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With the Treaty on European Union, signed in 1992, the Union set for itself the
objective of establishing the European Economic and Monetary Union (EMU),
ultimately including a single currency. Sustained convergence in economic performance
and close co-ordination of Member States’ economic objectives, set out in a timetable,
were key elements of this process. Convergence towards low rates of inflation and a
sound fiscal position were the two most important criteria to be fulfilled before countries
could join monetary union. By mid-1998, eleven out of the fifteen member countries
had qualified and agreed to participate from the outset in the project. At the Community
level, policy co-ordination has been strengthened over the past five years with the
annual “broad economic policy guidelines” and the “excessive deficit procedure”, while
the European Monetary Institute laid the groundwork for the start of the European
System of Central Banks (ESCB).

Concerning macroeconomic conditions, monetary union will begin under reasonably
favourable conditions: unemployment rates are falling, inflation is at a 40-year low
and public finances in most countries have improved substantially in recent years.
Furthermore, the European Central Bank (ECB) is to be independent, with price stability
as its primary objective, and governments have pledged to continue the process aimed
at achieving fiscal balance.

Inevitably there will be uncharted water ahead, despite all the preparatory efforts.
Unlike fully-fledged federations, virtually all fiscal competencies are to remain at the
national level, but the European Central Bank will set monetary policy for the area as
a whole. This raises familiar issues in a new context; in particular, how to safeguard
monetary policy credibility and to ensure fiscal prudence. But new issues are also
raised; for example, the need for stronger policy co-ordination at the euro-area level
which is still characterised by a fair amount of structural diversity despite the closer
integration achieved over the last forty years. While there are important unsolved
structural issues raised by monetary union,1 this chapter focuses on the macroeconomic
ones which will face the euro area in the years ahead.

The first part of this chapter focuses on the fact that the ESCB will be charged with
setting and implementing monetary policy for eleven sovereign countries. Furthermore,
the new institution and, to a lesser extent, the euro-area economy will not be well-
known entities with their own historical experiences. A number of policy issues that
arise from these features and which relate to: the operational structure; the objectives
and strategies for implementing policy; some of the challenges that will be faced early
on in the mandate; and how decisions should be communicated to the public, defined
as both the citizens of the area as well as financial markets in general.

IV. CHALLENGES FOR MONETARY
AND FISCAL POLICIES IN THE EURO AREA

Economic and monetary union
has been thoroughly prepared

EMU raises new policy issues

1. The Community has launched several initiatives to raise flexibility in labour and product markets. Greater flexibility
would make it easier to absorb adverse national economic disturbances.
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The second part deals with a number of important fiscal policy issues. While
countries have agreed to respect certain constraints on their budgetary behaviour in
order to safeguard fiscal sustainability and monetary policy credibility, subsidiarity – a
presumption in favour of national sovereignty – remains the guiding principle in matters
of fiscal policy. Athough many important decisions have already been made, questions
remain about the implementation of fiscal policies within the new framework. These
include the required degree of further fiscal consolidation; and the appropriate degree
of centralisation, harmonization or co-ordination of national policies.

Monetary policy issues in the euro area

Operational structure2

The Maastricht Treaty assures that the ESCB will enjoy a very high degree of formal
independence (Article 7 of the ESCB Statute) and enshrines as its primary objective
the maintenance of price stability (not defined in a precise manner). The definition and
pursuit of intermediate targets is left to the decision-making bodies of the European
Central Bank (ECB). Instrument independence is supported by the attribution of control
over key interest rates, reserve ratios and central bank money.

With the start of the third stage of EMU on 1 January 1999, the conduct of the
common monetary policy will be transferred to the ESCB, consisting of the ECB and
the national central banks (NCBs) of the EU member states.3 The ESCB will be governed
by the decision-making bodies of the ECB (see Box IV.1). Implementation of the single
monetary policy will be carried out by the NCBs. Each participating central bank will
have two main tasks: a) to contribute, through its representative Governor, to the policy
decisions of the Governing Council of the ECB; and b) to execute these decisions
within the borders of its own country. Concerning the latter, it will be necessary to
reconcile the requirement of a common monetary policy with the “subsidiarity”
principle4  which aims at achieving the highest possible degree of decentralisation at an
operational level. The implementation of decentralised money market operations,
conducted simultaneously at several financial centres in the euro area, as well as
differences in the types of eligible counter-parties and collateral, will present challenges,
in part due to the process of structural change that is likely to be occurring in various
national financial markets. The Treaty gives responsibility for the conduct of foreign
exchange operations to the ECB and allows for either centralised or decentralised
implementation.

The current institutional
framework gives the ESCB a
high degree of independence

Policy decisions of the new
bank will be implemented by

the NCBs

2. The new institutional framework is described in the Treaty of Maastricht and in the Protocol annexed to the Treaty on
the Statute of the European System of Central Banks and of the European Central Bank.

3. The NCBs of the Member States which will not be participating in the third stage from 1999 are members of the ESCB
with a special status: while they will conduct their respective national monetary policies, they will not take part in the
decision-making process concerning euro area monetary policy and in the implementation of such decisions.

4. Article 12 of the Statute: “To the extent deemed possible and appropriate... the ECB shall have recourse to the national
central banks to carry out operations which form part of the tasks of the ESCB”. This is the subsidiarity principle. The
NCBs may also perform other functions (e.g.those related to prudential supervision of credit institutions and the
stability of the financial system) on their own account, unless the Governing Council rules that such activities interfere
with the objectives and tasks of the ECB.
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The ECB is not entrusted with any general responsibility related to prudential
supervision of credit institutions and the stability of the financial system which lies
with the competent national authorities (including, in most European countries, the
NCBs). No explicit reference is made in the Treaty to the role of the ESCB as a lender
of last resort. It is to have, however, responsibility for promoting the smooth operation
of payment systems (Treaty, Article 105(2)), including the provision of financing
facilities to credit institutions. In this respect there is a potential for the ECB to act in
the capacity as a lender of last resort as far as the provision of short-term liquidity is
concerned. For interventions going beyond the provision of short-term liquidity, other
competent national institutions are responsible.

National central banks are likely to play an important role in European banking
supervision. Although recently there has been a trend towards a separation of regulatory
and monetary policy responsibilities, it is always the case that at least a working
relationship exists between bank supervision, the monetary authorities and policy
makers. These relationships will have to adapt in the face of the changing environment.
The greater integration of Europe’s banking and securities markets is reflected in
increased collaboration among NCBs within the Banking Supervision Committee.
Regulators will have to rely increasingly on information from their counterparts in
order to understand market developments. While significant progress in the areas of
exchange of data and information as well as harmonization of statistics has been made,
further efforts, e.g.regarding harmonization of accounting standards, would be helpful
so that a Europe-wide perspective could be adopted.

