yp*Cp“Sp)] + 73[rd+N(gp~nm)]
ey7e = (3.24)
[1+15(N~1]]N
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¢ [lapragrag ) [rd+N(gP-nm)] + 72[rf*N(yP-5p-_p)]
L= (3.25)
L3474 (N-1)IN

[y

1=1,....N. When we set 15=0, there are ne externalities and the
cooperative outcome (3.23)-{3.25) reduces to the non-cooperative ocutcome
(3.17}-(3.19). It is c¢lear that, In general, gN< gc

of coordination under the EMU leads to an under-provision of public

< g. Hence, absence

goeds. Cooperation means that treasuries spend more, so that less is
avallable for private consumption [cC<cN<E) and direct taxes must be
raised (TC>TN>0]-16

A special case nceds to be made for public investment. In view of
the developments in Eastern Europe. the bad state of the envirenment and
the demand for infrastructure, this is badly needed in Europe. There
are twe aspects of this type of public Investment that should be
stressed: its international and its intertemporal nature. Since public
investment is a publlc good for Eureope as a whole, 1lts supply will be
deflecient in the absence of budgetary policy coordirnation. Just as
important, however, %is the fact that publiec investment with a market
rate of return leaves the permanent level of exhaustive public spending
uneffected, but increases the current level. The optimal response from
the point of view of public finance is to borrow and ieave tax rates
unaffected. Unfertunately, the Delors Report recommends guidellnes on
public sector deficits without making a reference to public investment
or to permanent levels of public spending. Such a myopic view on public
finance is bad economics and bound to harm public investment in Europe.
Much better 1s te advocate the "golden rule” of public filnance: tax for
permanent lncreases 1In exhaustive public spending, but borrow for
temporary increases in exhaustive public spending associated with, for

example, public investment.

16 We have assumed that rd + N(EP—nm} is positive and rf + N(yp-Ep~§p) is

negative.
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3.3.2 Competition pushes tax rates down

Now consider the situation where individual treasuries also try to
keep thelr tax rates a bit below the rest of the EMUJ (76>0. 0). In
fact, the cooperative outcome then corresponds exactly to (3.23)-(3.23).
The reason is that when the treasuries coordinate their fiseal policies,
they realise that in equilibrium it is futile to attempt to get a better
tax climate than its EMU-competitors and thus beggar—-thy-neighbour tax
cuts are avoided. Absence of coordination leads to an additional
downward blas in tax rates, —76(N—1)§. which means that the public
sector will have tc dwindle and the private flcourishes even more. The
ocutcome under tax competition is inefficient, since all members of the
EMU would be better off if tax rates and thus the size of the public
sector are increased. The Inefficiency would be somewhat less if we
allowed countries to compete in the provision of public goods (e.g., an
efficient legal system) as well. The theory of clubs may then serve as
a useful guide to decide whether a sub-group of countries wishes to
specialise in the preduction of certain public goods or specialise in
tax havens for some taxes or not.

More static, micro-based stories of tax competition and tax
harmonisation argue that the completion of the internal market increases
the pessibility of tax avoidance and makes a number of economic
acti?ities more elastic so that, in order to aveld a large excess burden
relative to the revenues cellected, they should not be taxed wvery much
(Sinn, 1989; also Keen, 1989; Frenkel and Razin, 1989). The winner of
this uncoordinated process of tax harmonisation will thus be the more
mcbile workers, who are better able to make use of tax havens, the
owners of capltals, and to a certain extent consumers (as competition
forces down VAT rates), whereas the poor and less mebile workers will
lose out {Sinn, 1989). Countries with high benefits will have to reduce
them, for otherwise they will attract the poor from everywhere and their
welfare-state system will collapse. Although some of these tax
distortlons assoclated with tax evasion c¢an be avoided through, say,

basing income taxes on nationality rather than ecn residencelv. by far the

17 Another set of results 1s that the resldence princlple leads to an
inefficient world alleocation of saving, that the source principle leads to an
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best way seems te go fer a ceerdinated approach to tax harmonisation.18

3.3.3 Cooperation aveids an under-valued ECYU

Finally, consider the case where the treasuries cooperatively try
to determine the wvalue of the ECU in order to boost the real income of
all citizens of the EMU (74>0). As in Section 3.2.3, we assume that
there are only transitory shecks. It folliows that (when yS=O)

e 3’1(rd+N§)+:{2[r(f+d)*N(y*5)]-3Nm+;4¢N2[¢[Ny+rd)—(l-¢)rf+o=;]
T = - L(3.25%)
(1+N7¢ 74) N

The positive effect of desired exhaustive public spéending and the
negative effect of desired private spending on the tax rate are less
than in the absence of cooperation, beth of which tend to reduce taxes
and exhaustive public spending. As far as the current-account
externality is concerned, exhaustive public spending is a public goed
for it appreciates the real value of the ECU, reduces the cost of
imported goods for all EMU-citizens, and thus boosts the real income of
all EMU-citizens. This 1s another reason that, in the absence of
cocperaticen, the level of exhaustive publi¢ spending and tax rates
throughout the EMU are too low. The speclal case 71=72=15=0 illustrates
the basis point perhaps better:

7,0(N-1)

'r{i: - 1:': = [¢(Ny+rd—Nm]—(1—¢)rf+t.=>] >0 . (3.26)

(147 0) (147 ¢°0°)

Absence of cooperation means that the treasuries are much less bothered

inefficient world allocation of investment, and that In a market-clearing
world with perfect capital mobillty (and the interest rate determined on the
world market) the residence principle is optimal and there are no gains from
tax coordination (Razin and Sadka, 1989)

18 Given the liberalisation and integration of markets for capital, goods and

services, there is much scope for individual European countries to Impose
adverse externalities on others and thus there Is a need fer cocrdination of
capital income taxation within Europe, starting with agreeing on a tax base
and followed by setting minimum statutory rates (Tanzl and Bovenberg, 1990).
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with attempting to appreciate the real value of the ECU and boosting
real inceme. so that the level of exhaustive public spending will be too
low. Effectively, each EMU-country attempts to pass the burden of
appreciating the real value of FEurope's currency on to its
EMU~-competitors.

