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This problem of sustainability led to Maastricht constraints and to the Stability and Growth Pact 

(see section 4.7). 

The first research that suggests coordination may be counterproductive is that of Rogoff 

(1985a)31 who analyzes monetary policy coordination. Van der Ploeg (1987) and Kehoe (1988) 

find similar results. 

Frankel and Rockett (1988)32 analyze the results of the cooperation when the policymakers 

disagree on a true model. They find that, when the policymakers do not agree on a true model, 

i. such policymakers believe that, with the policy coordination, their country's welfare 

will increase compared to the non-cooperation; 

ii. the coordinated policy usually tends to decrease welfare instead of increasing it; 

iii. a country adapting the true model will have greater gains than the gains from 

coordination. 

They find that the positive effects of monetary coordination are limited. It improves US welfare in 

546 out of 1000 cases, and the welfare of the other industrialized countries in 539 cases. 

4.1.5. Literature about Fiscal Policy in EMU 

Literature about the fiscal policy in EMU concerns the general literature about fiscal policy, 

literature in favor of a centralized fiscal system and the literature against a centralized fiscal 

system. An important part of the literature covers the three problems of fiscal policy in EU: 

stabilization, coordination and solvency. 

31 Coordinated monetary expansion gives a better tradeoff between output and inflation since exchange rate 
depreciation is excluded but it may increase or decrease the credibility problem of central banks in relation 
with the private sector (wage setters believe in an increased inflationary policy of the central bank when the 
monetary policy is coordinated, and they set a higher rate of time-consistent nominal wage growth). "Since 
monetary policy does not end up having any systematic effect on employment in either regime", the only 
result of the cooperation between central banks is higher inflation rates compared to a non-cooperative 
regime (P.204). However, in case ofa shock, a coordinated policy yields as good results as a non­
cooperative policy. Cooperation may be counterproductive in a flexible-price currency-substitution model 
where central banks try to maximize seigniorage. 
32 They also give a survey of the literature of arguments for and against the policy coordination. Most of 
the literature takes as given the assumption that policymakers agree on "the true model of how the world 
Illacroeconomy behaves", P. 318. 
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4.1.5.1. General Literature about Fiscal Policy in EMU 

The role of public finance in EU is first studied in the 1977 MacOougall Report. It suggests a 

significant centralization of budgetary policies, especially for the unemployment benefit 

systems. The idea is elaborated by the Commission reports of 1990 and 1993. 

The Werner Report (1970) foresees the coordination of monetary and fiscal policies. 

The Oelors Report (1989) was the first to introduce the need for strict rules on budgetary 

policies. It proposed to impose upper limits to budget deficits and to prevent any intervention of 

central bank or other financing, in order to obtain fiscal and monetary discipline. It did not 

propose the transfer of the control of budgetary policies to the Community. Compared to the 

Werner Report, it foresees less central control of national fiscal policies and "no extensive 

transfer" of fiscal fUllctions to the Community level. The term "subsidiarity" is introduced by the 

Oelors Report. 

The Maastricht Treaty, compared to the Werner and Oelors reports, puts more emphasis on the 

need for policy convergence and price stability but less emphasis on the central control of fiscal 

functions. 

Three very detailed papers about the budgetary policies are those of Eichengreen (1993), 

Bovenberg et al. (1991) and Van der Ploeg (1991a). 

Canzoneri and Rogers (1990) are concerned with the first fiscal problem between macro and 

micro dimensions, namely, the magnitude of the distortion, created by EMU, in the financing of 

public expenditures. The distortion is created because the governments are prevented from 

making optimal choices between taxation and seigniorage, and the cost of collecting taxes differ 

between member states. 

Masson and Taylor (1992) challenge the main assumption of the above analysis on the 

grounds that governments' choices between taxation and seigniorage aim to minimize the 

distortions of the financing of public expenditures. 

Van der Ploeg (1991b) is concerned with the second problem between macro and micro 

dimensions, namely, the effect of EMU on the size of public sector itself, therefore its effects on 
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the supply of public goods. He argues that EMU will decrease seigniorage revenues below to 

what they were in some member states and tax revenues will decrease with the increased factor 

mobility and tax competition33
. 

The above two concepts, seigniorage and tax competition, can lead to more borrowing rather 

than less spending, thus bringing in the solvency problem. 

Eichengreen (1993) compares the benefits of fiscal autonomy, fiscal coinsurance and fiscal 

coordination, and he finds that fiscal coinsurance is a better scheme with the monetary union 

than fiscal policy coordination. 

Casella (1992) analyzes the relation between the relative size of a country and its participation 

in collective monetary agreement. She finds that a small country demands m~re than 

proportional power to participate in the union and that fiscal policy coordination is needed for 

optimal outcome and that monetary union can substitute for fiscal coordination. 

Kenen (1996) finds that Casella (1992) assumes that governments are indifferent between 

taxation and money financing to pay for the production of public goods. He comes up with the 

same result as Van der Ploeg, i.e. that monetary union cannot make up for the need of fiscal 

policy coordination as long as taxation and money financing are not perfect substitutes. He finds 

that a monetary union can lead governments to produce insufficient public goods. 

4.1.5.2. Literature in Favor of Centralized Fiscal System 

The literature in favor of a centralized fiscal system starts with Ingram (1959) who finds fiscal 

transfer as a partial replacement of nominal exchange rate flexibility under monetary union. 

Gordon (1983) analyzes the problems of decentralized decision-making in federal states and 

the help of the central government to solve them. He finds that the decentralized decision­

making can lead to a less efficient result because the decisions of one community affect the 

33 Giovannini (1989), Eichengreen «1991) and (1993» are also concerned with the tax competition. 
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utility level of the other communities and this fact is not taken into account during the decision­

making process34
. 

Pauli (1973), Brown and Oates (1982), Ladd and Doolittle (1982) insist on the redistributive 

effects of the fiscal policy. Although Pauli (1973) proves that local decision-making for 

redistributive purposes can lead to efficient results, Ladd and Doolittle (1982) find that the 

necessary conditions do not lead to this outcome and they argue that for welfare assistar:1ce and 

programs for the poor should be a national concern.Thus they should be under the control of 

federal governments. However, the administration of these programs do not need to be run by 

the federal government, each program may need to be managed by different levels of 

government considering differences in administrative capacity, bureaucratic control, fraud 

prevention and in-kind aid (e.g. aid for housing or health care). From the financing point of view, 

the concern of equity between tax payers, a centralized policy should be run by the federal 

government. 

Sala-i-Martin and Sachs (1992), who are in favor of federal tax transfer system, and Persson 

and Tabellini (1996) are concerned with the centralized system as a response to asymmetric 

shocks. In case of an asymmetric shock, the tax base can be stabilized by a common fiscal 

policy: the taxable income in the deficit country decreases, and it increases in the surplus 

country. Therefore, according to Alesina and Perotti «1998), 990), for a given tax rate, the 

revenues to be redistributed are more stable in a centralized system. A centralized system, with 

several countries, can stabilize net incomes and protect individuals against asymmetric shocks. 

Persson and Tabellini (1996) consider that the federal risk-sharing creates the moral hazard35 

problem. The governments, with the insurance of risk sharing, may be less ready to decrease 

the national risk or to react to national shocks. They determine the differences in risk sharing 

arrangements in US en EU: 

J4 To solve the externalities created by decentralization, he suggests the involvement of the central 
government in the following ways: centralized provision of public goods, categorical grants, tax 
deductibility oflocal government taxes, revenue sharing, federal regulations of permissible local taxe bases. 
For details, advantages and disadvantages, see P. 581-585. 
35 "The situation where the insured person can effect the likelihood of the insured event" (Samuelson and 
Nordhaus (1987), 499), i.e. knowing that there is some protection against the risk, the person may be 
tempted to increase the risk willingly (or unwillingly); e.g. a driver with full insurance against collision may 
be likely to drive less carefully than if he was not covered against all risks. 
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i. In US, the federal government redistributes between individuals, the federal 

government is elected and it is accountable to individual voters, central and local 

governments are horizontally ordered, and conflicts are solved with voting. 

ii. In EU, the transfers are between governments, elections and accountability are 

indirect, central and local governments are vertically ordered, and conflicts are 

solved with bargaining. 

The last difference is about the task allocation: US federal government controls more policy 

instruments than EU. 

They find two reasons for using the fiscal federalism in EU: 

i. mobility of tax bases, 

ii. protective policies, that "distort private competition" (P. 624). 

Persson and Tabellini (1996) argue that centralization can improve welfare with appopriate 

institutions because centralization can offset the moral hazard of local governments for ex post 

problems. In addition to the tradeoff between risk-sharing and the moral hazard, a second 

tradeoff exists between risk-sharing and ex ante distribution. Persson and Tabellini (1993) 

consider risk sharing and redistribution ex ante and ex post without the moral hazard. With 

these two tradeoffs, countries may have different approaches to the risk sharing. 

The counterargument to this view is that it does not take into account that fiscal policy is 

endegenous and the voting process of the tax rate depends on the centralization or 

decentralization of the system (Alesina and Perotti (1998), 990). 

Both models by Persson and Tabellini (1993) and Alessina and Perotti (1998) show that 

centralized fiscal distribution can create negative incentives for regional or local governments. 

4.1.5.3. Literature Against the Centralized Fiscal System 

Perotti (1997) argues that with differences in labor markets and the administration of fiscal 

policy, centralization can lead to a more inefficient resource allocation. 
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Alesina and Spolare ((1997), 1046) consider the tradeoff between economies of scale of large 

jurisdictions and the cost of diversity of preferences and they suggest that the answer could be 

in the decentralization of the government. 

Alesina and Perotti (1998), argue that in large jurisdictions, the benefits of central redistribution 

may be offset by the increased diversity of decision makers. This diversity can lead to an 

uncertainty about policy instruments, that can, in its turn, increase instability in income and 

consumption, thus creating conflicts of interest among the citizens of different countries. They 

do not argue that decentralization is better than centralization nor that tax variability increases 

with every type of shock and preference distribution; thay argue that, although a centralized 

fiscal policy decreases the uncertainty of the tax base, it may increase the variability of the tax 

rate thus decreasing the insurance effect of fiscal policy at a given tax rate. Defining the 

differentials of economic risk utility, political risk utility and systematic fiscal policy utility, and 

taking their aggregate, Alesina and Perotti find the difference of the expected utility between the 

two regimes. They come up with the following results: 

i. In a centralized regime, the political risk (increase in the variability of the tax rate) 

compensates for the economic risk (decrease in the variability of the tax base). 

Therefore, since the political risk is higher in a centralized regime and that it has no 

insurance role because of the endogeneity of the tax rate, the indiviual citizen 

prefers a decentralized regime. 

ii. For a certain degree of polarization, if the majority in each country prefers a 

decentralized regime, they will not prefer the centralized regime for any higher 

degree of polarization. 

iii. The centralized regime creates "consumption inefficiency", i.e. since the expected 

distortions are higher, the expected aggregate consumption is lower. 

They conclude that the advantages of fiscal integration (e.g. economies of scale in public 

goods, possibility of mutual insurance) may be offset by the costs of fiscal integration. The costs 

of the increased size of political jurisdiction are 

i. the increased uncertainty about the policy because of the increased diversity of 

preferences, 
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ii. the increased variety of commitments (e.g. richer countries that do not want to 

share their revenues) and the increased political risk since more counties will have 

a polarized distribution of income. 

4.1.6. Three Problems of Fiscal Policy in EU 

Kenen (( 1996), 89-97) analyzes the fiscal policy of the EU under the following three problems: 

stabilization, coordination and solvency. 

4.1.6.1. Stabilization Problem 

The stabilization problem, as a general concept is initially identified by Ingram (1959 and 1973), 

and it has been largely used in the discussions concerning US, EU and other federations. 

In the EU, the Oelors Report (1989) points out the small size of the EU budget and its lack of 

cyclical flexibility. The EU budget cannot help to stabilize output and employment or offset 

effects of asymmetric shocks by transfers between countries. 

There were proposals to give EU larger fiscal functions such as the MacOougall Report (1977), 

that argues that a monetary union will need a large increase in the budget. More recent 

proposals36 include changes in some social insurance programs, especially unemployment 

insurance to be shifted from national to the EU level. 

Italianer and Vanheukelen (1993) and Italianer and Pisany-Ferry (1994) show that these 

proposals could have effects similar in size to those in federal systems. 

The Commission report (1993) argues that the proposals will not help to stabilize income and 

activity if the block grants are not passed from governments to households. If they are used to 

36 They include Masson and Melitz (1990), Van der Ploeg (1991a), Wyplosz (1991), Eichengreen (1990a), 
MacDougall (1992), Commission (1993). They suggest the creation ofEU funds to make block grants to 
member states suffering from asymmetric shocks. 
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decrease budget deficits, they will not have the desired effect. The report also adds that, since 

this proposal involves intergovernmental transfers, it may meet "political resistance". 

Masson and Melitz (1990) note that the transfers in federal systems are not "meant or seen" as 

stabilizing regional incomes but "they are the by-products of the ways in which those systems 

treat individual citizens". 

Some suggestions concern the EU structural funds that can be used to cushion the effects of 

asymmetric shocks. According to (Kenen(1996), 90), such "suggestions confuse stabilization 

with cohesion and real convergence"; the structural funds are meant to decrease differences in 

economic development and not to offset cyclical effects on income and activity. 