Although the costs of financial institution rescues will continue to be borne by
national authorities, the trend towards greater financial integration will make it
increasingly difficult to establish national dividing lines. Even when a banking-sector
problem can be identified as a national one, it may quickly become European in scope,
warranting action by European institutions. This increases the importance of
co-ordination, both among national banking supervision authorities and between them
and the ESCB, with regard to policy interventions aimed at ensuring financial stability.
Already there is a high degree of co-operation at the working level within committees
at the ECB as well as in international fora like the BIS. In this regard it is of vital
importance to ensure that there will be sufficient flexibility to react swiftly to events.

Prudential supervision is left
to national authorities

There will be a need for
increased collaboration among
supervisors in the euro area

be mainly responsible for the implementation of monetary policy.
In this role it will provide instructions to the 11 NCBs.

There is as well a third body, the General Council, consisting
of the President and Vice-President of the ECB and the governors
of all EU national central banks which will mainly act in an
advisory role. The General Council will also contribute to: the
collection of statistical information; the reporting activities of
the ECB; the establishment of rules for standardising the
accounting operations undertaken by the NCBs; as well as to
the preparations for irrevocably fixing the exchange rates of the
currencies of the Member States with a derogation.

The decision-making structure of the ESCBBox IV.1.

All the activities of the ESCB will be governed by the two
principal decision-making bodies of the ECB. The Governing
Council will be charged with the formulation of the single monetary
policy and for setting the guidelines for its implementation; its
responsibilities include decisions relating to intermediate monetary
objectives, key interest rates and the supply of reserves in the
ESCB. Each member of the Governing Council has one vote and
monetary policy decisions require only a simple majority. The
Governing Council is composed of 11 governors of the NCBs,
which fully participate in EMU, and the six members of the
Executive Board. The Executive Board, in turn, is composed of
the President, the Vice-President and four other members and will
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The ECB will be the only European institution with ready control over an area-
wide macroeconomic policy instrument. As such, it could become a focus of public
pressure to change policy which could increase if current structural rigidities, in both
labour and product markets, remain. It is important that area-wide political bodies, like
the European Parliament, ECOFIN (which consists of EU ministers of finance or
economic affairs) or informal meetings, like the Euro-11 Group (composed of those
ministers from the euro area countries), do not become vehicles for such pressures. In
this regard, national governments, along with NCBs, could play a useful role by
communicating to their respective publics both the potential and the limits of monetary
policy.

Also of concern is the possibility that considerations about regional conditions could
have an unwarranted influence (in addition to that on the aggregate averages) on policy.
Even in the United States, despite the high degree of centralisation of decision making,
there is some evidence that local conditions have an influence on the votes of Federal
Reserve district presidents.5 The ECB could be more vulnerable in this regard. The
composition of the Governing Council (11 seats for NCB Governors, who will continue
to be largely confronted with issues of national concern as part of their routine activity,
and 6 for members of the Executive Board), may carry the risk of undue weight being
placed on regional conditions. Pressures could arise if the performances of various
economies diverged. Even if conditions were relatively similar, however, there could
be heterogeneity of preferences about the output-inflation trade-off. This, in turn, could
make for inefficient choices in ECB policies.6 On the other hand, members could see
that their own national interests were best served by joining other members in a sort of
price stability coalition, resulting in the adoption of a euro-wide perspective.7

For a smooth transition to a single monetary policy, it is vital to develop institutions
and arrangements so as to promote euro-wide perspectives. The exchange of information
within the ESCB, its research activities, and the organisation of key monetary policy
meetings will be important and necessary elements for the development of a common
monetary policy. In this regard, the development of a broad range of euro-area statistics
and in-depth analysis of this economy will continue to be a challenge. A logical place
to locate a good part of such efforts, particularly analytical capabilities, would be the
ECB. Apart from having a leading role in the development of concepts and the
compilation of monetary-policy-relevant euro-area statistics, as well as producing central
forecasts for the area, the ECB should have an important role in the interpretation of
area-wide data and analysis, implying a significant presence of research and analytic
capabilities there. This does not imply that the NCBs could not have a constructive
research role. Indeed an important characteristic of the Federal Reserve System is the
significant research activity at the Board, complemented by similar efforts by Federal
Reserve district banks.

ECB policy decisions
should not be influenced

by political pressures...

Developing institutional
structures that promote

a euro-area-wide perspective
will be important

... or unwarranted regional
considerations

5. Havrilesky and Gildea (1992, 1995), McGregor (1996) and Gildea (1992) argue that Federal Reserve Bank presidents’
voting reflects their political and regional background. They also argue that there are differences between Board members,
who are political appointees, and presidents of the Federal Reserve district banks, the latter being always more
conservative. These findings are challenged by Tootell (1991, 1996). On these issues see Dornbusch, Favero and
Giavazzi (1998) and The Journal of Monetary Economics38 (1996) for a debate on the congressional influence
on US monetary policy.

6. It has been argued that the diffusion of power and responsibilities between the regional reserve banks contributed to the
poor performance of the Fed in the late 1920s and 1930s. The 1935 Banking Act centralised responsibility for monetary
policy establishing the Federal Open Market Committee (FOMC).

7. Monticelli (1998) develops a model of voting behaviour in which individual members in pursuit of their national
interests may find it advantageous to form such a coalition.
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As yet, however, this has not taken place. At the beginning of Stage III, the number
of staff devoted to research and analytical functions at the largest NCBs is estimated to
exceed the number of those performing these functions at the ECB by a wide margin
(Gros et al., 1998). Accordingly, at least initially, it is likely that the national central
banks will have a greater role in economic analysis and forecasting than enjoyed by
the Federal Reserve district banks. To date much of the work of the NCBs has naturally
been directed towards their own national issues. To contribute better to area-wide
decision making, the focus of their analysis will have to be broadened and a high
degree of co-operation between the NCBs and the ECB will be necessary.

Objectives and strategy

The Maastricht Treaty states that the ESCB is to maintain price stability and to
support general macroeconomic policy “without prejudice to the price stability
objective”; however, it leaves the choice of a strategy to achieve this objective to the
Governing Council of the ECB. Generally speaking, countries’ experiences with
approaches that can meet the Treaty’s broad requirements fall into two categories:
using monetary aggregates as an intermediate target; and direct inflation forecast
targeting. Reflecting the positive experiences that countries have had with each (albeit
in the case of direct inflation targeting, only over the more recent period) and analysis
showing that operationally there is not a great deal of difference between them
(Svensson, 1998), the preparatory work at the EMI (EMI, 1997a and b), suggested
some mixture of both as an option.

The ECB has publicly defined its choice of monetary policy strategy. The strategy
is characterised by three elements. The first is the quantitative definition of the primary
objective of monetary policy: “Price stability shall be defined as a year-on-year increase
in the Harmonised Index of Consumer Prices (HICP) for the euro area of below 2 per
cent (ECB, 1998).” This is to be maintained over the medium term, using “a monetary
policy strategy which will consist of two elements: Money will be assigned a prominent
role. This role will be signalled by the announcement of a quantitative reference value
for the growth of a broad monetary aggregate”. Finally, “in parallel with the analysis
of monetary growth in relation to the reference value, a broadly-based assessment of
the outlook for price developments and the risks to price stability in the euro area will
play a major role in the ESCB’s strategy (ECB, 1998)”.