It is possible to think of other inefficiencies associated with the
common determination of Furope’s current account and real exchange rate.
The EMU as a whole might have an expliclit target value for its current
account, perhaps, a deflcit because Europe wants capital from outside to
pour into Europe in order to rebuild Eastern-Europe. $Since none of the
EMU-countries seces Europe’s current account as 1lts prime responsibility,
each one of them will try to shift the burden of loesening the fiscal
stance to its EMU-competitors. The result is that public spending as a
whole will be too low throughout the EMU, and capital inflows into
Eurepe will not be high enough, relative to the outcome where all
EMU~countries coordinate their budgetary pelicies.

So far, we agsumed, in centrast to the recommendations of the
Delors Report, that guldelines for public sector deficits are
unnecessary and, perhaps, even undesirable. However, the externalities
associated with the jeint determination of Europe’'s current account
suggest that 1t may be advisable to impese a requirement on the overall
public borrowing requirement for Europe. The peoint is that, if
EMU-countries only consider their own current account and not the
current account eof Europe, then such limits on borrowing from outside
the Furopean Community may act as a substitute for European coordinaticn

of budgetary pelicies,

4. Ceneclusions

A monetary unlon without an independent central bank leads, without
coordination of the policies of the wvarious fiscal and monetary
authorities, to excessive inflation and to too low tax rates throughout
the region. The reascn is that each treasury fails to Iinternalise the
adverse effects of grabbing more seigniorage on the common inflation

rate. An independent central bank for the region is inefficient from a
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public-finance point of view, since it gives rise to toc high tax rates
and to tee low inflation rates. Nevertheless, an independent central
bank is often desirable because it is more likely to have a strong
monetary discipline and thus individual treasuries no longer have a
temptation to levy a surprise inflation tax. To assess the case for an
independent ESCB, one should trade off the advantages assoclated with
better monetary disclpline and lower inflation against the disadvantages
associated with a sub-optimal public revenue mix. When the level of
nomirnal public debt is high and when the priocrity one attaches to price
stability 1s much more important than the prierity one attaches to
cutting tax distertions, one comes cut in favour of an independent ESCE.
Indeed, an independent ESCB is what the Delors Committee seems to
advocate for the EMU. In addition, it is recommended that under the EMU
naticnal treasuries can no longer finance their deflicits by infiatien
taxes. There does not seem much merit in the proposals of the Delers
Committee for upper limits on government borrowing. However, it may be
desirable, from the peint of view of the wvalue of the ECU irn world
markets and Europe’s current account, to allow individual governments to
borrew what they want from European households and institutions, but to
constrain them in their borrowlng from outside the European Community.
There are good reasens to believe that the size of the public
sector will be teo small under the EMU, unless the treasuries of Eurcpe
coordinate their budgetary policies. The first 1is that with an
independent ESCB seligniorage revenues only accrue through real growth,
so that taxes must be raised and spending on public goods must be cut.
A related problem is that, even though the inflation tax must disappear,
real growth leads to seigniorage revenues and it will be a najor
political issue to decide how these revenues will be distributed to the
members of the EMU.  The second is that public spending on items as the
environment, fereign aid, research and development, and infrastructure
is with the completion of the internal market more like a public good as
far as the rest of the EMU is concerned, whose supply will be inadequate
unless treasurles cooperate. The third 1is that intérnational
competition between treasuries forees tax rates down and leaves less
funds for spending on public goods. The fourth is that treasurlies may

wigh to increase spending in order te appreciate the real exchange rate
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of Europe and boost the real income of thelr citizens. Since thls
pelicy also has beneficial effects on the rest of the EMU, exhaustive
public spending will be too low unless cooperation takes place., These
reasons are derived from considerations of public finance and of
efficiency in allocaticn. When one considers the stabilisatlon role of
fiscal policles within the context of a Mundell-Fleming model of the
EMUJ. one can show that completion of the internal market and absence of
coordination leads to too tight fiscal stances when Europe is confronted
with an adverse supply shock (van der Ploeg, 1989b). All these reasons
should glve c¢lear signals that the EMU may spell dangers for the degree
te which governments are prepared to tackle the problem of stagflatlen
and wide-spread unemployment and for the size of the public sector in
Eurcpe.

There is thus a danger that the size of the public sector under the
EMU will be teoo small relative to the first-best ocutcome, but it 1s a
legitimate question to ask whether the current slze of the public sector
is too large relative to the first-best outcome. Many people believe
that the size of the publlic sector 1s currently too large relative to
the first-best outcome,19 so that we are now in a second-best world.
Intreducing distortiens in a second-best world may be desirable when
this cancels the effect of cther distertions. However, the experience
of the U.5. sugpgests that the EMU indeed poses a threat te the size of
the public sector. In the leng run, when the EMU is firmly established,
Europe may have to get used to the problem of coping with a too small
size of the public sector. In the medium run, the absence of
coerdination of budgetary policies may more quickly cut the size of the
public sector and bring Europe more quickly in the direction of the
first-best. optimum. People who believe that the current size of the
public sector in Eurcope is too large should like this.

1% Te be fair, it is usually argued that this is due to too high levels of
transfer payments rather than te too much provision of public goods.
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