As a conclusion, Kenen ((1996), 90) argues that such proposals cannot come true soon, and he 

agrees with the Delors Report that says that the stabilization problem has to be solved at the 

national level, with a strong protection of fiscal stance in the EU as a whole. 

4.1.6.2. Coordination Problem 

In the EU, since the budget is small, the fiscal policy will depend mainly on the aggregate 

national surplus and deficits. No individual government's fiscal policy will affect the fiscal stance 

of the EU as a whole, but it will have important effects on "each and every EU country". The 

fiscal and monetary policy mix of EU will affect the national economies of each member state 

because of its effect on interest rates and the euro exchange rates. The effects of this 

interaction is shown with an example by (Kenen (1996), 91): 

If a large EU country faces a large budget deficit, with no changes in the ECB monetary policy, 

the interest rates will increase and crowd out investment in all EU countries. With increased 

interest rates, there will be a capital inflow to EU, the value of euro will increase and "crowd out 

the production of tradable goods by decreasing exports and rising imports". 

These effects may not be large enough to reduce output and employment in the home country; 

their impact depends on whether the increase in domestic demand resulting from deficit is 

larger than the crowing out effects on investment and trade flows. It may decrease output and 
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employment in other EU countries that will not enjoy the increase in aggregate demand but will 

have to share the crowding out effects. 

The net effect on the world is harder to predict. The increase in euro interest rates will increase 

world interest rates. This will decrease investment in non-EU world but an increase in the value 

of the euro will increase demand for goods produced by the non-EU world. The net effect may 

be positive or negative, depending on the policy mix used. 

Delors Report (1989) aimed to solve this problem partly. It asked for fiscal coordination and 

binding limits on national budget deficits. If these conditions are not obtained, it is difficult to 

form an efficient policy mix. 

The Maastricht Treaty is not much concerned with these problems. It is concerned with 

restrictions on budget deficits. The reason of imposing these restrictions is to solve problems of 

externalities and solvency, i.e. the fiscal restrictions are more oriented to solve the problem of 

solvency rather than the externalities. 

4.1.6.3. Solvency Problem 

A debtor is "solvent" if its obligations are smaller than the present value of the future revenues 

available to service them. The difference between the government and an individual as a debtor 

is that a government can increase taxes to increase its future revenues whereas a private 

debtor cannot. 

The solvency contraint and its analysis were accomplished by Corsetti and Roubini (1991 and 

1993)37. Their conclusion is that solvency is not a problem for most large EU countries except 

for Italy and smaller EU countries: Greece, Belgium, Ireland, Netherlands. Similar solutions, but 

less pessimistic about Belgium and Ireland, are obtained by Giovannini and Spaventa (1991) 

and Buiter, Corsetti and Roubini (1993a). 

n The basic solvency constraint is that the growth rate of a governments's debt mllst be smaller than the 
interest rate on that debt. In this sense, the growth rate of the debt equals the ratio of budget deticit to the 
stock of debt ollstanding. 
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If markets could price risk accurately, it would be seen that, as the government deficit and debt 

get close to the solvency constraint, borrowing gets more costly38. Usually markets are slow to 

notice the government's solvency problem. When the problem is noticed, the markets try to act 

very rapidly. Considering the government statistics, one should forecast politics as well as 

economics. 

Analyzing the effect of member states' debt on EU as a whole it can be seen that the debt of 

member states should not be a concern for the EU as a whole unless this debt has large 

externalities, but they are small. Each country's debt should be under the responsibility of that 

country. (Kenen (1996) and Buiter, Corsetti and Roubini (1993a)). 

These problems of the fiscal policy are seen from optimistic and pessimistic considerations. The 

optimists view the fiscal policy as useful for the macroeconomic stabilization and they argue that 

governments with highly open economies should coordinate their policies. Delors Report was 

"moderately optimistic" (Kenen (1996),96), because it called for both limits on national budget 

deficits and policy coordination. The provisions of the Maastricht Treaty are more pessimistic 

about fiscal policy. The treaty provides for policy coordination but it puts restraints on national 

policies, not the collective policy creation. Budgetary limits of the Maastricht Treaty seem to aim 

the solvency problem and not the stabilization or coordination problems. 

4.2. Centralization of the Budgetary Policy 

The budgetary policy can be an alternative to the exchange rate instrument since in can be 

used by increasing expenditures to dope the economy during recessions, or when faced with an 

asymmetriC shock, and by decreasing them during the periods of expansion. 

With the EMU the revenue (taxation) and expenditure sides of the national budgets need to be 

modified. The revenue side is affected by the loss of seigniorage and inflation tax revenues 

whereas the expenditure side may be affected by the transfers to countries or regions hit by 

negative shocks . 

.lH The evidence is given by Eichengreen and Bayoumi (1994), Goldstein and Woglom (1992), Bayoumi, 
Goldstein and Woglom (1993), Frenkel and Goldstein (1991) and Lane (1993). 
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4.2.1. The Revenue Side 

The revenues of a budget come from seigniorage and/or inflation tax and from taxation. With 

the EMU, the first will be lost at the national level, taxation will be the main source of revenue 

for the national governments. 

4.2.1.1. Seigniorage and Inflation Tax 

With the loss of monetary power, the national governments lose the monetization of public 

deficits, i.e. seigniorage revenues and inflation tax39
. 

In the public finance theory, an optimal fiscal policy includes seigniorage revenues and inflation 

tax when non-distortionary taxes are not available. 

With the flexible exchange rate, a national government can use them, independently of each 

other, to finance public expenditures. With the fixed exchange rate, these instruments are lost, 

and the equilibrium inflation rate of traded goods become the same in the union, whereas the 

equilibrium inflation rate of non-traded goods are different in the same extent of the difference 

between national productivity of growth rate differentials of traded and non-traded goods. 

The inflation may be anticipated or unanticipated. The unanticipated inflation decreases the real 

value of nominal public debt. 

With the common currency, the seigniorage revenues may be used in the EU as a community 

revenue. The distribution of these revenues might be a problem for the future. If the euro is able 

to compete internationally, the demand for base money will increase, and the capacity for 

seigniorage revenues will follow. 

With the common currency, a low inflation rate determined by the ECB is unlikely to increase 

the burden of taxation. 

J9 See the footnote on P. 47. 
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Seigniorage and inflation tax are used very rarely by the EU countries in recent years with the 

exception of Spain, Italy, Greece and Portugal40
. In the remaining eleven member states, 

between 1990-1994, the highest average inflation tax rate was 0.34 % (in Germany and 

Sweden). In the fifteen states, for the same dates, the highest average inflation tax rate was 

2.90 %, and the highest average seigniorage rate was 2.93 % -both happened in Portugal- (IMF 

June 1995, reported by Kletzer (1997),98 and 121). 

4.2.1.2. Taxation 

A tax harmonization is desirable in order to offer similar wages in the labor market -this would 

then further decrease the incentive to migrate for wage benefits- and prevent unjust fiscal 

competition. The example is UK that decreases the already low corporate taxes to attract more 

capitals but also discusses possibilities of fiscal harmonization (Gasquet, .30 November and 10 

December, 1998). 

The effects of the tax competition and tax coordination are different when the size of countries 

are different. An analysis by Kanbur and Keen ((1993), 890) uses a two country model. They 

find that, in the non-cooperative equilibrium, the smaller country loses from harmonization, but a 

minimum tax imposed in both countries brings gains for the two countries. Tax competition 

between countries of the same size leads to an inefficient outcome; but between countries of 

different size, the outcome is even worse. 

Tax competition in EU, may lead the smaller country to have lower tax rates in the non­

cooperative equilibrium, and this leads to smaller tax revenues. However, per capita 

expenditure on public goods in the low tax rate country is higher. The opening of the borders 

and easy cross-border shopping create a loss of revenue in the large country. 

At the last analysis, the harmonization of tax rates has been proved to be unfavorable, but a 

minimum tax rate benefits both countries. However, the model being simple, the solutions 

cannot suggest precise recommendations for the tax cooperation. 

40 See, for example, Grilli (1989), Drazen (1989), Crawford (\996). 
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An important theory of the government budget is the "tax smoothing theory,,41. The tax 

smoothing is the administration of budget deficit and surpluses used "optimally to minimize the 

distortionary effects of taxation, given a certain path of spending" (Alesina and Perotti (1995), 

6). Tax smoothing implies that, in case of business cycles, the tax rates should be 

approximately constant. This leads to deficits during recessions and surpluses during 

expansions. Therefore, the budget should be balanced over the business cycle but not every 

fiscal year. In this model, the output is not determined by the demand, therefore the Keynesian 

stabilization policy does not hold. With stabilization policies, the fluctuations in the budget 

should be more important. 

4.2.2. The Expenditure Side 

In the context of adjustment to shocks, the expenditures will take the form of fiscal transfers 

such as unemployment benefits or assistance to the poor. 

Fiscal transfers such as common income tax and unemployment benefits can be helpful during 

an adjustment period in face of adverse shocks. However, like the capital mobility, fiscal 

transfers help to find a solution to the shocks but they do not constitute an adjustment. The 

negative side is that they both decrease the incentive for adjustment, i.e. the decrease of 

nominal wage demands to obtain a decrease in real wages. The positive side is that they will 

allow more time for adjustment, and this is necessary for a monetary union because the 

adjustment will take more time since the rapid adjustment through the exchange rate instrument 

is lost. 

If income tax and unemployment benefit systems were to be used in EU, transfers between 

member states would be very "substantial" (Corden (1994), 142) and they would not constitute 

a solution to asymmetric shocks. There would probably be a need for long term transfers from 

wealthy countries which would not be easily acceptable. 

A monetary union can exist without integrated income tax and unemployment benefit systems. 

In this case, temporary problems may be dealt with by financing by private agents or 

41 See Barro (1979), Lucas and Stokey (\983), Barro (1986), Barro (1987). 
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government. This possibility is valid even without a monetary union, but a monetary union may 

increase the need for it. 

The future budgetary problems, like the increased ratio of elderly population, reform of the 

public enterprises and the reduction of structural unemployment, can only be overcome by small 

deficits or surpluses during normal times that would let the governments use automatic 

stabilizers when the economic activity slows down. 

4.3. The Budgetary and Fiscal Discipline 

The need for a budgetary control brings in contradictory arguments. Some economists are for, 

some others against it. By analyzing the budgetary and fiscal discipline in already existing 

federations, it is possible to foresee a future for the EMU. 

4.3.1. Arguments for a Budgetary Control 

For the national economy, the reason for a budgetary control is the prevention of a vicious circle 

that keeps increasing the deficits42. The reason for a monetary union is the spillover effects a 

country's deficit may have on the other member states. Therefore, it is important to determine 

these externalities and then judge their positive or negative effects of the budgetary policy. 

4.3.1.1. Externalities 

The two arguments for the budgetary control concern the spillover effects of unsustainable 

debts (De Grauwe (1997), 197). 

The basic rationale is that a country in an unsustainable debt problem can create negative 

externalities for the other members of the union. The externality may arise in the following way: 

the country may have recourse frequently to the union capital markets, therefore increasing the 

interest rate. A government running a budget deficit takes account of these costs, but an 

increase in the interest rates of one member state increases the interest rates of the other 

42 E.g. French public deficits 1995-96 (Rosa (1998), 262). 
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member states, imposing some of the costs on these member states. Therefore, this increase in 

the union interest rate can increase the debt burden of the other members of the union. The 

governments of other members will have to follow more restrictive fiscal policies. To prevent the 

spillover effects of the unsustainable debt of one country, it is necessary to restrict the budget 

deficits of the member countries. 

A second externality is that the increased union interest rate may put pressure on the ECB. 

Countries hurt by these effects may ask the ECB to relax the monetary policy. Wrong fiscal 

policies will affect the European monetary policy. This is the second reason why budget deficit 

limits may be necessary. 

The externalities43 arising from a budget deficit and causing an increase in the interest rate will 

have two effects: 

i. a decrease in the future output by slowing the accumulation of the capital stock; 

ii. an increase in the future taxes, not only to cover the new debt created by the 

budget deficit but also to cover the increase in interest payments on the existing 

debt. This will raise taxes and decrease the future income since the taxes are 

distortionary. 

The increased interest rates have also two side effects: slowing down aggregate demand by 

decreasing investment and production of tradable goods. 

4.3.1.2. Importance of Externalities 

According to De Grauwe (1997), these externalities are unimportant because the budget deficit 

of one member state will not affect the other member state's interest rates when capital markets 

function efficiently. As long as the deficit does not create a solvency problem (for details see 

section 4.1.6.3.) and therefore does not raise the risk premium of its debt, even the deficit 

country will not have to increase its interest rates. Kenen (1996) agrees with this view for small 

4J The subject of externalities is discussed mainly by Canzoneri and Diba (1991), De Grauwe (1992), 
Eichengreen (1992b), Gross and Tygesen (1992) and Aizenman (1994). 
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countries, but he finds that the deficit of a large country is likely to raise interest rates of other 

member states. 

De Grauwe (1992) has another remark: these externalities cannot be attributed to the EMU per 

se (as long as it cannot be shown that exchange rate risk is an important barrier to the capital 

mobility and thus its removal will increase capital mobility as well as the sensibility of member 

countries to the budget deficits of other member states)44. 

Kenen (1996) adds that although this possibility exists, it is not a reason important enough for 

imposing restrictions on fiscal autonomy of member states. He thinks that if the externalities 

were seen as really troublesome, the fiscal autonomy should have been limited by the SEA that 

aimed the removal of. capital controls. 