The exact nature of this strategy appears to be open to interpretation. Some
commentators have pointed to a close resemblance of this strategy to that used by the
Bundesbank where monetary aggregates occupy a place at the top of a hierarchy of
several indicators. Others, however, have noted that there has been no decision about
the relative weights to be attached to the indicators, and argue that the ECB is likely to
use an eclectic approach similar to the Fed’s. An explicit inflation targeting approach,
whereby the central bank’s own published inflation forecast provides a benchmark for
an assessment of the current policy stance seems to be ruled out as, at least initially, the
ECB’s own inflation forecasts will not be published.

Concerning monetary targeting,8  a possible advantage is that the ECB, which initially
will not have its own inflation track record, may be able to appropriate some part of the
Bundesbank’s credibility, although the effect is likely to be only transitory and by no

Two monetary policy strategies
were under consideration...

... and a mixed strategy has
been chosen consisting of...

... monetary aggregates
targeting...

8. On the general case for using a monetary aggregates strategy, see von Hagen (1998).
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means a substitute for establishing its own credibility. As well the strategy does have
an empirical basis which is easy to communicate – over longer time periods, broad
trends in money growth, beyond that required to meet transaction needs, are eventually
reflected in higher trend inflation rates. However, these correlations are not as tight
over time periods which are often more relevant to policy makers partly because money
growth is not the sole predictor of inflation over such time frames.

 In choosing to target a broad aggregate, the ECB had to balance the desire to have
a controllable aggregate against the need to take account of possible substitution effects
associated with financial innovation. Given that considerable financial innovation is
expected over the next few years in the euro area, a relatively broad aggregate is more
likely to preserve a reasonably stable relationship to nominal output. In any case, the
construction of euro-wide aggregates is complicated; not all countries have traditionally
published the same types of monetary aggregates and, even when broad aggregates
had the same name, their asset composition often differed significantly. To date, the
ECB has agreed upon a unified EMU-wide reporting scheme for all financial institutions
which could potentially create money-like instruments.9 This will permit the calculation
of consolidated aggregates which take account of cross-border holdings, enhancing
their use as a gauge of the stance of policy. Thus, the ECB should have available a set
of harmonized and comprehensive euro area-wide monetary aggregates from the outset
of Stage Three. However, it would have been preferable to have had these aggregates
in place and in the public domain earlier. This would have allowed analysis and debate
about the advantages and disadvantages of monetary aggregates targeting in general.

Nevertheless, it cannot be excluded that even a broad aggregate would be subject to
enough instability to reduce its usefulness. This is all the more likely given expected changes
in financial markets with the advent of the single currency. Accordingly, elements of an
inflation forecast targeting strategy may have some attraction. Because this approach, in
theory, is forward looking and uses all relevant information, it is considered to be welfare
maximising under certain conditions. However, monitoring by the public is complicated
because the ECB will not publish its own inflation forecast; moreover, even when such
forecasts are published, their derivation may be difficult to understand and their comparison
with actual outcomes generally occurs with a two year lag.

An advantage of any strategy is that it tends to impose structure on internal and
external policy debates. For the ESCB this could help to keep the focus of policy
discussions on area-wide considerations that have a bearing on the ECB’s policy
objectives. To the extent that a mixture of two strategies is used, some of this advantage
could be diminished unless the relative importance attached to each is made clear.
Also, due account will have to be taken of the possibility of conflicting signals and
how these would be resolved.

The ECB’s monetary policy strategy is likely to be implemented in a pragmatic
way, reflecting actual practice. For example, the Bundesbank, which has consistently
employed an aggregates strategy, has followed a policy of “pragmatic monetarism”,
missing its targets in about half the cases since 1974. Such misses have “only rarely
been of a completely involuntary nature” and the Bundesbank has taken pains to explain
both the reasons why the targets were missed and the implications for policy (Issing,
1997). The Swiss National Bank also implements its monetary targeting strategy in a
flexible manner (Rich, 1998) as do countries which follow an inflation forecast strategy.

... and inflation forecast
targeting

The strategy is likely to be
implemented in a pragmatic

manner

9. The statistical frameworks are described in EMI (1996).



O E C D

Challenges for monetary and fiscal policies in the euro area- 143

This implies a focus on the underlying determinants of the changes in the target variable
as well as a need to monitor other indicators. The recent economics literature on
monetary strategies suggests that responding to the determinants of target variables
leads to more efficient outcomes (Svensson, 1998). For any central bank, this is a
difficult task; for the EMU it will be especially so given problems with area-wide data
and uncertainties about the transmission mechanism.

Challenges in the period ahead

Having an understanding of how the euro area economy will be affected by interest
rate changes (the transmission mechanism10) will be important to the successful
implementation of policy. If individual responses of various euro-area economies to an
interest rate change were dramatically different, implementing area-wide strategies
would be complicated. A synthesis of a number of the findings on this issue, using a
variety of techniques, is given in Table IV.1.11 For ease of comparison, only the estimated
GDP changes from baseline, in the second year after a change in short-term interest
rates, are shown. Those studies that are based on structural models suggest a relatively
similar response for the major economies in the area. While a number of them identify
differences in responses, they do not agree on one particular economy as being more
sensitive to interest rate changes than another. Only the structural VAR models (the
lower part of Table IV.1) consistently show one economy (Germany) as more sensitive
to interest rate changes. However, the ranking of the other economies examined, using
this approach, varies. Consistent with these patterns, a large number of the cross-country
differences reported appear to be statistically insignificant (Kieler and Saarenheimo,
1998). A tentative conclusion, taking this evidence at face value, is that there could be
a fairly even response of the major economies to interest rate changes.

While this is helpful, it is also likely that the response of the euro area economy to
interest rates will change. One area important to the transmission mechanism that is
likely to come under increasing pressure is the financial sector and how it allocates
credit (White, 1998). The extent of this pressure will depend on current differences
across countries and the opportunities for agents or institutions to arbitrage. Looking
at private sector balance sheets, the net assets of both households and enterprises
(measured relative to overall GDP) are fairly similar across countries, but the
composition of gross assets and liabilities does vary significantly (Table IV.2). As well,
the response of key lending rates to a change in policy interest rates also varies.
Increasing competition between financial institutions in the euro area will give
households and enterprises a larger choice of financial instruments and more freedom
in the allocation of consumption over their life cycles. Financial institutions are also
likely to change the manner in which they react to developments. These factors will
place more emphasis on interest rates and less on credit availability.12 How quickly
these differences are reduced will depend on the speed of financial market integration
but they are unlikely to be completely eliminated. National preferences about the levels

A reading of the preliminary
evidence indicates not much
difference across major
economies from a change
in interest rates

The role of interest rates
is likely to increase

10. Technically there are several channels in the transmission mechanism but most generally work in response to actual
and expected interest rate changes.

11. See Britton and Whitley (1997);  Kieler and Saarenheimo (1998);  and Dornbusch et al. (1998).  Differences in
methodology make the comparison of such studies notoriously difficult;  no less than four modelling strategies have
been attempted:  i) simulating existing macroeconomic models (single or multi-country);  ii) small structural models;
iii) reduced form equations;  and iv) structural VAR models.  Furthermore, various methodologies are open to their
own particular criticisms.  Structural models may not capture well how the new economy is likely to change, while
VARs suffer from linearity assumptions and identification problems.

12. While some recent studies have found weak evidence of a credit channel in Germany, France and Italy (Bernanke and
Gertler, 1995;  Stöss, 1996;  Candelon and Cudeville, 1997;  and Angeloni et al., 1995), others suggest that it is
important (de Bondt, 1998 and references cited there).
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Table IV.1.  Empirical assessments of the impact of monetary
policy on output in various European countries

Impact on real GDP, percentage deviation from baseline in second year after shock

Type
of United

Study shock Germany France Italy Kingdom Spain Netherlands

Single country Macro Modelsa
National Central Bank models

(BIS, 1995) 1 –0.4 –0.4 –0.4 –0.9 0.0a –0.2

Multi-country Macro Models b

Fed MCM model (BIS, 1995) 1 –0.7 –0.7 –0.3 –1.2 .. ..
IMF Multimod standard multiplier 2 –0.5 .. .. –0.5 .. ..
Quest II (Commission Services) 2 –0.4 –0.4 –0.3 –0.4 –0.4 –0.3
Taylor (1995) 2 –0.4 –0.4 –0.4 –0.1 .. ..

Small structural models
Britton and Whitley (1997)c 1 –0.5 –0.5 .. –0.3 .. ..
Britton and Whitley (1997)d 1 –0.4 –0.4 .. –0.4 .. ..

Reduced form equation
Dornbusch, Favero

and Giavazzi (1998)e 3 –0.5 –0.5 –1.1 –0.5 –0.4 ..
Dornbusch, Favero

and Giavazzi (1998)f 3 –1.4 –1.5 –2.1 –0.9 –1.5 ..

Structural VARs
Ehrman (1998) 4 –0.6 –0.4 –0.1 –0.2 –0.1 0.0
Ramaswamy and Sloek (1997)g 4 –0.6 –0.4 –0.5 –0.5 –0.3 –0.6
Barran, Coudert and Mojon (1996)h 4 –0.6 –0.4 –0.3 –0.4 –0.4 –0.3
Gerlach and Smets (1995)i 4 –0.3 –0.2 –0.2 –0.6 .. ..
Gerlach and Smets (1995)j 1 –1.0 –0.5 –0.5 –0.7 .. ..

a) Fixed ERM rates for Germany, France and Italy; endogenous exchange rate for United Kingdom.
b) Endogenous exchange rates.
c) Each country estimated separately.
d) All countries estimated jointly.
e) Effect after 8-12 months. Response variable is monthly output data.
f) Effect after 2 years. Response variable is monthly output data.
g) Baseline model.
h) Baseline model (model  1).
i) 1 standard deviation shock.
j) 1 per cent interest rate hike for 2 years.
Types of monetary shock: Type 1: 1 per cent point rise in short-term interest rates sustained for at least two years; Type 2:
1 per cent permanent decrease in money target; Type 3: 1 per cent simultaneous permanent increase in short-term interest
rates; Type 4: 1 standard deviation interest rate shock which in many cases is close to one percentage point.
Sources: Kieler, M. and T. Saarenheimo (1998) and Ehrman (1998).

and composition of household wealth, owning versus renting a home, and the use of
equity markets, for example, are likely to continue to be of importance. Indeed, if
recent US evidence can be used as a guideline, the possible outcome could be that
there will be some differences among the larger economies of the euro area (Carlino
and DeFina, 1995).

The exchange rate will also be an important part of the transmission mechanism.
Because the euro will be a new currency, understanding the host of forces that will
affect its level in international markets will be difficult. Those factors that are likely to
be important are: the initial cyclical position of the economy compared with that of
other major trading partners; market views about the current and prospective interest
rate developments; and, over time, fundamental determinants of savings and investment
across the euro area; relative trends in inflation; and the potential use of the euro as an
international currency. The exposure of the euro-area economy to foreign trade will be

The exchange rate will also
play a role...
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Table IV.2.  Financial position of the private sector
in selected euro area countries

1996, as per cent of GDP

Germanyf France Italy Spaing Belgium

Non-financial enterprises
Net assets –35 –73 –67 –43 –81

Gross assets 70 249 39 80 135
of which:

Short-terma 21 24 9 39 26
Long-termb 9 4 4 19 38
Equity 23 176 20 16 71

Gross liabilitiesc 105 322 106 123 216
of which:

Short-term loans 21 16 25 n.a. 21
Long-term loansd 45 42 17 n.a. 63

Households

Net assets 124 138 163 78 217

Gross assets 134 186 187 139 257
of which:

Short-terma 59 21 44 73 75
Long-terme 54 41 60 7 79
Equity 17 71 36 40 102

Gross liabilities 11 49 24 61 40
of which:

Short-term loans 2 8 7 n.a. 4
Long-term loans 8 32 12 n.a. 36

a) Cash, deposits and short-term loans and securities.
b) Bonds and long-term loans.
c) Including own shares.
d) Including, in some cases, corporate bonds.
e) Bonds and net equity of life insurance reserves and pension funds.
f) Figures relate to 1995.
g) Data for long vs. short loans not available. It is assumed that half of total loans on the asset side are short and the other

half long.
Source: Financial Accounts of OECD Countries.

about that of the United States and Japan but individual countries within the area will
be differently affected by exchange rate developments. Over time these may wane,
depending on how the structures of these national economies respond to the forces of
integration.

Inflation expectations are also likely to play a role. Over the past decade, this channel
has been instrumental in helping to bring down inflation and to contain it, once reduced
(BIS, 1996; Brayton et al., 1997; Pigott and Christiansen, 1998; Siviero et al., 1997;
and Visco, 1995). For example, increases in official interest rates in Italy in recent
years have been found to lower expectations of inflation very rapidly and significantly
(Buttiglione et al., 1997). In addition, there is evidence that longer-term expectations
as well as their dispersion have also declined. Links of this sort can help to reinforce
monetary policy actions to contain inflation pressures, for example, by altering the
behaviour underlying wage and price strategies. Certainly the current environment of
low inflation that will exist in the euro area when the ECB begins operation, as well as
a number of aspects guaranteeing the independence of the central bank, will have
beneficial effects on expectations.

... as will inflation expectations
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Considering transition issues, if the euro is more liquid than the sum of the individual
11 currencies, the move to a single currency might lead to an undesirable increase in
liquidity (Mundell, 1998). Over the medium term, however, the impact of the advent
of the euro on private portfolio composition is difficult to assess: on the one hand,
private economic agents within the euro area, that previously held different European
currencies to diversify their risk, may be faced with a surplus of euros for transaction
purposes; on the other hand, investors that were previously not interested in European
currencies, because of the limited size of the money markets, may increase their demand
for euros. In the securities markets, the re-denomination13 of government and corporate
bonds and the adoption of a uniform set of conventions will result in a market in euro-
denominated bonds of about half the size of the market in the United States and larger
than that in Japan, enhancing the liquidity of these assets.