4.3.2. Arguments Against a Budgetary Control 

According to Corden «1994),143) , there are more arguments against the control or limits over 

the national budgets than the arguments for. 

The presumption is that member states can still run budget deficits or surpluses. They can 

finance the deficits by borrowing in the union or world capital markets. The more they borrow, 

the higher will be the interest rates (especially if there is default risk). In case of "unwise 

borrowing", the consequences will fall on the country's citizens and the creditors. 

In US and other federations, there is no control of the central government or the central bank 

over the borrowing of subnational authorities. 

According to the subsidiarity rule, it is assumed that member states should retain their 

budgetary freedom. 

Another "powerful" argument against budgetary controls is that the loss of the monetary policy 

instrument for short run demand management increases the need for fiscal policy instrument. In 

44 Goodhart (1992) and Langfeldt (1992) share the same view. 
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case the nominal wages are not flexible in the short run, for demand management in face of an 

adverse shock, fiscal policy should be independent. 

It is assumed that governments tend to balance budget deficits by budget surpluses "in good 

times". As a minimum requirement, the built-in fiscal stabilizers (e.g. increase or decrease of tax 

revenue and unemployment benefits) should be allowed to work. 

The above arguments based on the spillover effects are criticized by Buiter and Kletzer (1990), 

Van der Ploeg (1991a), and Wyplosz (1991), 

The criticisms have two bases: 

The first criticism is theoretical and concerns the efficiency of capital markets. The externality 

argument assumes that the capital markets do not work efficiently. If they worked e,fficiently, the 

risk premium of a country with unsustainable debt would increase, but without affecting the 

other member countries. Thus, the problem would be a country-specific problem. In this case, 

there will be no "union interest rate" but different rates depending on the risk premia of different 

countries. The problem is the determination of the correct risk premium of the deficit country. 

This will happen if there is an expectancy that other members will step in to bail out the deficit 

crisis country. The bail out may be done on the grounds of preventing the spillover effects of the 

crisis. The expectancy of such a bail out will reduce the risk premium. 

One solution is the no-bailout clause introduced by the Maastricht Treaty45. If the clause is not 

fully credible, it does not help to solve the problem. Although the members may decide not to 

bailout a country in deficit crisis, in order to prevent the spillover effects, they may decide to 

intervene as an exception. This will reduce the correct estimation of the future risk premia. 

45 Article 104.1 of the revised treaty and Article 21 of the statute. For the application of this article, see 
Crawford «1996), 155-156 and 234-235), and for a mathematical analysis see Hansen et al. ((1992), 170-
175). Dornbusch argues that the the concern in the fiscal policy will descrease when an independent central 
bank with no-bailout clause will be in force «(1997),221). 
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The second criticism concerns the enforceability of such rules. Experience shows that it is 

difficult to enforce such rUles46
. As De Grauwe ((1997), 200) puts it, EU members may have 

recourse "to creative budgetary acounting" to follow the Maastricht rules. 

The conclusion is that, since the financial markets may price risk incorrectly, mutual control on 

fiscal policies will be necessary. Before the final conclusion, the fiscal discipline and the risk of 

defaults and bailouts should be analyzed. 

4.3.3. Budgetary and Fiscal Discipline in Monetary Unions 

Economists do not agree on the likelihood of a monetary union to decrease fiscal discipline of 

the national governments. First, one needs to see the effects of the EMU on the budgetary 

discipline, considering the risk of default and bailouts. The comparison with US give an insight 

to the budgetary discipline of EU. 

4.3.3.1. Effects of EMU on the Budgetary Discipline 

Before coming up with a result, it is important to establish the two effects of a monetary union 

on the incentives of policy makers, and therefore on the budgetary discipline. 

First, when a country runs large budget deficits, its interest rate reflects the default risk47 and an 

additional future devaluation risk. The second risk is eliminated if the debt is issued in foreign 

currency, then the risk premium equals the default risk (also called credit risk). The same is 

valid when a country joins a monetary union. If the default risk is not estimated correctly 

because of the possible bailouts, a member state may have the incentive to run larger budget 

deficits. That is the moral hazard problem. 

The second factor, however, tends to reduce the incentive to run large budget deficits. The 

financing of the deficits by money creation is no longer possible. 

46 See De Grauwe (1997) for the 1986 US example, and Von Hagen (1991) who finds that the states that 
have limits on their budget deficits or debt usually have recourse to "otT-budgeting" suggesting the little 
impact of constitutional rules on the size of budget deficits. 
47 The risk that the government will not be able to pay its debt. 
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To determine which of these effects prevail, De Grauwe ((1997), 201), compares the average 

budget deficits of members of a monetary union with those of sovereign EU countries. The 

average budget deficits of members of a monetary union is lower than that of independent EU 

nations48
. However, there are self-imposed budget deficit limits. The example is the US. One 

reason of the self-imposed deficit limits may be the increased reputation and creditworthiness in 

the capital markets that reduce the cost of borrowing. Von Hagen (1991) argues that 

constitutional limits on budget deficits are relatively ineffective. If they are perceived as 

ineffective in the capital markets, it can be suggested that such limits have a low effect on the 

risk premium. 

An indirect evidence, that the size of deficits depends on the rigour of the constraints, is given 

by Moesen and Van Pompuy (1990). Their empirical evidence shows that more centralized 

governments face softer budget contraints (i.e. they can run larger budget deficits) than 

decentralized governments. The reason is that in centralized governments, the deficits can be 

decreased by issuing money. In decentralized countries, subfederal autorities do not have 

access to monetary financing. 

There is no appopriate institution in the EU to handle the fiscal policy coordination. The 

ECOFIN Council, composed of economic and finance ministers of the member states, does not 

have the necessary instruments to enforce its decisions on coordination. The Stability and 

Growth Pact has no binding rules for countries that are within the budgetary limits. 

4.3.3.2. Risk of Default and Bailouts 

The question is if the debt defaut becomes more likely in a monetary union so that bailouts 

become more necessary. It may be assumed that since member countries in the monetary union 

will not act in a less disciplined way than they do when they have their monetary independence, 

the risk default should not increase in a monetary union. 

Sovereign nations can default on their debt in two ways: 

4X This view is also confirmed by Van Rompuy et al. (1991), suggesting that members of a monetary union, 
because of the no-monetization constraint, have a smaller incentive to run budget deficits. In the example of 
USA, Australia, Canada, Germany, Switzerland, with the exception of Germany, none of the federal 
authorities impose restrictions on subfederal budget deficits. 
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i. by stopping interest payment on the debt (outright default or credit risk), 

ii. by creating surprise inflation or devaluation to reduce the value of the debt. 

Since the second possibility is no more possible in a monetary union, McKinnon (1996) argues 

that the incentive for the government to organize outright default increases in a monetary union. 

The comparison by De Grauwe ((1997), 204), shows that the premia for the outright default is 

small and that for the risk of devaluations is higher. In a monetary union the devaluation risk is 

zero. According to McKinnon (1996), this fact will increase the outright default risk, the evidence 

of the US states supports this view. This suggests that part of the devaluation risk will turn into 

the outright default risk. 

De Grauwe ((1997),204) finds that this substitution will not be a complete49 one. The high risk 

premium before EMU will be lower after EMU, reducing the risk of default5o. 

Since the default risk will never be zero, the risk of needing a bailout will never be zero. It is 

difficult to determine which one is larger. However, according to Kletzer ((1997), 98), if the fiscal 

and monetary bailout is credible, "the only recourse for a government... is default". As the 

probability of sovereign default increases, the risk premium included in the interest rate should 

increase. At the ext~eme point, the public sector sOlvency limits make that government can 

issue no more public debt at any interest rate. Social costs of default are internalized fully by 

bondholders, households and firms by taxation. In such a case, a bailout by other member 

states can only redistribute income and wealth between countries and towards the creditors. 

The insolvency by a member state has the above external effects. 

4.3.3.3. The Example of US 

8ayoumi and Eichengreen (1995) study the effects of statutory and constitutional fiscal 

limitations in US states on their responsiveness to cyclical fluctuations. Unlike the federal 

49 De Grauwe argues that the interest rate difference between the bonds of two countries before and after 
the monetary union are not the same. The gap between the two interest rates in EMU will be smaller. 
50 This view is supported by Eichengreen and Von Hagen (1995) who argue that members of a monetary 
union, having a control over a large tax base, face a low default risk than members of a monetary union 
with few fiscal responsibilities. Since EU countries have large taxation powers, their default risk will be 
smaller than that of US states or Canadian provinces that have limited taxation powers. They argue, that for 
EMU, the need for budgetary limits is "overemphasized". 
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government, all US states are required to keep balanced budgets. With the exception of 

Vermont, in the 49 states out of 50, there are restrictions for public debt issuing. The states are 

subject to statutory and constitutional debt and deficit limits, but the stringency of these limits 

differ. Such restrictions limit the use of fiscal tools available to the regional fiscal authorities 

compared to the sovereign states of EU. So, it can be said that fiscal transfers in a federation 

replace the active use of public debt. 

8ayoumi and Eichengreen (1995) give evidence that these restraints limit the responsiveness of 

state budgets to the cyclical fluctuation and therefore, they lower the fiscal stabilization. They 

find that the cyclical component of the state budgets, that provide a large part of US fiscal 

stabilization (1/7 of the total fiscal offset to income fluctuations came from state budgets in 

1970's and 1980's, the rest came from the federal budget and social security trust funds), tend 

to be reduced with the increased budgetary limits, i.e. the statutory and constitutional restraints 

reduce the size of fiscal stabilizers. Local governments had little or no role in cyclical 

fluctuations. 

In Canada and Germany, such constraints do not apply, but patterns of income fluctuations and 

cyclical stabilization are broadly similar to US. 

The two implications of this result are: 

i. Federations where regional governments have fiscal restraints have less automatic 

stabilization than federations where the subgovernments do not have these limits; 

ii. With the small difference between countries on the subject of automatic 

stabilization provided by the central government, federal states enjoy a higher level 

of automatic stabilization than the unitary states; this is valid even for the US, where 

the states have statutory and constitutional fiscal restaints. That is, in unitary 

countries, the fiscal stabilization provided by the central government is broadly 

comparable to that of US, but the countercyclical impact in unitary countries is 

smaller because the local governments do not provide enough stabilization 

8ayoumi and Eichengreen ((1995), 44) take the example of two shocks : a "typical business 

cycle" disturbance, e.g. a temporary 5 % fall in the propensity to consume, and a temporary rise 

in the short term interest rate. They simulate the effect of the government balance on output for 
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the above two shocks, and they find similar results, indicating that the results are independent 

of the type of shocks. 

As a result of these findings, they argue that the Maasricht restraints on national budgets could 

reduce the stabilization obtained by national budgets. Compared to USA, the central EU budget 

is smaller, but the national budgets are larger than the US states' budgets. The Maasrticht 

constraints may prevent national governments from adjusting their budgets to the cyclical 

fluctuation, and with the small EU budget, the result may be less fiscal stabilization and greater 

output volatility compared to the past. 

4.4.Budgetary and Fiscal Policy in a Monetary Union 

The fiscal and budgetary policies in a monetary union are efficient to the extent that they 

replace the monetary policy. Fiscal policy is never very flexible and it should consider the long 

run effects of public debt accumulation. Therefore, it is an imperfect substitute for independent 

monetary policy. 

This section studies the effects of the EMU on the fiscal instruments and tries to determine the 

efficiency of the budgetary policy in dealing with asymmetric shocks. 

4.4.1. Effects of the EM U on the Loss of Fiscal Instruments 

The question is if fixed exchange rates decrease the number of instruments available to 

national governments and therefore create a need for fiscal transfers to replace this loss. 

With national currencies and flexible exchange rates, each nation can issue public debt in 

national currency. If foreign residents hold such debt, the home country can obtain an 

international resource transfer through the unanticipated inflation tax. With the common 

currency, this instrument of fiscal policy is lost. 

Nominal indexation of national currencies implies that international transfers happen as a 

response to both nominal and real shocks. Especially, they may happen as a response to 

"financial market noise" and they may aggravate the effects of such a noise on economic 
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activity. Although a fiscal policy instrument is lost with the monetary union,its effects may lead to 

undesirable "financial market incompleteness" (Kletzer (1997), 114). 

For the EU, some degree of fiscal insurance is possible; the argument for fiscal transfers is 

based more on monetary unification than the economic integration. 

The conclusion is that, the primary role of fiscal federalism in monetary unions is not to increase 

the set of fiscal instruments to compensate for the loss of monetary instruments. The fiscal 

insurance in political-monetary unions may replace the decifit financing of subfederal 

governments. In face of asymmetric shocks, there are gains in international fiscal insurance to 

promote economic welfare. 

In EU, restrictions on public debt and budget deficits to be used as temporary policy instruments 

eliminate the fiscal tools available for national fiscal authorities; therefore there is a need for 

fiscal transfer to replace them. Such restrictions of the Maastrich criteria may be "unnecessary" 

when individual nations retain the taxation power and they may be politically "undesirable" since 

they may create a need for supranational enforcement. 