A liquidity effect could also arise from the pooling of official reserves at the ECB.14

At the end of 1997, euro-area central banks had $389 billion of foreign exchange and
gold reserves. Of this, around $270 billion were in foreign currency, 17 per cent of which
in euro area currencies. In the absence of the ERM, the NCBs will no longer have an
obligation to intervene in order to stabilize exchange rates and this will lower their demand
for reserves. In addition, the euro area is a large, relatively closed economy where total
trade exposure is estimated to be about 16 per cent of GDP. Some studies have estimated
that monetary union will leave the NCBs with up to $125-190 billion in excess reserves;15

however, changes in their level and composition are likely to occur only gradually
(Funke and Kennedy, 1997) although the greater integration of financial markets could
speed up the process. The size and variability of the ESCB foreign reserves will be
primarily determined by capital flows and the exchange rate policy.16 Indeed, there
might be a desire to hold precautionary reserve levels to smooth out any possible
volatility in exchange markets. Over the longer run, the ESCB’s need for foreign
exchange reserves will depend on such things as the use of the euro as an international
reserve currency and a currency of denomination for international financial transactions.

Communicating policy to the public

All OECD central banks are accountable, in the sense that they are “obliged to give
a reckoning for their actions”, or are “legally or morally obliged to carry out a duty, and
to be liable to be blamed for failure” (Briault et al., 1995). The Maastricht Treaty provides
for the ECB to be accountable to European institutions (Article 109b, section 3).
Specifically the ECB will have to present an annual report to the European Parliament,
the Council, the Commission and the European Council. Furthermore the ECB President,
as well as other members of the Executive Board, could be invited to appear before the
relevant committees of the European Parliament. These arrangements may seem to
lack force because these bodies have limited political strength and there is a lack of
explicit penalties for any target failures. However, the ECB will be open to the public

The effect on liquidity will be
difficult to determine

The NCBs may also
be confronted with higher
levels of foreign exchange

reserves than needed

13. EU governments agreed at the Madrid summit in December 1995 that all new government debt issued by members of
EMU will be denominated in euros from 1 January 1999. Subsequently governments (and the European Investment
Bank) have committed themselves to redenominate existing debt from national currencies into euros.

14. The NCBs will provide the ECB with foreign reserve assets, other than Member States’ currencies, ECUs, IMF reserve
positions and SDRs, up to an amount equivalent to ECU 50 billion. The contribution of each NCB is fixed in proportion
to its share in the subscribed capital of the ECB (where the weighting of each national central bank is equal to the sum
of 50 per cent of the share of the country in the EU population and 50 per cent of its share in the EU GDP over the past
5 years). In exchange for these transfers, each NCB is credited by the ECB with a claim equivalent to its contribution.

15. See, for example, JP Morgan (1998). Masson and Turtelboom (1997), on the basis of the 1995 ratio of reserves to
imports, estimate $105 billion excess foreign exchange reserves.

16. Some analysts suggest that the size of excess foreign assets will enable the ESCB to split reserves into two portfolios:
one portfolio, focused on liquidity, will continue to be held as traditional currency reserves; the remaining excess
reserves, over time, will become more oriented towards investment (JP Morgan, 1998).

The ECB will be accountable
to the European institutions

and to the public



O E C D

Challenges for monetary and fiscal policies in the euro area- 147

through the press. Indeed, the ECB can hold itself accountable to the public by setting
clear intermediate targets and commenting regularly on key policy developments
(Issing, 1992). Such a communication strategy could be very helpful in winning, over
time, the necessary broad support for the new institution from the European public.

In communicating to the public, the ECB will have to make clear that there is a
separation of responsibilities between the monetary and fiscal authorities as well as other
policy-making bodies and economic interest groups. This type of clarification could have
two positive effects. First, by clearly delimiting its responsibilities, the ECB could help
prevent monetary policy from being the object of undue pressures which could arise
because of the unresolved structural problems in the area. Second, to the extent that the
fulfilment of the respective responsibilities can be accurately monitored by the public,
other parties may be made more aware of the full consequences of their actions. A
caveat, however, is in order on this final point. Many economic interest groups, who
were aware that they were in a position to affect national aggregate economic variables
(in particular on national prices), may now conclude that their influence is less important
on euro-wide area developments and would therefore feel less inhibited in pursuing
their goals. On the other hand, a heightened awareness of possible effects on their own
competitive positions vis-à-vis other euro area counterparts could limit this effect.

National central banks, in practice, differ regarding transparency about their
objectives and strategy, short-term implementation goals, views of the transmission
mechanism and decision-making processes (Table IV.3). To the extent that transparency
reveals private information, it could facilitate the co-ordination of the public’s
expectations and lower the risk of misinterpretations of policy signals. This could in
principle reduce uncertainty about the future course of interest rates provided that the
public interprets the information “correctly”. Transparency about monetary policy
objectives and strategies is common to most central banks, while transparency about
short-term policy implementation goals has recently increased (Borio, 1997).

While there are benefits
to transparency...

Table IV.3.  Transparency of central banks

United United
States Germany Japan Canada France Italy Kingdom ECB

Formal scheduling and publication of calendar of monetary policy decision making process
Yes Yes Yes No Yes No Yes Yes

Interest rate decisions taken at scheduled meetings under normal circumstances
Yes Yes Yes No Yes No Yes Yes

Publication of explanatory press releases at the time of each official interest rate change
Yes No Yes Yes Yes Yes Yes Yes

Minutes or summary of meetings of monetary policy decision-making body published
Yes No Yes No No No Yes No

Voting behaviour of individual members published
No No Yes No No No Yes No

Regular publication of monetary policy or inflation report
Yes Yes Yes Yes Yes Yes Yes Yes

Publication of internal forecasts for intermediate or final target variables
No No No No No No Yes No

Reporting to/monitoring by the Parliament
Yes No Yes Yes Yes Yes Yes Yes
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... practices differ among
central banks, depending on

their circumstances

On the other hand, information about the central banks’ own views of the
transmission mechanism, inflation outlook and reaction function is not widely shared
with the public. Only a few central banks publish their own inflation forecasts, such as
the Swedish Riksbank and the Bank of England, or lay out publicly something like a
contingent action plan. There is as well no common model regarding the degree of
transparency about the actual decision-making process. While some central banks
publish minutes and detailed transcripts of the meetings of policy-making bodies within
a few weeks or months, others only make them available after decades. Sometimes the
monetary policy decision-making process does not even follow a formalised pre-
announced schedule. In sum, reflecting each country’s unique historical circumstances,
there does not appear to be a unique model of transparency.