4.4.2. Replacement of the Exchange Rate by the Budgetary Policy to Deal with the 

Asymmetric Shocks 

Budgetary policy, as one form of financing, may compensate temporarily for the loss of the 

exchange rate instrument. Other forms of financing can also be used: private borrowing abroad 

and transfers or loans from other members. There is a need for budgetary policy as a policy 

instrument and its effectiveness needs to be considered to determine its necessity for the EMU. 

The use of fiscal policy as a response to asymmetric shocks in the existing federations may be 

an example for E~U. 

4.4.2.1. Use of Fiscal Instruments against Shocks 

There are three steps in choosing the adjustment policy instruments that would be the most 

suitable to the shocks that a country faces. These steps are: the determining of the objectives, 
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the determining of the appropriate instruments and the determining of the nature of the shock so 

that the appopriate instruments can be directed towards the objectives. 

First, the objectives need to be determined. Faced with a shock, the adjustment through various 

instruments aims two equilibria: internal equilibrium (output, production capacity) and external 

equilibrium (current account equilibrium). The two objectives require two instr(Jments51 . 

Second, the instruments to reach these objectives need to be determined. The instruments 

needed in the short and medium run are not the same. 

With flexible exchange rates, in the short run, the use of the two policies (monetary and 

budgetary)52 for the above two equilibria are efficient. There are two objectives and two policies. 

In the medium run, monetary and budgetary policies lose some of their impact53. Therefore 

wage and price adjustment need to supplement government pOlicies. There are two objectives 

and more than two instruments because the mechanisms may lose some of their impact. 

The above objectives and instruments change with the EMU that takes away the possibility of 

using the monetary policy as an instrument. 

External equilibrium is no more a constraint in the short run, but it remains an objective for the 

long run. This implies that the external balance (the current account balance) can stay in 

disequilibrium for a longer period. This is an important compensation for the loss of exchange 

rate instrument. Thus, the need for alternative instruments is loosened in the short run and the 

effect of the monetary policy on domestic demand can be replaced by the budgetary policy. In 

addition, wage and price adjustments can be used to affect the real exchange rate. In the 

medium run, the loss of the monetary policy can be replaced by three instruments: the 

51 The principle that the number of instruments should equal the number of targets is introduced by 
Tinbergen (1952). The principle that each instrument should aim one target is introduced by Mundell 
(1960) under the title of the Principle of Effective Market Classification. It is called later the Assignment 
Problem by Cooper and this name is also adopted also by Mundell (1969). For the development of this idea 
see, Mundell (1962), Sohmen (1969), Cooper (1969) and Sachs (1985). 
52 If echange rates are flexible, monetary policy affects domestic demand indirectly via the interest rates. 
The budgetary policy may have a direct effect on demand. 
S3 The monetary policy loses much of its impact because the effect of the nominal exchange rate on the real 
exchange rate disappears through its effect on domestic prices. The budgetary policy may also lose some of 
its impact, because, for example, future tax changes are expected to offset the effects of the budgetary 
policy. 
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budgetary policy, wages and prices. The choice of the one of these instruments depends on the 

nature of the shock. 

The third and last step would be to determine the nature of the shock. Consider shocks that 

disturb the external equilibrium, i.e. shocks to the external demand or competitiveness (real 

exchange rate) the adjustment of which would normally be through the exchange rate 

instrument. 

A temporary shock to domestic demand or the real exchange rate can be corrected by wage 

and price adjustments. With nominal rigidity, this correction may be taken over by budgetary 

policy. The risk is that, the medium run adjustment of the external equilibrium may be delayed 

since the economic agents know that the autorities will try to prevent fluctuations. 

A permanent shock to relative demand or competitiveness can be corrected by wage and price 

adjustments. The budgetary policy may be of temporary help but it could slow down the factor 

adjustment; the long term use of the budgetary policy cannot prevent the increase of the 

government debt. 

The budgetary policy is needed to replace the monetary policy (exchange rate instrument) 

partially because of the disappearance of the external equilibrium as an objective. When there 

are nominal rigidities, the budgetary policy may be temporarily used. Permanent shocks need to 

be corrected by factor adjustments and these adjustments should not be delayed by using the 

budgetary policy for a long time. 

4.4.2.2. Effectiveness of the Budgetary Policy against Shocks 

The important criterion is the time period. The general argument is that, if there is nominal wage 

rigidity, a severe adverse shock causing unemployment can be solved, in the short run, by an 

increase in government spending, and, in the medium run, by an adjustment of nominal wages 

to restore equilibrium in the labor market. When this equilibrium is reached, the government 

may stop running deficits and may start paying its debt, before the intertemporal budget 

constraint changes the private sector behavior. 



77 

Three more arguments are given for the effectiveness of the budgetary policy in the EMU. 

The first is the Mundell-Fleming proposition that, when there is capital mobility, budgetary policy 

is more effective with fixed exchange rates than with flexible exchange rates. In a flexible 

regime, fiscal exp~nsion will increase the value of the currency through the interest rates. This 

will decrease the competitiveness. 

This negative result is eliminated in the fixed exchange rates regime. The disadvantage is that 

the increase in the interest rates will be spread to other member states and this will reduce their 

output. The result may be a coordination problem (Emerson et al. (1992), 164). 

The second is a counter-argument to the effectiveness of the budgetary policy in the EMU 

because it will have more constraints than normal such as a need for fiscal discipline or a 

contribution to the EU policy mix. These constraints may limit the independence of the 

budgetary policy. 

The third argument, by 8egg (1990), shows that in case of supply shocks in EMU, fiscal 

stabilization policy may be counterproductive to real wage adjustment. There are three 

outcomes of this budgetary policy - wage adjustment tradeoff : 

i. Wage moderation, it has the most negative impact on the real income loss, 

ii. Social security, it reduces the real income loss but it has a budgetary cost, 

iii. Government investment, it has the smallest real income loss but a greater 

budgetary cost. 

As a conclusion, since the objective of external equilibrium is less important in EMU, there is a 

smaller need to replace the exchange rate instrument by another. With free capital mobility, the 

budgetary policy will be more efficient in the fixed exchange rate system than in the flexible 

system. If external equilibrium is necessary, the budgetary policy can be useful, more for the 

temporary shocks than the permanent ones. For the permanent shocks, factor adjustment is 

needed. Therefore, there is a trade off between budgetary policy and the speed of factor 

adjustment. The budgetary policy in EMU should take into account the spillover effects on other 

member states and constraints arising from fiscal discipline. 
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4.4.2.3. Example of the Use of Fiscal Policy as a Response to Asymmetric Shocks 

As shown by Kenen (1996), individual US regions are subject to large asymmetric shocks but 

state governments do not use fiscal autonomy to stabilize output and employment. They try to 

operate with balanced budget, i.e. they operate "procyclically" and not "countercyclically". They 

adapt to shocks by increasing taxes or by decreasing spending. 

Eichengreen and Bayoumi (1994) show that states with stricter fiscal rules borrow less than the 

other states. The important point they make about the state budgets is that most states "take 

procyclical budget-cutting measures during recessions", especially by cutting expenditures. 

However, their budget still fluctuates countercyclically. That is, fiscal rules do not prevent 

budgets from surplus to deficit during recessions54
. 

A federal fiscal system helps to solve such problems. When, in a region, economic activity 

slows down, federal tax payments of the citizens decrease and they receive more transfers from 

the federal government. This flexibility has effects on both the distribution and the level of 

federal receipts and payments. 

Following Mundell's proposition (1961), with the federal budgets initially balanced, an recession 

in one state will be compensated for with an expansion in the other through the redistribution of 

federal receipts and payments that will stabilize activity in both regions without causing any 

budget deficit or surplus. 

If economic activity decreases in one region without any increase in the other, changes in 

federal receipts and payments can still help the first region but they will cause a federal deficit. 

In effect, the federal government will borrow on behalf of the first region -a federal government 

can borrow in cheaper terms than the regional government (see Masson and Taylor (1992) and 

Krugman (1993)). 

For Krugman (1993), this point is important. He cites Blanchard and Katz (1992) who show that 

a region with a recession suffers outflow of capital and labor. Krugman adds that a regional 

government cannot run a large budget deficit because its creditworthiness is weakened. This 

may be true even if the shock is temporary. Outflows of capital and labor created by a shock will 

S4 8ayoumi, Goldstein and Woglom (1993) find the same results. 
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have permanent effect on output and income, and they will weaken the region's possibility to get 

more debt. Comments are given by Casella (1993) and De Grauwe (1993b). 

4.5. Fiscal Insurance and Budgetary Transfers 

Fiscal insurance is a system of federal transfers and taxes to regions suffering an asymmetric 

shock. The idea started with Ingram (1959). The European Commission (1977) pointed out the 

need for an increase in the community budget on these grounds. 

Tax payments to federal governments and transfer payments from federal governments show 

three main fiscal functions: 

i. Equalization effect of federal fiscal policy: when taxes and transfer payments are 

similar across regions (this is the case in many exisiting federations), low income 

regions will continually receive transfers from other regions. 

ii. Stabilization effect of federal fiscal policy: during a general recession, tax liabilities 

of all regions will decrease whereas transfer payments to the regions will increase. 

iii. Coinsurance effect of federal fiscal policy: during an asymmetric recession, tax 

liability of a region will decrease whereas transfer payments to this region will 

increase. 

This is the second effect that is useful and the third effect which is necessary for a monetary 

union. 

The question is if EMU is able to use fiscal coinsurance. The question is twofolds : does it have 

budgetary resources, and does it have the political will. The next question is if fiscal transfers 

can be useful for adjustment in face of asymmetric supply or demand shocks. 

This section tries to answer these questions. Literature on fiscal insurance is very wide. Some 
of it discuss the role of the fiscal policy as an alternative to the monetary independence. Within 
this context, fiscal transfers can be used to attenuate the negative effects of the asymmetric 
shocks. Their use in the EU may be developed and with some changes, they may constitute the 
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main alternative to the loss of monetary independence. The problem then is if this replacement 

may take place without a political union. 

4.5.1. Literature on Fiscal Insurance 

The replacement of the exhange rate by fiscal insurance is a popular debate in EU. Van 

Rompuy, Abraham and Heremans (1991), Eichengreen (1992a), Courchene (1993), Bayoumi 

and Masson (1994), Eichengreen (1990b), Feldstein (1992), Krugman (1993), Blanchard and 

Katz (1992), Decressin and Fatas (1995), Von Hagen and Neumann (1994), Wyplosz (1991) 

discussed the importance of the fiscal coinsurance in the existing monetary unions. 

Wildasin (1990) analyzes the redistribution effects of the EU budget. He finds two results. The 

first is the "potential fungibility of structural fund expenditures" in member states caused by their 

internal political linkages, attracting the attention on the net fiscal transfers across member 

states. The second is the increased market linkages that may limit the amount of redistribution 

at the national level, which may lead to pressures for increased redistribution at the EU level. 

Two reasons are given by Eichengreen (1992a) for the desirability of fiscal insurance, 

considering that monetary union will decrease fiscal policies available to national governments. 

i. Fiscal convergence criteria may restrict the use of deficit financing by national 

governments for economic stabilization. 

ii. Economic integration reduces the divergence of fiscal policies because of the 

increased factor mobility. Increased factor mobility increases the elasticity of tax 

base with respect to the tax rates. Therefore the governments' need to use public 

debt and deficit financing is limited. 

He argues that fiscal insurance may replace the fiscal instruments that the governments lose. 

However, Kletzer (1997) criticizes Eichengreeen (1992a) on the grounds that these two 

arguments are not directly related to the fixing of the exchange rates. Their relation with the 

monetary union is through the Maastricht criteria, and it is not given that monetary union itself 

will increase factor mobility. 
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Since the literature on fiscal transfers compensating for the exchange rate flexibility is not 

systematic about how such transfers contribute to fiscal instruments for macroeconomic 

stabilization, it is important to determine the effects of such transfers on the capacity of national 

fiscal authorities to affect the resource allocation. 

4.5.2. Fiscal Insurance as a Replacement of Monetary Independence 

As many economists, Kletzer ((1997), 105-119) suggests that the burden of adjustment to 

asymmetric shocks in output growth and the low labor mobility will fall on the fiscal policy in the 

EMU. 

According to Ingram (1959), the fiscal federalism partially replaces the independent monetary 

policy. Kletzer (1997) finds it interesting that public debate and analytical literature did not 

analyze Ingram's argument that fiscal insurance can -partially- replace monetary autonomy. 

In face of asymmetric shocks, in US, there are two main instruments used: 

i. Automatic stabilizers acting through proportional income taxation and transfer 

payments such as unemployment compensation or active resource transfers; 

ii. Federal taxation and spending programs for the redistribution of income across 

regions. 

Without the monetary independence and perfect price and wage mobility, governments can 

increase social welfare with the use of international fiscal insurance. The fact that prices and 

wages are flexible means that the markets are incomplete and there are asymmetric national 

disturbances to incomes. International fiscal transfers provide the risk-sharing that the markets 

cannot provide directly. An example is given by Kletzer ((1997), 106): asymmetric productivity 

shocks mean that young workers face a lifetime income risk when they enter the labor market, 

this risk cannot be insured. By the mean of taxes, transfers and public borrowing, the risk can 

be shared over time and across households within a country; however, international insurance 

is necessary to share the "asymmetric aggregate national income risk". 

It is important to determine the difference between redistribution and insurance. The first issue 

is to define and measure the risk to be insured. Andersen (1998) determines insurance as "the 
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ability to share risk between regions to lower the variance of permanent income". For Fatas 

(1998), "risk is directly related to the unexpected component of output, usually associated with" 

its cyclical component. The risks may result from cyclical (unexpected) movements or they may 

follow a trend leaving permanent effects. The second issue is the determination of the risk to 

insure. Normally, any risk concerning income fluctuations could be part of an insurance 

mechanism, but the insurance of a European fiscal system can be limited only to the transitory 

shocks. The main reason is that the central fiscal policy in EU is seen as a replacement for the 

lost flexible exchange rate mechanism. Therefore, it can be used to alleviate the effects of the 

shocks but it should not try to solve its final consequences. In this case, it would turn into a 

redistribution scheme. 

Kletzer ((1997), 92) finds international fiscal insurance beneficial because governments can 

control national purchasing power, i.e. they can stabilize real output, employment and 

investment in case of asymmetric shocks. International fiscal insurance has two effects: 

i. Restrictions on public debt and deficits may create its own need for fiscal 

federalism; 

ii. Fiscal insurance can only be valid under political union (e.g. US). 

This brings in the question of the necessity of a political union for the fiscal insurance. 

According to Kletzer, considering that fiscal and financial tools of national authorities are not 

restricted, and that money is neutral in the long run, temporary fiscal transfers between member 

states "do little or notHing" to increase the set of fiscal instruments to replace independent 

monetary policies. 

The best example of transfers is the analysis of the US. The results can lead to the 

determination of the stabilizing role of the fiscal policy in a monetary union. 

4.5.2.1. Evidence of Fiscal Transfers in US 

A wide range of research has been accomplished to measure the effects of fiscal transfers 

between US. Although the magnitude of these effects vary according to the various findings, the 

fact that they help to offset part of the impact of the asymmetric shock holds for all of them. The 
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measurement of net fiscal transfers is complex and economists do not agree on the 

measurement methods. 

The USA has the transfer system that compensates for the lack of internal exchange rates. In 

EMU, there is no similar insurance scheme, so countries may suffer full effects of the 

asymmetric shocks. 

The general methodology is the measurement of the reaction of regional taxes and transfers to 

the income fluctuations. 

The first empirical analysis is that of Sala-i-Martin and Sachs (1992) who argue that fiscal 

transfers between the US states are useful policy tools for stabilizing regional purchasing 

power. They find that, during recessions, federal tax liabilities decrease by 25 cents and federal 

transfer payments increase by 10 cents, for every 1 $ regional income loss. Therefore, a total 

of 35 % of the state's income loss is compensated by the federal government in form of a 

decrease in federal tax liabilities and an increase of federal transfers. They conclude that US 

federal fiscal system provides an efficient stabilizing role. 

Von Hagen (1992) criticized the above because they do not distinguish between the transitory 

transfers (used against cyclical disturbances) and permanent transfers (used against structural 

disturbances), i.e. they do not separate insurance and equalization effects. Most of their results 

show equalization and not insurance, he argued. He differentiated the effects of transfers on 

income and found smaller effects. The total of tax decrease and transfer increase was 10 %. He 

also takes account of the effect of changes in state income on the federal budget. This 

correction, according to F atas (1998), gives a more realistic result. Von Hagen argues that 

without fiscal transfers, EU states may have difficulty in stabilizing regional incomes. Fiscal 

transfers compansate for the long term differences in income between states. 

8ayoumi and Masson (1994) considered the same method to analyze US and Canadian 

systems. They used regressions in growth rates to separate redistribution and insurance 

effects of the method of Sala-i-Martin. The use of regression in levels let them analyze the 

effects of interregional transfers on differences in per capita income (redistribution) and not the 

response to asymmetric business cycles (insurance). 8ayoumi and Masson, although with 

another method, find similar results: for US, they find that the federal fiscal flows offset income 

inequalities by 22 %, and temporary asymmetric income fluctuations are offset by approximately 
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28 %. Their analysis for Canada shows that 40 % gives the equalization effect as 40 cents per 

dollar. Their estimate for insurance effect for Canada is 20 %, smallar than in US but is still 

substential. 

Summarizing, the federal intervention during cyclical recession compensates of 28 cents of 1 $ 

loss according to Bayoumi and Masson (1994), for 20 cents in Goodhart and Smith (1993), and 

17 cents in Pisany-Ferry, Italianer and Lescure (1993). 

Melitz and Zumer (1997) estimate the stabilization coefficients with respect to personal income 

to be around 20 % in US, UK and France and 10-14 % in Canada. The long-run equalization of 

incomes is estimated to be 38 % in France, 26 % in the UK and 17 % in US and Canada. 

Fatas (1998) criticized the findings of Bayoumi and Masson (1994), arguing that the contribution 

by the federal government is overestimated by a factor of 3. Their method is criticized on the 

grounds that they do not include the impact of taxes and transfers on the overall federal budget 

balance. If the transfers to the state in difficulty is not completely offset by a surplus in another 

state, the transfers from the federal budget will have to be paid in the future under the form of 

taxes from all the states, including the beneficiary state. 

By using another method, he finds results similar to those of Von Hagen (1992). He finds that 

interregional insurance is only 1/3 of the whole stabilizing effect and the remaining 2/3 come 

from intertemporal transfers. 

Andersen (1998) criticizes Fatas' method of comparing US and European gains from 

interregional transfers on the grounds that budgetary and market structures are not the same in 

US and EU55
. He also adds that the modesty of the effects of risk-sharing is difficult to conclude 

since the welfare effects of the risk-sharing depend on the risk aversion of the countries. 

Martin (1998) find Fatas' results in line with those of Von Hagen (1992) and Asdrubali et al. 

(1996). The insuran~e theory requires the states to have a low, even a negative shock 

correlation between states. This fact and other OCA criteria (e.g. volatility of production, labor 

mobility. price and wage flexibility) suggest that a set of countries cannot be a good monetary 

55 Most US states operate with a balanced budget, but this is not the case in Europe. The labor market 
tlexibility and mobility are not the same in the two regions. It is not clear if the interregional risk sharing is 
independent of risk-sharing arrangements of the society (Andersen (1998), 194). 
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union and a good fiscal insurance system at the same time. He argues that if the existing 

literature finds that the EU is not such a good currency area, we have reason to believe that it 

will have more benefits from the federal fiscal insurance than what Fatas believes. 

Asdrubali et al. (1996) suggest the role of the private insurance in USA. They find that 39 % of 

the shocks are smoothed by capital markets, 23 % by credit markets and 13 % by the federal 

government. The question is if the private insurance can play such an important role in Europe. 

The evidence of Canova and Ravn (1996) shows that "international risk-sharing is higher in 

Europe than elsewhere", it is lower than the risk-sharing at the national level (e.g. USA). The 

integration of financial markets in EU will help private markets to play a more important role in 

the insurance process. Fatas argues that most of the insurance (more than 50 %) can still be 

obtained at the national level, Martin adds that this is possible if national or regional 

intertemporal transfers are as efficient as the federal transfers. Martin has also other critics: 

Fatas does not take into account the national intertemporal transfers that will be imposed by the 

Stability and Growth Pact. 

Bean (1998) argues that Fatas ovestated the difference between stabilization and insurance. 

Both are forms of insurance, the difference is with whom the contract is concluded. For him, 

"insurance is a contract with others at a moment in time; stabilization is an insurance contract 

with future generations". Stabilization can insure against temporary shocks, it is of little use for 

permanent disturbances. For the permanent disturbances, interregional insurance is needed. 

Blanchard (1998) describes stabilization as the risk sharing with future generations. He argues 

that as private capital and credit markets will become more integrated, they will provide more 

insurance against regional shocks. 

Rose (1998) thinks that with increased international capital mobility and the increased role of 

private banks, markets will become part of the insurance scheme for regional shocks. 

De Grauwe (1998) thinks that measuring the need for federal insurance through risk pooling is 

not an efficient way since common shocks tend to dominate asymmetric shocks in the EU. 
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Von Hagen (1998) a~gues that national insurance is not a substitute for aggregate insurance. 

Aggregate insurance may be complementary to national insurance if national shocks are not 

related to aggregate shocks. 

4.5.2.2. Stabilizing Role of Fiscal Policies in a Monetary Union 

The question is if fiscal transfers add to national fiscal policies to replace monetary policy 

independence in macroeconomic stabilization. 

In a monetary union, a member state faced with a real supply or demand shock can use the 

fiscal policy to stimulate output and employment by moving the purchasing power across 

households and increasing demand for the output of that country. The same function can be 

performed by international transfers by shifting permanent income from some member states to 

the others. Such transfers may add to the growth path of each country but they do not change 

the ability of national fiscal authorities to affect short run output and employment. Therefore, 

according to Kletzer (1997), the fiscal insurance system does not add a new instrument to 

compensate for the loss of the exchange rate when money is neutral in the long run. Fiscal 

transfers can increase tools for short run stabilization only by the amount that future foreign 

debt increases affect current relative prices. 

This does not mean that fiscal transfers are not useful for short run stabilization for states faced 

with asymmetric shocks; it means that they are not useful to replace exchange rate flexibility as 

long as regional fiscal authorities are still able to issue public debt and money. 

Within a nation, fiscal transfers may help the deficit financing for historical and political reasons. 

Eichengreen and Von Hagen (1995) studied deficit financing restrictions at regional level and 

found an association between the federal government having responsibility for taxation and 

limits on regional government public debt. 

4.5.3. Use of Fiscal and Budgetary Transfers in response to Asymmetric Shocks 

A centralized budget will act as a shock absorber by redistributing income from regions 

unaffected by the shock to regions affected by the shock. 
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Without a centralized budget, if capital markets work efficiently, the need of the deficit 

government to borrow can easily be accommodated by the increased supply of savings of the 

surplus country. The external debt of the borrowing country will increase, this debt will have to 

be paid in the future and this will decrease the flexibility of the future fiscal policies. With a 

central budget, the external debt problem will not appear, since fiscal transfers will not 

necessarily be paid back. 

The effects of such budgetary policies depend very much on the wage and price flexibility 

and/or labor mobility. If these latter are high, there will be little need for budgetary transfers. 

According to De Grauwe «1997),208-209), the budgetary transfers should be used only in face 

of temporary shocks. When the shocks are permanent, the transfers should be used only 

temporarily. A permanent shock would require wage and price adjustments or factor mobility. 

The transfers can only be used to make these adjustments easier. 

For Buiter «1996), 19), international fiscal transfers can compensate for the loss of exhange 

rate flexibility as long as they are "temporary" and "reversible". For him, there is no need for 

permanent transfers; this is the reason why the small ratio of European budget used for 

transfers is unimportant for the monetary union. 

The experience of Italy and Belgium shows that, once the transfers are used temporarBy, they 

tend to acquire a permanent nature, because social security transfers decrease the need to 

adjust, by keeping the real wages too high and by reducing the need to move to r.icher regions. 

When transfers get permanent, the inhabitants of rich regions may start opposing these 

continuous payments; this may lead to pOlitical problems. 

Transfers are necessary in case of the loss of adjustment through exchange rates and if lab.or is 

not sufficiently mobile and wages not differentiated enough between countries. For some 

economists, however, transfers should not be increased in the EU, because they may create 

political problems. This solution is not conceivable in unions where the nation-states stay 

souvereign (Siebert (1998)). 

The degree of centralization of national budgets (including social security systems) should 

consider the above problems. Today more budgetary centralization is needed but it should be 

less than the current national centralization. Italianer and Vanheukelen (1992), EU Commission 
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(1993), Hammond and Von Hagen (1993), Melitz and Vori (1993) suggest that a limited 

centralization may be enough to solve temporary asymmetric shocks. 

In the long run all regions would profit from redistribution. The fact that every region would profit 

from it requires the solution of the moral hazard problems. A fiscal coinsurance that provides 

transfers in case of unemployment increase, may push the government to lead policies that 

would increase unemployment risk. Some federations solve this problem by imposing co­

payments or re-payments. For example, in US, when states borrow from the Federal 

Unemployment Trust Fund, they must pay interest. 

4.5.4. Use of Fiscal and Budgetary Transfers in response to Asymmetric Shocks in EU 

In a currency union, without the monetary policy, the adjustment can be obtained with the fiscal 

policy. In EMU, governments can use countercyclical budgetary policies within the limits of the 

constraints of the Stability and Growth Pact. 

The restructuration of the EU budget can provide the fiscal insurance function. Italianer and 

Pisany-Ferry (1994) suggest a system of transfers from the community to the member states as 

a percentage of national GDP and relative unemployment rates. To reach an unemployment 

difference of 2 % in a member state compared to the average EU level, the necessary additional 

increase in the community budget is 0.25 %. Therefore, a coinsurance scheme in EU can be 

obtained without a substantial change in the EU budget. 

They estimate that France and Germany have more regional coinsurance inside the country 

than between the states in US. In US, unemployment insurance is provided by the state; in 

France and Germany, unemployment insurance is a national policy. Public contributions in 

these two countries account for a larger ratio of GDP than in US. In Germany, interregional 

grants are large and elastic. Fiscal federalism in Europe may sustitute for coinsurance at the 

EU level. 

The following section determines the possibilities of creating a fiscal insurance for EU, the types 

of insurance that can be used and the problems this insurance scheme may create. An analysis 

of the EU budget shows that the existing structural and cohesion funds aim long run evolutions 

and not short run demand adjustments. 
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4.5.4.1. Possibility of Fiscal Insurance in EU 

EMU will create an increase in the cohesion funds of the EU budget. The EU has no aim of 

interpersonal distribution; therefore, in the "pre-federal stage", it is not recommended to have 

"unconditional" equalization transfers between regions (Commission (1993), 29). 