How transparent the ECB should be is difficult to evaluate. Unlike those central
banks which have become more transparent, the ECB will be a newly established entity
and will be under intense scrutiny of the financial markets who will be trying to
understand the ECB’s views on the economy and how policy is implemented. To reduce
the risks of misinterpretation, the ECB could use the publication of its research, as well
as speeches by executive board members, to communicate to the public and markets
both the changing nature of this economy as well as the fact that these are areas of
importance to the ECB. In this regard, a useful device could be the publishing of a
summary of meetings to explain the rationale of actions when they have been taken.
Over time, when key aspects of policy implementation are better understood, a greater
degree of transparency could be extended to such things as the ECB’s view of the
transmission mechanism, as well as details of the decision-making process, for example.

The fact that ECB Governing Council members not only have different political
but national backgrounds could complicate transparency about the decision-making
process. While the ECB Council may decide to make the outcome of its deliberations
public, the Statute (Article 10.4) also states that the proceedings of these meetings are
to remain confidential. This stipulation partly reflects the view that too much
transparency about the debate and voting behaviour of national representatives may
well make it more difficult for members to change their views in the course of debate
(Duisenberg, 1998b), take a perspective that covers the full euro area, or have a frank
discussion. Only if there were a strong general European public opinion against members
taking a narrow national view would this type of transparency be beneficial.

The ECB can use a number
of vehicles to communicate

to the public...

... before it decides if a greater
degree of transparency

is warranted

Fiscal consolidation issues

The role of fiscal rules in monetary union: the Stability and Growth Pact

The Stability and Growth Pact is designed to avoid budgetary free-riding and to
make credible the Maastricht Treaty’s “no bail-out rule”, and thus to limit the extent to
which budgetary developments in individual countries impinge on their neighbours.
Elaborating on the fiscal rules written into the Maastricht Treaty, the Pact considers
budget deficits above the Treaty’s 3 per cent of GDP limit as excessive, though with a
derogation for modest temporary overshoots due to exceptional circumstances. By

Fiscal policy issues in the euro area

Incentives for fiscal prudence
have been strengthened
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“exceptional circumstances” is meant an annual fall of real GDP of at least 2 per cent.
An annual fall of less than 2 per cent – but at least 0.75 per cent – may also, at the
discretion of the Council of Ministers, be considered exceptional in light of supporting
evidence such as the abruptness of the downturn or the size of the cumulative shortfall
in output in relation to past trends. By “temporary” is meant that, according to the
projections of the Commission, the deficit would fall below the 3 per cent threshold in
the year following that within which the exceptional circumstances occurred. Thus,
the waivers foreseen in the Pact are subject to such stringent conditions that the 3 per
cent of GDP threshold should be viewed as a de facto strict upper limit for the deficit.

The Pact provides for enforcement of this rule with a new institutional framework,
which includes both an “excessive deficit procedure” with a specification of possible
sanctions, and an early warning mechanism involving strengthened surveillance and
co-ordination of economic policies via the annual review of national programmes. In
the case of an excessive deficit, the Council of Ministers will, on the recommendation
of the Commission, propose a course of action to be immediately undertaken by the
country if sanctions are to be avoided. If corrective measures have not been implemented
within ten months of identification of the excessive deficit, sanctions will be imposed.
These would initially take the form of non-remunerated deposits, with a fixed component
equal to 0.2 per cent of GDP and a variable component rising in line with the size of
the excessive deficit. Such deposits are limited to a maximum of 0.5 per cent of GDP
per year, but would accumulate each year until the excessive deficit is eliminated.
Provided the excessive deficit is corrected within two years, the deposits are returned
to the country, otherwise the deposits will become non-refundable. In the event that
the measures taken by a country are ineffective, the whole process will be restarted but
sanctions will be imposed within three months.

The Pact further states that cyclically-neutral targets of “close-to-balance” or surplus
will be required in order to provide sufficient scope for flexibility over the cycle. Studies
by the OECD and others generally corroborate the “close-to-balance” norm.17 But such
assessments are based on the extrapolation of past behaviour and largely allow for the
operation of the automatic stabilisers only. Moreover, they could be subject to greater
than usual uncertainty given that EMU implies a “regime change” that may lead to
changes in behaviour.

To compare actual plans with the assessment that governments should aim for a
“close-to-balance” rule, Table IV.4 summarises the current fiscal targets announced by
EU Member governments. Eight out of eleven countries of the euro area have deficit
targets in the range of 1 to 2 per cent of GDP, which will not achieve sufficient flexibility
to allow automatic stabilizers to work under the Stability and Growth Pact, let alone to
allow for discretionary counter-cyclical measures. These targets will be superseded by
the forthcoming Stability Programmes which are expected to reflect new commitments
to achieve close-to-balance targets by 2002.18 In the meantime, nevertheless, most
countries will be in a period of transition during which fiscal policy risks being pro-
cyclical in the event of an unexpected downturn.

Flexibility will require better
structural budget positions

Governments will need to adopt
more ambitious consolidation
plans

17. See work by the OECD (1997), the European Commission (Buti et al., 1997 and 1998), and the IMF (1998b).
18. Finland and the Netherlands have already submitted their new Stability Programmes.
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Table IV.4. Fiscal targets in EU countries

Specific
Country Current budgetary objectives time horizon

Germany Reduce general government deficit and debt-to-GDP ratio to 1.5 per cent 2000
and under 60 per cent of GDP respectively: reduce public spending
to 46 per cent of GDP (pre-unification spending level); lower tax burden
and budget deficit and lower social security contributions below 40%
of gross wages.

France General government deficit below 2 per cent of GDP; 2000
stabilization of debt-to-GDP around 1999-2000.

Italy Reduce general government deficit and debt-to-GDP ratio 2001
to 1 per cent and 107 per cent of GDP, respectively.
Maintain primary surplus of 5.5 per cent of GDP.

United Kingdom Golden rule over economic cycle; net public sector debt-to-GDP Fiscal year
ratio stable and prudent over the economic cycle.  2000

Austria Reduce federal deficit to 2.1 per cent of GDP; freeze public expenditures 2000
on personnel, operating costs, social spending and subsidies to firms
in nominal terms.

Belgium Maintain general government primary surplus around 6 per cent of GDP; 2000
reduce budget deficit to around 1 per cent of GDP and reduce
debt-to-GDP ratio.

Denmark General government balance in surplus over the business cycle. 2005
Debt-to-GDP ratio reduced to 40 per cent.

Finland General government surplus of 2.3 per cent of GDP. Debt to GDP ratio 2002
should fall to 43.2 per cent.

Greece Reduce general government deficit and debt-to-GDP ratio to 0.8 per cent 2001
and 99.8 per cent of GDP, respectively.

Ireland General government surplus of 1.3 per cent of GDP 2000
(0.6 per cent after contingency fund).

Luxembourg Central government expenditure to grow in line with medium-term GDP
growth.

Netherlands In the context of a prudent growth scenario the budget deficit is projected 2002
to fall to 1 per cent of GDP by the end of 2002.

Portugal General government deficit of 1.5 per cent of GDP, debt-to-GDP ratio 2000
59.4 per cent.