The fiscal insurance in EU, without the need for more coordination, may be possible in two ways 

(Kletzer (1997), 115-119) 

i. Fiscal transfers may be used for "smoothing" the national purchasing power, while 

the members states keep their fiscal sovereignty. Additional gains may be obtained 

from fiscal insurance if some fiscal sovereignty is given to the community level by 

the member states. 

ii. Additional gains may be obtained from fiscal insurance if some fiscal sovereignty is 

given to the community level by the member states. 

A system of fiscal transfers for stabilizing national outputs in face of asymmetric shocks can be 

realized without a central fiscal or political authority. As long as the governments act in the long 

run interests of the nations and countries can establish a mutally beneficial cooperation with 

intertemporal fiscal transfers, the gains resulting from international social insurance are higher 

than what they could gain using cooperative fiscal policies limited by national solvency 

constraints. 

The constraint on this scheme is that a country may refuse to make real resource transfers to 

another country without breaking any economic or political relation between countries. If 

economic and political breaking gets credible, more fiscal insurance cooperation may be 

needed because fines will become more costly. 

These solutions seem difficult to realize in EU. A political body can make them easier, or 

additional taxes may become necessary. 
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4.5.4.2. Types of Insurance 

Fatas (1998) finds an important distinction between intertemporal transfers and interregional 

insurance. 

i. Intertemporal transfers . Consumers can smooth consumption by borrowing in the 

financial markets. If consumers cannot do this, the government can help them by 

running countercyclical budgets. However, this includes a future increase in 

taxation. Under the Ricardian assumption, since consumers integrate the future 

increase in tax payments in their expectations, the intertemporal transfers have no 

effect o~ output and welfare. If the Ricardian equivalence56 does not hold, these 

transfers can be considered as an insurance across generations. 

Empirical evidence on the stabilizing effects of the fiscal policies is given by Gali 

(1994), and 8ayoumi and Masson (1994). Gali (1994) shows that, in some OECD 

countries, the size of the national budget is inversely related to the magnitude of 

businesss cycles. 8ayoumi and Masson (1994) estimate the effects of this policy in 

European countries on the "smoothing of disposable income". 

ii. Interregional transfers. These transfers aim to solve not only the volatility of 

disposable income but also the volatility of permanent income. They do not only 

smooth consumption but they also protect permanent income from fluctuations. 

Since they provide insurance to consumers, they may be considered to be more 

effective than intertemporal transfers for stabilization of the consumption. 8ayoumi 

and Masson (1994) give evidence of the interregional transfers providing more 

stabilization than intertemporal transfers. 

Intertemporal transfers are available to EU countries and they can be provided at 

the national level against cyclical fluctuations; automatic interregional transfers can 

only be obtained by fiscal federation, i.e. a federal budget. 

56 The theory is developed by R. Barro in 1974. It relies on the neutrality of the public finances (there is 
equivalence), i.e. expenditures may be covered either by current tax or by future tax (debt). The revenues, 
therefore the consumption of the consumers vary in the same direction. The new theories confirm it 
partially, suggesting that there is no equivalence but a compensation of the detlcit by an increase of private 
savings by 3/5. See Banque de France ((1998b), 19). 
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Fatas (1998) concentrates more on this second option. He estimates that the interregional 

insurance provided by the current national fiscal systems of EMU is more than half of what 

could be obtained if EU were a fiscal federation, he finds that EMU might decrease these 

benefits. He finds different results for the interregional transfers in Europe than Sala-i-Martin 

and Sachs (1992) who estimate that the current European interregional insurance is zero. 

Since EU members will be able to use the intertemporal transfers through countercyclical 

government balances, the possible benefits from a fiscal federation will be small. By applying 

the same degree of stabilization, Fatas (1998) finds for US to EU, he tries to find how much of 

the transfers can turn into insurance. The benefits of the EU fiscal federation will depend on the 

importance of this insurance. The question is if it is easier to use stabilization policies at the 

national or at the European level. With the limits on budget deficits, the stabilization policies get 

difficult to implement at national level. In this case a EU fiscal federation would be favored even 

if it can only provide stabilization of disposable income. However, it may be more difficult to run 

a European budget deficit or surplus. Fatas does not discuss this issue. When he applies the 

method to EU, he finds that, as in US, the average insurance provided by interregional transfers 

is about 1/3 of the parameter that smooths the disposable income; i.e. the insurance obtained is 

about 1/3 of the stabilization effect. 

Another result is that differences between countries affect the amount of benefit they can obtain 

from interregional transfers. France and Austria would benefit the least, whereas UK and 

Ireland would benefit the most. A possible solution to this difference might be the use of risk 

premia for countries. The question is if this will be politically acceptable. 

4.5.4.3. Problems of a European Insurance System 

Problems of a European insurance system are that the insurance transfers may turn to be 

permanent redistributive transfers The conclusion is that the costs of the use of insurance 

system may be more than the "modest" insurance the system could provide. 

Since the current EU budget is unrelated to stabilization, interregional insurance is considered 

to be non-existant in EU. Sala-i-Martin and Sachs (1992) find that if a EU country suffers a 1 $ 

decrease because of an adverse shock, its tax payments to the community will decrease only 

by half a cent. They find the same value as 34 cents in US. Fatas disagrees saying that 
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although this may be true for EU countries, it is not true for EU regions that receive transfers 

from the 15 national systems and the value of this transfer is larger than half a cent. 

Fatas' (1998) final results for EU are that the national insurance range from 7 to 11 %, the 

average being close to 10 %. The European insurance range from 9 to 22 %, the average being 

18 %. This implies that the national insurance systems account for more than half of a 

European system. 

4.5.4.4. EU Budget 

The budget of the EU that formed 0.96 % of the community GNP in 1990 is increased gradually 

to 1.27 % in 1999. This means an increase from 69 billion Ecus in 1993 to 84 billion in 1999. 

Since 1990, the community budget increased twice as fast as the budget of member nations 

(Raimbault (1998), 54). The EU budget constitutes 2.4 % of the total public expenditures of the 

EU, and the budget is rarely completely spent (Commission (1998), 24). 

Because of the very small ratio of the EU budget to the community GNP, it is the aggregate of 

the national budgets of the member states that holds the role of the community budget from the 

point of view of the use of budgetary policies (Banque de France (1998a), VI). 

The project of the EU budget is prepared by the Commission, changed and accepted by the 

Council, and it is voted by the Parliament. By the signature of the President of the Parliament, it 

enters into effect. The Commission and the Parliament form what is called "the two branches of 

the budgetary authority". 

The revenues of the EU budget are composed of the member states' contributions and its own 

resources. 

In 1996, the composition of the revenues was as follows: 

Member states' contributions 

From VAT 

From GNP 

51 % 

28% 
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Own resources 

Customs duties 17 % 

Revenues from sugar and isoglucose 2 % 

From agriculture 1 % 

Taxes and various revenues 1 % 

The contribution of each member country to the community budget depends on its economic 

development, population and per capita GNP. Germany and France provide more than the half 

of EU budget. 

On the contrary of national budgets, the Parliament that adopts EU the budget, has no right in 

determining the resources of the budget 

The expenditures go mainly to the agricultural subsidies: 

In 1996, the composition was as follows: 

Subsidies for agriculture and fishing 48 % 

Structural expenditures 31 % 

External actions 6 % 

Management expenditures 5 % 

Research and development 4 % 

Cooperation for development 3 % 

Other internal policies 3 % 

The expenditures take mainly the form of financial transfers in the agricultural sector. 

Some countries are net contributors (Germany, France, UK, Netherlands, Luxembourg, Finland, 

Belgium, Italy, Austria, Sweden), wheras some others are net beneficiaries (Ireland, Portugal, 

Greece, Spain, Danemark). 

The regional action foresees financial help through the four "structural funds" (European Social 

Fund, European Regional Development Fund, European Fund for the Orientation and 

Guaranty in Agriculture, Financial Instrument of the Orientation of Fishing) to some domains 

precisely defined: underdeveloped regions, some industrial zones, continuous unemployment, 

professional formation of the young people, modernization of agricultural structures and less 
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developed rural areas. The structural funds aim to increase the production efficiency and 

restructuration in less developed regions or sectors of the EU.The impact of this fiscal transfer, 

however, is not the increase in demand in the short run, it is the long run effects on the 

productivity and competitiveness of the region or the sector. 

Cohesion funds57
, since 1993, help to solve the transportation and environment problems of 

Greece, Spain, Ireland and Portugal (countries where the GNP is 90 % smaller than the EU 

average). The structural and cohesion funds should be more performance oriented rather than 

expenditure related (Commission (1993)). The main difference between the two funds is that the 

cohesion funds aim to reduce the differences between national economies, the structural funds 

aim to reduce differences between regions5B
. 

The social action uses the European Social Fund since 1961 to provide employment, 

professional and geographic mobility of the workers. It enlarges the CECA funds, planned to 

help the workers of the coal mines closed in Europe since 1960's. The social development 

concerns now subjects such as the development of the wealth of the citizens, environment, 

health, protection of the consumer, competitivity, security in the transportation, education and 

culture. 

Agenda 2000 is a document that plans the development of three main issues of EU for the next 

century. The first is the development of the common agricultural policy (CAP); the second is the 

participation to EU of new candidate states and the creation of the financial framework to deal 

with the evolution of community policies and the impacts of the new participants; the third is the 

regional policies that concern three objectives: development of less developed regions, 

economic and social restructuration, modernization of the education system59
. 

As seen by this brief analysis, the EU budget does have some social transfer plans. 

Interregional distribution is planned by the structural funds but interpersonal redistribution and 

social security are left to the national governments. EU structural funds aim mainly long run 

structural changes to increase productivity and competitivity of the regions and sectors. It would 

57 Article 130 of the SEA. 
5R For other differences between the two funds, see Commission « 1994), 4). 
59 For a general discussion on the EU budget and some technical details, see Brehon (1997), Breuss 
« 1998), 29-31), Commission (1996b and I 996c), and for a disCllssion on 1999 budget, see Tribune pour 
l'Europe « 1998), 2-3). 
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be difficult to use them as stabilizing instruments against the asymmetric shocks. To solve this 

latter, new funds, aiming only after-shock stabilization programs may be established. 

4.5.5. Political Union and Domestic Political Distortion in relation with International Fiscal 

Policy Coordination 

Some economists argue for the necessity of a federal system in order to realize gains from a 

monetary union. Although a political union is beneficial for the social insurance, the domestic 

political distortion may be harmful for the national politics and international coordination. 

4.5.5.1. Necessity of Political Union for the Success of Social Insurance 

Altough the financial situation may lead to fiscal coinsurance without much difficulty, political will 

is also necessary. In the example of Canada, continuous redistribution schemes cause political 

quarrels, in EU the subject should be taken carefully. Those who support political coinsurance, 

argue that these discussions arise from equalization programs and not coinsurance. 

The primary reason for fiscal transfers in economically diverse regions could be that political 

union can enforce social welfare by increasing insurance systems and by imposing taxes more 

efficiently under economic union. 

The argument of Kletzer (1997) is twofold: 

i. Political unification is necessary to sustain a fiscal insurance system. 

ii. Monetary union does not necessitate a political union. 

Using a game theory model to evaluate the effects of mutual temporary international transfers 

with the individual member states that keep their sovereignty, he finds that political union "is not 

necessarily the only way" to create fiscal insurance in a monetary union when member states 

experience temporary asymmetric supply and demand shocks. However, a political union will 

provide a larger fiscal insurance scheme to reach greater social welfare benefits. 
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It is true that in order to stabilize real income in face of asymmetric shocks "some degree of 

fiscal insurance ... is sustainable for sovereign states" (Kletzer (1997), 92). Further gains require 

a pOlitical union. 

Eichengreen (1996) argues that with the role of fiscal federalism and its sustainability without 

external state power, the monetary union does not necessitate political union. On the contrary, 

Rosa «1998), 161) argues that only monetary unions that are based on a political union 

survived, and the others without a political union disappeared when faced with the sh,ocks of 

international economic and political life. 

4.5.5.2. Domestic Political Distortion in relation with International Fiscal Policy 

Coordination 

Tabellini (1990) defines the "political distortion" as the lack of inter-temporal coordination 

between current and future poUcy makers about the actual composition of public spending. In 

order to respond to domestic political incentives and constraints, the governement may enter an 

international fiscal policy coordination abroad, but the burden of this debt will fall on the future 

governments and may distort the future welfare functions. With the political distortion that 

creates a bias towards budget deficits, international cooperation may lead the government to 

follow an inefficient policy for its domestic economy. 

The cost of the current debt is not completely covered by the current government because it 

expects to be replaced by another government having different policy preferences. The smaller 

the probability of being elected after the next elections, the smaller will be the expected 

marginal cost of the debt on the actual government. 

The political distortion may create a bias towards budget deficits6o. In the analysis of Persson 

and Svenson «1989), 326) the political distortion takes the form of time-inconsistency on policy 

preferences of the governments and they show that "a conservative government may borrow 

more, when it knows that it will be succeeded by a more expansionary government, than when it 

knows that it will remain in power in the future". Tabellini and Alesina (1990) introduce the 

60 This is shown by Alesina and Tabellini (1987) and Persson and Svensson ( 1989). 
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concept of the "choice of rational individuals" on the composition and time profile of public 

spending to explain the effects of the budgetary bias. 