Spain Reduce general government deficit and debt-to-GDP ratio to 1.6 per cent 2000
and 65 per cent of GDP, respectively.

Sweden Surplus of 2 per cent of GDP on the general government balance 2000
over the cycle to be approached incrementally over the 1998-2000 period;
balanced budget for municipalities and counties by 2000.

Fiscal sustainability and inter-generational equity

Adherence to the Stability and Growth Pact not only has implications for fiscal
policy settings over the cycle, but also for long-term budgetary developments. The
OECD Secretariat has in the past attempted to gauge the sustainability of policies by
calculating a “tax gap”, i.e.an immediate and permanent rise in the tax ratio (or fall in
the spending ratio) that would be needed to keep the debt ratio from rising over the
medium and long run (Blanchard et al., 1990 and Leibfritz et al., 1995). Work at the
European Commission (Franco and Munzi, 1997) has extended this methodology for
selected EU countries, starting from 1997 actual budget balances and allowing for
achievement of three alternative fiscal targets by 2030: end-period debt ratios consistent
with structural budget positions of close-to-balance (interpreted as deficits not exceeding
1 per cent of GDP), an average 60 per cent debt ratio, and an unchanged debt ratio. The
calculations include estimates of the costs of population ageing beyond the year 2010
based on current pension expenditure projections of national authorities and mechanical
estimates of the effects of demographic changes on other age-related expenditures
(e.g.health, education, family allowances). The results can only be seen as illustrative

Adhering to the Pact assures
fiscal sustainability
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Table IV.5.  “Tax gaps” needed to achieve alternative fiscal targets over
the period 1998-2030a

Memo. item:
1 per cent 1997
of GDP (Implied (1997 primary
average end-level 60 per cent Stable level balances

deficit over of public debt public of debt (as per cent
the cycle debt ratio) criterion debt ratio) of GDP)b

Belgium 1.2 (63) 1.3 0.0 (122) 5.8
Denmark –1.1 (42) –1.5 –1.6 (67) 2.8
Finland 0.6 (35) 0.1 0.2 (56) 0.4
Germany 3.3 (43) 3.0 3.0 (65) 0.6
Italy –0.4 (66) –0.3 –1.4 (122) 6.4
Netherlands 1.2 (46) 1.0 0.7 (71) 3.6
Spain 0.6 (43) 0.2 0.1 (74) 1.7
Sweden –0.1 (43) –0.5 –0.8 (77) 2.3

a) Based on methodology described in Blanchard (1990) and Blanchard et al. (1990), the tax gap is calculated over the
base year 1997 as the change in tax to GDP ratio immediately required in order to reach, by the end of the period
considered, the indicated debt to GDP ratio. Age-related expenditures based on present policies (average of favourable
and unfavourable pension scenarios, where applicable) and non-age-related expenditures based on 1997 unchanged
ratios to GDP. Macroeconomic assumptions: real interest rate on government debt 4 per cent (representing the
approximate long-run real interest rate observed for Germany in 1997), productivity growth 1.5 per cent. A negative
gap means that the actual primary balance was already sufficiently large in 1997 to meet the given objective. The
calculations are very sensitive not only to the policy and macroeconomic assumptions, but also to the primary balance
levels in the base year (1997). For example, the 1997 primary surplus for Italy was relatively high, in part helping to
explain the calculated negative tax gap.

b) May differ somewhat from the 1997 estimated levels used in the calculations.
Source: Franco and Munzi (1997).

because they depend on given growth and interest rate assumptions and, most
importantly, do not take account of probable reforms to pension policies. They suggest
that the close-to-balance rule is considerably more stringent than the stable public debt
rule in that achieving it requires larger tax increases or expenditure cuts, while generating
significant falls in public debt ratios (Table IV.5).19 For the less indebted countries,
implementation of the close-to-balance rule also implies larger adjustments than would
be required by the Maastricht 60 per cent debt criterion, while for the highly indebted
countries, it would bring debt ratios down to or close to 60 per cent by 2030. Thus, by
implication, adherence to the close-to-balance rule would appear to be a sustainable
path (on the basis of the illustrative calculations here).

Preparing for ageing
populations may require
budget surpluses

The achievement of a close-to-balance budget over the next decade would also
allow countries to meet the worsening of the demographic situation after 2010 with
smaller public debts. Even so, sizeable tax increases after 2010 would still be required
in most countries in order to stay on the close-to-balance rule. Hence, greater ambition
in medium-term fiscal targets might be warranted by the future fiscal burden associated
with population ageing. It is difficult to gauge the ultimate size of this problem in the
sense that policies to address it are rapidly evolving. Some countries have begun to
encourage privately funded systems, while the OECD has recommended policies to
lower future dependency ratios as well (OECD, 1998b). Nonetheless, a significant
burden is likely to remain. Some countries have concluded that a larger down payment
on the debt, via current surpluses, must be one of the major policies to tackle the
problems raised by ageing (Ministry of Finance, Denmark, 1995). This implies that
even though the close to balance rule may be sufficient to achieve tax smoothing via
cyclical flexibility over the medium run, tax smoothing over the longer run may require
a more ambitious target.

19. Adjustments and tax gaps would be larger if the analysis were extended to 2050.
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Table IV.6.  Sources of budget consolidation in EU countries in the 1990s
Changes over 1990-97 in percentage points of potential GDP

Other
capital Total Property Primary

Consumption Transfersa Investmentb transactions  Subsidies taxesa,c incomed balancea

Germany 0.4 0.3 –0.5 –0.3 –0.2 2.3 –0.3 2.3

France 0.7 2.0 –0.5 –1.0 0.5 2.8 –0.3 0.9

Italy –2.0 0.7 –1.1 –1.9 –0.7 3.5 1.3 9.9

United Kingdom –1.9 3.0 –1.5 –1.3 –0.3 0.4 –0.5 1.9

Austria –0.9 0.8 –1.2 1.1 –0.5 2.2 –0.2 2.7

Belgium –0.2 0.0 0.1 –0.1 –0.9 2.4 0.1 3.7

Denmark 0.7 2.5 0.3 0.3 0.2 2.8 –0.3 –1.6

Finland –1.1 5.5 –1.0 –0.8 –0.5 1.0 0.4 –0.6

Greece –0.7 0.4 0.6 –4.9 –0.8 4.0 2.7 12.2

Ireland –1.5 –0.6 0.5 –0.3 0.1 –0.1 0.1 1.7

Netherlands –1.1 –2.3 –0.1 –1.0 –0.9 0.5 –0.7 5.2

Portugal 2.2 4.0 0.7 –1.0 –0.6 5.1 0.6 0.2

Spain –0.4 –0.3 –2.3 –0.6 –0.4 1.9 0.4 6.1

Sweden –3.2 1.5 –0.4 0.7 –0.7 –0.6 0.8 2.1

European Union –0.6 1.1 –0.8 –0.9 –0.3 2.2 0.1 3.8

a) Cyclically-adjusted.
b) Gross investment less consumption of fixed capital.
c) Direct and indirect taxes and social security contributions.
d) Net non-interest; includes also receipts of current transfers other than social security contributions.