Tabellini (1990) comes up with the result that international policy coordination may have 

positive or negative effects (i.e. be socially desirable or undesirable) depending on, first, the 

political incentives and contraints faced by the government and, second, by the policy 

externalities. It will be positive if it is also binding for the future governments; this way the 

problems of time-inconsistency of the pOlicies and the political distortions arising from different 

preferences of alternating governments could be solved. It will be negative if the cooperation 

between governments of two countries take the form of a coalition for discretionary policies. It 

does not solve economic and political problems and may lead policy makers to adapt socially 

inefficient policies. 

The solution to the political distortion could be the cooperation of current and future policy 

makers; however, this solution is unrealistic. A more realistic solution could be the creation of 

an international regime or institution that would be binding for the future governments as well; 

this would connect the commitment of current and future governments. The examples are 

GATT, Bretton Woods, EMS. 

Another concept is the fiscal illusion, meaning that the voters do not understand the 

intertemporal budget constraint of the government. Faced with expenditures financed by 

deficits, they may overestimate the benefits of current expenditures and underestimate the the 

effects of future tax increases. In such a case, the Keynesian stabilization policies are 

asymmetric. Politicians are willing to run d~ficits in recessions, but they are not ready to run 

surpluses when the recession is finished. 

4.6. Use of a Federal System for Adjustment 

Central public finance in a federal system can cushion country specific shocks mainly in two 

ways: by interregional and interpersonal redistribution (Emerson et al. (1992), 166-169). The 

systems in existing federations can be an example for EMU by creating ways to increase the 

role of the public finance. 
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4.6.1. Adjustment in Existing Federations 

The adjustment through the public finance in the existing federations61 is measured with the 

following criteria: 

i. The federal expenditure 1 total expenditure ratio. Federal expenditure includes the 

provision of public goods but may also include grants to individuals to reduce the 

income losses due to shocks. 

ii. Revenue. Federations have a high tax harmonization. Government is normally the 

dominant tax autority. 

iii. Federal grants, used for interregional redistribution, vary between 15-30 % of 

regional revenue (Lamfalussy (1989)), and they constitute 3 % of the GDP in US, 

and 7 % in Australia. 

iv. Central public finance reduces primary income differences between regions of a 

rate of 30-40 %. Half of this finance comes from taxation and direct government 

expenditures, the other half is discretionary and intentional under the form of 

specific or general purpose grants. 

v. Central public finance provides an automatic stabilization of the regional income in 

case of economic shocks. According to the MacDougall Report (1977), in the 

unitary states, central public finance can offset % to 2/3 of the short run loss in 

primary income, due to a shock (for the other results, see section 4.5.2.1). 

vi. There is a tradeoff between the fiscal autonomy and the interregional transfers 

through central public finance. 

To determine the degree of fiscal autonomy of a region in a federation, there are three aspects 

to consider: 

i. Sources of revenue: the ratio of exclusive and competing taxes and non fiscal 

income to the total regional revenue, 

ii. Policy competence: the degree of expenditure is calculated by the share of state 

and local spending in the total government spending, excluding social security 

expenses. 

61 Five major federations are considered: USA, Switzerland, Canada, Germany and Australia. 
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iii. Degree of independence with respect to borrowing and levels of budget deficits: 

there is permanent federal control in Australia and no legal constraints in 

Switzerland and Canada. 

The reduction of interregional income differences through the public finance is around 50 % in 

Australia, 35 % in Germany, 30 % in Canada, 25 % in US, and 15 % in Switzerland (Emerson et 

al. (1992), 167)62. 

4.6.2. Adjustment in EMU 

Considering expenditure, revenue, interregional growth, EMU is caracterized with a high degree 

of national fiscal autonomy. 

In EMU, the interregional fiscal equalization is very low. The grant and loan instruments of the 

EU, especially the structural funds and balance of payment loans, provide some cushioning to 

regional shocks but they are "incomparably smaller" to that of federal states. Eichengreen 

(1990b) estimates that not more than 1 % of an income loss in a member state would be 

compensated by lower taxes paid to EU level. 

From the point of view public finance, EU is a unique case compared to federations. "It 

combines high fiscal autonomy with low fiscal equalization" (Emerson et al (1992), 168). 

There would be three arguments to reform central public finan?e in EMU: 

i. Equity considerations and effects of EMU on regional differences. The impact of 

this consideration can be calculated by the combined effects of the shocks and the 

ability of member states to adjust to them. If this total impact is negative, it can be 

corrected through central public finance. 

ii. If this negative impact cannot be corrected, member states may tend to leave EMU. 

This will also reduce the credibility of EMU. Developed central public finance may 

constitute an insurance for the credibility of the system. 

62 Emerson et al. (1992) give also a ranking for the fiscal autonomy of the regions in these federations. 
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iii. Role of the public finance in the provision of public goods. To maintain the same 

level of public good, the decrease in fiscal autonomy should be compensated by an 

increase in the role of public finance. 

4.6.3. Ways to Increase the Role of Public Finance 

If the role of the public finance was to increase in the EMU, some of the ways to realize it are as 

follows: 

i. Structural funds can be used for adjustment to shocks. 

ii. Negative effects of shocks can be reduced through community shock absorbtion 

mechanisms. 

iii. Van Rompuy et al. (1991) find a need for the interregional distribution to support the 

"vital" public functions in poorer regions, such as transportation, education, 

housing. This will require the flexibility of the use of the structural funds. 

iv. If horizontal transfers are made in case of negative shocks, there is a need for a 

close surveillance of the economic performance. 

v. Interpersonal redistribution schemes may be used to solve unemployment in 

regions affected by a negative shock. 

vi. The creation of a budget neutral European Federal Transfer Scheme (EFTS) that 

would distribute transfers to regions of unemployment could be helpful. These 

transfers should be conditional for their use (e.g used for training or schooling). 

vii. Wyplosz (1991) suggests an insurance scheme of conditional matching grants with 

a compulsory participation for all member states. 

4.6.4. Conclusion on the Adjustment through Central Public Finance 

The conclusion is that there is a tradeoff between fiscal autonomy and fiscal equalization. 

Adjustment to adverse shocks should come through the labor market flexibility. However, 

political consideration (in case of regional migration) and welfare considerations (in case of 

wage flexibility) may put a limit to this adjustment. The remaining instrument will have to come 

from national or central public finance. Even in the existing federations having their own mixture 
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of federal-subfederal spending, there is a tradeoff between autonomy and interregional fiscal 

equalization. 

To minimize the costs of EMU, either the role of central public finance should be increased or 

member states need to have a high degree of fiscal autonomy. Since they are subject to fiscal 

discipline, EU should find a balance between the two. 

If the role of central public finance is increased, the structural funds may increase the 

adjustment capacity of regions, providing also an additional insurance against the other shocks. 

Devereux and Mansoorian (1992) study the effects of fiscal policy coordination on endogenous 

growth. They find that independently of the regime (independent fiscal policy or coordination), 

the choice of public inputs is efficient if taxes are used for the provision of public inputs; the 

provision of public consumption is the main determinant. Their second result is that 

independent policy regimes lead to inefficient tax rates. These taxes may be higher or lower 

than with policy coordination. The third result is that with coordination, the growth rate may be 

higher or lower. 

Most papers examine the growth as a function of preferences, technology and government 

policies63
. They come up with the result that policy coordination is in general desirable but it 

may lead to higher or lower growth rates. 

4.7. Maastricht Criteria and the Stability and Growth Pact 

According to the Maastricht Treaty and the Stability and Growth Pact, fiscal policies should be 

subject to rules. One of the important implications of the Maastricht Treaty is the no bailout 

clause. 

(,3 The examples are Kehoe (1987), Canzoneri and Henderson (1988), Chang (1990), Oudiz and Sachs 
(1984). 

" 

" . i .... ~ ..' 
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4.7.1. Maastricht Criteria 

Article 103 of the Maastricht Treaty foresees assistance to a country in "severe difficulties 

caused by exceptional occurrences beyond its control". This assistance requires unanimous 

approval of the Council, unless difficulties arise from a natural disaster, in such a case, qualified 

majority will be enough. 

Incentives for fiscal discipline by national authorities change. The fiscal discipline may decrease 

because the national governments may tend to run larger public deficits with the expectation of 

a future monetization by the ECB. The social cost of monetization is then spread to all 

community members. To prevent pressures on the ECB for monetization in face of a fiscal 

crisis, Maastricht Treaty foresees restrictions on public debt and deficits and forbids the 

bailouts. 

Although the Maastricht criteria is first considered for joining the common currency, the same 

budgetary constraints will continue with the Stability and Growth Path. Maastricht criteria on 

public debt and deficits are: 

i. Budget deficits should be less than 3 % of the GDP; 

ii. Government debt I GDP ratio should be less than 60 %. 

The monetary criteria are: 

i. The inflation rate should not be more than 1.5 % higher than the average of the 

three lowest inflation rates in the EU. 

ii. Long term interest rates should not be more than 2 % higher than the average of 

the three countries having the lowest inflation rate. 

Kletzer ((1997), 121) and De Grauwe ((1993a), 658) give a survey of the literature on the 

Maastricht crieria as a requirement of a monatery union64
. 

(,4 For the technical details, see de Silguy « 1998), 151-183) and for the realization of the limits, see IME 
(1998a). 
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Some economists find that fiscal restrictions can increase efficiency from the point of view of 

optimal taxation (Canzoneri and Diba (1991 )), but most economists find the restrictions as 

unnecessary conditions for the monetary union65
. 

Buiter and Kletzer (1991b) and Eichengreen and Von Hagen (1995) argue that, as long as 

national governments do not hand the tax instruments in to a supranational authority, public 

debt should remain under their own responsibility. According to the latter, if national 

governments can collect taxes, they should have the capacity to service their own public debts. 

In this case, the no bailout clause can be credible without any need for further fiscal constraints. 

Buiter and Kletzer (1991 b) analyze the welfare economics of fiscal policies in interdependent 

economies. They discuss if the cooperative policy between interdependent economies can 

increase the efficiency of fiscal transfers. For the Pareto efficiency, coordination of public 

spending across borders is necessary and not the coordination of financing mixes to obtain this 

spending. With economic integration and when there are no distortionary tax instruments, the 

governments can use lump-sum tax-based fiscal policy to increase the country's intertemporal 

terms of trade. This brings, however, a tradeoff between domestic intergenerational distribution 

and international redistribution via interest rate manipulation. At the end, there is no overall 

welfare loss, but there is a change in the distribution of welfare across countries. , 

To have their economies conform to this criteria, some member states used temporary 

measures in 1997, e.g. privatization in France, euro-tax in Italy. How much of these changes 

were structural will be seen in the future. 

Most economists find the Maastricht criteria economically unfounded. De Grauwe (1996) 

suggests some institutional strengthening; for Buiter, Corsetti and Roubini ((1993b), 87), the 

Maastricht fiscal criteria are "badly motivated, poorly designed" and may lead to "unnecessary 

hardship if persued mechanically". For Crawford ((1996), 209) the criteria are designed to 

prevent excessive deficits but not to increase cooperation. 

65 Those who find that the criteria have no economic basis are: Buiter, Corsetti and Rubini (1993a), 
Hutchison and Kletzer (1995), Eichengreen (1996), Bishop et al. (1989), Von Hagen (1990), Wyplosz 
(1991), Corsetti and Roubini (1993), Fratianni and Von Hagen (1992), De Grauwe (1993a and 1997). 
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4.7.2. No Bailout Clause 

The Maastrict Treaty introduced the nobailout clause: the EU is not liable for the commitment of 

national governments, and a member state is not liable for the commitment of other member 

states. This clause does not include the ECB but ECB "is more likely to acquire public sector 

obligations as assets than as liabilities" (Kenen (1996), 94 and Buiter, Corsetti and Roubini 

(1993a)). 

The Treaty has a "fiscal" no bailout argument preventing EU or member states from helping the 

member state in difficulty, it also has a "monetary" bailout argument preventing ECB from 

helping this state. 

Fratiani and Von Hagen (1992), Masson and Taylor (1992) and Frankel (1993) argue that this 

clause does not aim to protect EMU per se, but rather it aims to discourage heavily indebted 

member states from seeking help from EMU or from other member states. According to the 

Maastricht Treaty, there could be two possibilities: 

i. Political pressure from the heavily indebted government on ECB to help it.This 

recourse can be used by member states for price stability reasons. Giovannini and 

Spaventa (1991), among others, argue that such a government will not earn any 

benefits with the increased inflation. It has not been demonstrated clearly "that 

heavily indebted governments deliberately adopt inflationary policy to reduce their 

real debts". 

ii. Market pressure form a threat to financial stability arising from a perspective or 

actual fault. In such a case, there could be more pressures on EU from the indebted 

government. The ECB does not take over the debt but may, by open market 

purchases, hold the interest cost of the debt down. Compared to the examples that 

happened after 1945, ECB is more independent than any other central bank, so it 

would resist such pressures (Buiter, Corsetti, Roubini (1993)). 
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Economists agree that "ex ante limitations on deficits and debt are not the best way to protect 

the financial system from the effects of prospective or actual defaults .. 66
. 

If ECB bails out countries in difficulty, the problem of time inconsistencl7 of the ECB arises. 

The problem may be solved, as suggested by Rogoff (1985b), by appointing an inflation averse 

governor to the ECB and by the independence of the ECB. 

4.7.3. The Stability and Growth Pact 

The Stability and Growth Pact66
, formulated by Germany, is likely to guide national fiscal 

policies of EMU. The main principles are: 

i. Countries will aim to have balanced budgets. 

ii. Countries with budget deficits of more than 3 % of GDP will be subject to fines. The 

fines can go up to 0.5 % of the GDP. 

iii. The fines will not apply in case of exceptional circumstances such as a natural 

disaster or a decline of more than 2 % of their GDP in one year. When the 

decrease in GDP is between 0.75 - 2 %, the fine will have to be approved by the 

EU finance ministers. If the drop in GDP is less than 0.75 %, the case will not be 

considered as an exceptional one. Such countries may have to pay a fine upon the 

decision of the Council. 

The conditions of the Pact are valid for all the EMU members but the fines will apply only to the 

euro countries69
. 

De Grauwe « 1997), 206-208) evaluates the pact. He finds two conflicting concerns of the 

national fiscal policies in EMU: the budgets should continue to serve as automatic stabilizers in 

(,6 e.g. Begg and al (1991), Bovenberg, Kremers and Masson (1991), Van del' Ploeg (199Ib), Wyplosz 
(1991), Goodhart (1992). The only opposite view (i.e. favoring ex ante limits) is that ofGiovannini and 
Spaventa (1991). 
67 Described by Kydland and Prescott (1977), a "time inconsistency" exists, if,a political decision to be 
taken in the future is announced during the formulation of the project, at a time considered optimal, is not 
optimal any more at the time of the realization of this project, without any changes happening in the 
meantime. For its application to the fiscal and monetary policy, see Persson et al. (1988). 
(,~ Adopted by the Council in Doublin, December 1996. 
6') For the technical detaiJs, see de Silguy « 1998), 258-572). 
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face of shocks, and the spillover effects of the unsustainable budget deficits and the pressure 

they may create on the ECB. De Grauwe gives the evidence of the EU countries that pass the 

limit of 3 % budget deficit in the recession of early 1990's. The maximum limit of budget deficit 

of 3 % of the Stability and Growth Pact can be obtained by running budget surpluses to have 

enough flexibility during recessions. 

The lack of budgetary flexibility may create tensions between the national autorities and EU 

institutions for two reasons: 

i. Since the national budget deficit cannot be increased by the amount the national 

autorities would prefer, they will increase the pressure on ECB to relax monetary 

policies. De Grauwe finds it paradoxal that the Stability and Growth Pact that aims 

to protect the ECB from political pressure may itself be the cause of such a 

pressure. 

ii. When countries are hit by recessions and when they are "struggling" with economic 

problems, they will find the European institutions trying to fine them because of the 

budgetary limits, this fact may increase the euro-scepticism. 

He finds that "the stability pact has gone too far in imposing rules on national government 

budgets". The lack of flexibility of national budgets may cause other risks than the default or 

bailout risks controlled by the rules. It is also possible to argue that the pact will be difficult to 

apply for may reasons (e.g. difficulty of reaching the majority of 2/3 of the Council when most 

countries are hit by the same recession). He is not against the main idea of the stability pact 

which is to decrease the debt levels. The reduction of debt and deficits will increase the 

flexibility and automatic stabilizer effects of the national budgets. Therefore, fiscal honesty is 

needed to increase the flexibility of a monetary union. 

Eichengreen et al. (1996) find it difficult for the Community to be able to apply these fines. They 

add that the fines can only aggravate the deficits of a member country that has already high 

deficits. The decision of if the deficits result from a cyclical condition or excessive expenditures 

will cause additional political bargaining. The best solution for them is not the fines but the 

establishment of a new institution, i.e. a National Debt Council in each country to determine and 

guarantee the annual growth rate of the debt. 
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Stasavage (( 1 998), 24) criticizes the Pact because first, the strict rules will give a large 

discretionary power to the Commission and the Council, and second, the fines are not credible. 

The Pact is also criticized for the fact that it does not bring in any solidarity in face of an 

asymmetric shock to a member country. 

Although the Pact is well accepted by some economists since it will bring in the control of the 

public expenditures, it is found insufficient because it does not yet have an institution that would 

create the counter-power to the ECB. Another criticism is about the concept of "exceptional 

circumstances" which is not defined but it should be large enough to include measures against 

the asymmetric shocks (Chambre de Commerce et d'lndustrie de Paris (1996), 4 and 14-18). 

4.8. Conclusion 

Two subjects discussed in this section are the centralization of budgetary policies and the 

possibilities of obtaining fiscal insurance in the EMU. 

4.8.1. Conclusion on Budgetary Centralization 

An evaluation of the centralized budget in EU is given by De Grauwe (( 1 997), 209-210). The 

OCA theory foresees the centralization of national budgets to permit automatic transfers in case 

of asymmetric shocks. The monetary union without a central budget creates problems for the 

conduct of national budgetary policies. The OCA suggest that national budgetary autorities 

maintain some flexibility and autonomy; the stability pact suggests, however, a discipline on the 

size of budget deficits. 

De Grauwe finds the first view of OCA theory too optimistic. Although some budgetary flexibility 

will help countries to face asymmetric shocks, their sustainability limits their effectiveness. He 

views the stability pact difficult to enforce. The loss of the monetary instruments transfer more 

importance to low budget deficits and reduces the incentive to run large budget deficits. 

Unresolved issues of the EMU are twofold: 
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I. The monetary union will operate without a central budget of a significant size. 

Therefore, there will be no automatic transfers for the redistribution of income. Since 

the labor mobility is small, the remaining instrument to deal with asymmetric shocks 

will be relative price changes. It is difficult to foresee, if this method will be flexible 

enough to solve shocks. 

ii. The interaction between ECB and national fiscal autorities. When large countries are 

affected by shocks they may apply some pressure on the ECB. Therefore, since there 

is no reliable mechanism to deal with asymmetric shocks, this may put pressure on the 

monetary autorities, and this may create an inflationary bias. The independence of 

ECB, in this situation, becomes very important. 

4.8.2. Conclusion on Fiscal Insurance 

Fatas (1998) shows that the benefits of a European fiscal federation would be smaller than 

what was thought. 

His first result is that in US, the benefits of fiscal transfers are overestimated by a ratio of 3. 

The same reasoning that leads to this result is applied to the EU member states and the finding 

is that a European federal fiscal system reduces disposable income volatility by 30 %, but it 

provides less then 10 % insurance. The remaining two thirds come from intertemporal 

stabilization through countercyclical budgets. This result shows the importance of flexibility of 

national fiscal policies and the costs of the stability pact. With the stability pact constraints, the 

adjustment to shocks through intertemporal transfers disappears. In this case, the fiscal 

federation will get more important to provide intertemporal stabilization role. 

His second result is that, national tax systems in EU already provide some insurance across 

regions in case of asymmetric shocks. Compared to a hypothetical European federal system, 

the national systems provide more than 50 % of the insurance to the regions in difficulty. 

His third result is that the potential insurance benefits from a fiscal federation decreased over 

time. If the increased correlation across countries decreased the benefits from the fiscal 

federation, more integration with EMU will further decrease this insurance possibility. 
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Countries benefit from the fiscal federation insurance in different ways. This difference depends 

on the amount of risk each country has and also on its relation with the European aggregate. 

One solution to solve this difference would be to attribute risk premia to each country depending 

on its volatility. 

There is a risk that transitory transfers turn into permanent transfers These transfers might go in 

any direction (for example from poor to rich regions) and as a result they might disturb the 

redistribuation aims of the structural funds. 

Overall, Fatas (1998) concludes that the additional insurance created by a fiscal federation in 

Europe will be modest. 

McKinnon (1997) suggests that the public finances at the EU level and at the national level 

should remain separate. This is how the EU federalism may become like the US federalism 

where the central government has no connection with the fiscal decision of the states. 
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5. CONCLUSION 

Under the fixed exchange rates, with immobile labor and rigid wages, the budgetary policy 

seems to be the most efficient instrument against asymmetric shocks because the increased 

budget deficit has no negative effect on the private investments. A policy mix of the budgetary 

and monetary policies may be the optimal solution with the condition of creating a body to 

represent the fiscal policies of member countries. 

The idea of a policy mix, i.e. a coordination of monetary and budgetary policies, would prevent a 

member state from following an expansionist budgetary policy contrary to the objective of price 

stability of the monetary policy. In the long run, this coordination leads to a fall in the inflationary 

pressures, that leads, in its turn, to higher employment and growth rates. In the EU, a policy-mix 

starts being considered (Docquiert (1998)). 

When the public deficit becomes a problem and the government starts a budgetary 

reorganization, the monetary policy may help by decreasing interest rates. However, the action 

of the ECB should not be at an extent to make it lose its credibility vis-a-vis the investors. If the 

reference interest rate creates incredibility for the long term interest rates (used to calculate the 

public debt), the help of the monetary policy may become counter productive. Althought the 

ECB does not aim to solve the regional or national problems, the credibility of the monetary and 

its anti-inflationary policy can be helpful in solving them. Seigniorage revenues, that are now 

trasfered to the community level, may be used as community revenue to subsidize regions in 

difficulty. 

According to the findings of van Aarle et al. ((1997), 434-436), a symmetric cooperation 

between fiscal authorities of two identical countries that play suboptimal strategies against a 

common central bank gives the same result as the national authorities playing the same 

strategies against a national central bank. It means that fiscal cooperation in a monetary union 

gives the same result as the fiscal behavior in a closed economy. As long as fiscal authorities 

do not cooperate, the common monetary authority is in a better position to impose fiscal 

discipline. 
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According to Sargent and Wallace (1981), the monetary authorities take the objective of the 

inflation into account, without considering the total coherence of the instruments of the 

economic policy. It is not only the credibility of the monetary policy that needs to be considered 

but rather the credibility of the policy mix to solve problems of budget deficits. The stability pact 

of the EU can be interpreted in this meaning. 

Various adjustment mechanisms to the asymmetric shocks may be obtained: 

i. At the community level 

by the budgetary discipline. The Stability and Growth Pact gives the member 

countries the possibility to increase the deficits up to 3 %, and even more, 

temporarily, in case of exceptional circumstances. However, the Pact may need 

more flexibility to give member countries more elasticity to adopt to shocks. 

Aricle 103 A-2 of the Maastrict Treaty that plans a community help by the 

Council to the member state in economic difficulty. 

Structural and cohesion funds may be enlarged to provide some transfers to 

regions hit by negative shocks. 

A budgetary centralization is not planned for EMU, therefore national fiscal 

policies should be flexible (relaxation of the limitations of the Stability and 

Growth Pact). 

ii. Through budgetary policy 

The creation of a common budgetary authority or the enlargement of the 

community budget may be difficult in the short run because ,of the lack of 

political agreement and the delays in the community's institutional process (IMF 

(1999». As a short run solution, the ECOFIN may be given more power to 

create a counter-balance to the ECB. 

Fiscal redistribution may be used to create more fiscal insurance. The moral 

hazard problem may be solved by making transfers temporary, or by having 

them paid back when the shock is over. The interregional transfer payments 

may solve the disturbance for some time but they are not permanent solutions. 

The temporary solution may actually delay the permanent solution. 
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The problem with the fiscal policy is that once it is used, it cannot be used again 

"until many years later". 

iii. Through the development of private capital markets 

The euro will increase the integration and efficiency of European capital markets. It 

also prevents the national budget from running deficits. 

iv. Through labor migration and wage flexibility. 

Since labor mobility involves irreversible costs, it is efficient as a response to 

permanent shocks. Reversible migration flows as a response to business cycles are 

not common. 

According to a view, to make migration attractive, the formation of wages should not 

be harmonized, i.e. the taxes on wages should not be the same, in order to have 

differences in wages to promote migration of labor. The wages should be 

determined at the individual company level. 

To prevent the wage bargaining externalities, European-wide wage negotiations 

might be useful. Wage bargaining process has an intermadiate centralization 

structure in the EU. If it can be pulled to the extremes, since at the, extreme 

centralization or decentralization, the wage rigidity is lower, inflation and 

unemployment are more easily stabilized after a shock. 

v. At the national level 

A decrease of public expenditures (a decrease in pensions, social support 

programs, taxes on employment), although difficult to accept socially, may provide 

more revenues to use against shocks. 

National transfers to regions in difficulty is developed by Obstfeld and Perri «1998), 

247). They suggest national transfers to the regions in difficulty through higher 

transfers or lower taxes. To provide financial resources for these transfers, 

governments may issue "perpetual euro-dominated liabilities indexed to domestic 

nominal per capita GDP growth". There would be an international porfolio of assets 

to which the governments could divert their GDP risk. The system can solve 

permanent and transitory shocks without a need for a community institution. 
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A temporary shock creates a low and short depreciation. National fiscal stabilizers 

and private external borrowing may be a solution for temporary shocks. Actually, 

private insurance and national interregional transfers provide a better protection 

than borrowing. When the shock is permanent, the same solutions as to the 

temporary shocks will decrease the need for long-run adjustment, however, a 

permanent adjustment mechanism, although the need will be delayed, will have to 

be implemented. 

The best response to asymmetric shocks is the optimum policy strategies undertaken by the 

coordination of national fiscal policies and the common monetary authority, namely the EBC. 
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