Achieving budget targets

The fiscal targets of the Stability and Growth Pact can of course be fulfilled in a
variety of ways. The foregoing analysis of fiscal targets was not sensitive to the method
of consolidation, and in the end this must be taken into account, as economic feedbacks
of different measures can differ significantly. Increasing taxes could intensify economic
distortions, and may not be feasible in any event given the pressures of tax competition
(see below).20 Regarding expenditure restraint, the European Commission has
recommended that particular attention be given to government consumption, health
care costs, public pension reform, and “passive” labour market measures and subsidies
(European Commission, 1998). By contrast, under recent fiscal consolidation efforts
in the run-up to EMU, on a cyclically adjusted basis, tax increases and cuts in investment
and “other” capital transactions figured prominently, while transfers generally increased
and subsidies were reduced only slightly overall (Table IV.6).21 Some observers fear
that investment levels may now be too low, jeopardising long-run growth – although
the quality of such investments also matters.22

Emphasis should be on
expenditure restraint

In addition, structural reform in product and labour markets could potentially make
a significant contribution to budget consolidation, both by lowering structural
unemployment and the number of transfer recipients in general, and by allowing for
higher growth and tax receipts. Fundamental tax and public expenditure reforms, in
turn, will be a critical component of any such structural reform effort.

20. There is a body of literature suggesting also that tax-based consolidation may not be sustainable insofar as it expands
the scope for future spending increases. See, e.g.,Alesina and Perotti (1995).

21. A number of “one-off” measures were included in the final push to meet Maastricht targets in 1997, accounting for one-
quarter to one half of the total deficit reduction in that year in 8 out of 11 countries. (European Monetary Institute,
1998). To a significant extent, these were reflected in “other” capital transactions: e.g.shifting expenditures from
above to below the line, or one-time receipts of capital transfers.

22. Another approach, which is being given some consideration in the EU context, is to aim for a balanced budget excluding
public investment, which would be debt financed, i.e. the “golden rule”.

Structural reforms
are complementary
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Reforms to achieve better
spending control will help

Reforms in the budget framework and process could help achieve budget objectives.
For example, countries might gain better control of spending with the adoption of
multi-year budget frameworks and expenditure ceilings. To avoid free riding at the
sub-national level, the Stability and Growth Pact could be reinforced by “internal
stability pacts” which share the burden across different levels of government, an
approach under discussion in both Italy and Germany. To help guard against a
“short-termist” approach to spending cuts, countries might improve budget accounting
methods, for example by producing “whole of government” accounts, including off-
balance sheet commitments, to complement the regular accounts of the government.
Public provision of full information on past, present, and prospective budget trends
would also help to increase transparency, which is especially important in the face of
fixed budget rules.23Finally, the Stability and Growth Pact requires that detailed medium-
term Stability Programmes be made public and be evaluated by the ECOFIN Council
based on recommendations of the EU Commission. The policy dialogue, strengthened
by improved internal budget processes, could help to improve the quality of
consolidation in EU countries.

Fiscal federalism

With a common monetary policy and slow adjustment in product and labour markets,
EU fiscal policy will have to bear the brunt of asymmetric shocks (or symmetric shocks
with asymmetric effects). Whether, in fact, such shocks will intensify with monetary
union remains unclear (Box IV.2), but the enhanced role for fiscal stabilization requires
that it be as effective as possible. It needs to be recognised, however, that fiscal
stabilization is best suited to assisting countries to adapt to shocks that temporarily
reduce their income. In the case of permanent (supply) shocks, countries are permanently
worse off and changes in relative prices are needed to adjust to the new situation. In
these cases, attempts at fiscal stabilization may be ineffective or even counter-productive
because they hinder the necessary adjustment of relative prices.

In respect of fiscal stabilization, there is an issue as to whether the decentralised
form of fiscal federalism in Europe helps or hinders policy effectiveness. In established
monetary unions with diverse federal regions like the United States and Canada, fiscal
federalism with centralisation of the stabilization function plays a significant role in
compensating for the absence of internal exchange rates and in fostering cohesion. A
central stabilization function offers two major benefits, namely the insurance pooling
of risks and internalisation of policy spillovers.24 However, member countries of the
EU have not yet planned for a macroeconomic stabilization role at the Community
level.25

On the other hand, individual EU countries have fiscal autonomy (albeit constrained),
with the large size of governments and progressive income taxation allowing for a
high degree of income smoothing. By comparison, regions in other federations tend to
have much narrower tax bases, with tax policies in some instances constrained by

Regional adjustment will
require both effective fiscal
stabilization and flexible
markets

Centralisation of fiscal
stabilization might help

But the case for a decentralised
EU is strong

23. The IMF (1998a) provides guidelines for more transparency in public accounts.
24. Also, if consumers are partly forward looking, a federal stabilization policy could be more effective than a regional

one, since consumers will anticipate the taxes needed to repay their own regional debt, and raise their savings rates
accordingly, whereas the anticipated costs of a federal debt issue are more diffuse. Bayoumi and Masson (1998) provide
empirical evidence of such an effect in the Canadian provinces.

25. This is despite reports by various experts, e.g. the MacDougall Report (EC, 1977), the Forte Report (EC, 1979), and EC
(1993), which have argued in favour of more centralisation. This in part reflects the difficulty of aggregating diverse
political preferences in the EU.
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Deeper economic integration in the context of a common
currency may affect the prevalence of asymmetric economic
shocks. Insofar as a common currency enables Europe to
increase regional specialisation (e.g.in the car industry) in order
to achieve a better division of labour and exploit scale and
agglomeration economies, it could entail greater vulnerability
in the various regions to product-specific changes in technology,
input prices, or demand.1 Insofar as the new regional
agglomerations overlap national borders, however, such
disturbances would be less amenable to national solutions.
But integration could, conversely, also lead to stronger
co-movements in economic activity, e.g.due to intra-industry
trade,2 which would allow shocks to be more quickly
transmitted to all countries in which case monetary policy could

Asymmetric shocks and shock absorbers in EMUBox IV.2

play a stabilizing role, reducing the burden on fiscal policy. It
is hard to say a priori which effect will dominate. Evidence
from the United States shows that over time, regional
specialisation remained strong in agriculture and grew (until
the mid-20th century) in manufacturing industry, whereas
services industries became steadily more integrated across state
borders; as services became more dominant in the overall
economy and factors more mobile so that even manufacturing
started to converge, on balance the correlation of economic
cycles across regions increased and regional differences in land
and resources became less important.3 The tables below show
that in Europe, the process of convergence is already well
established in terms of both the intensity of intra-industry
(manufacturing) trade and intra-area flows of direct investment.

Policy shocks are likely to be attenuated in EMU, moreover.
Even though a monetary policy geared to average euro-area
price stability may not be well-suited to the economic situation
in every country, policy shocks may diminish. Indeed, in the
pre-EMU period, policies may often have acted as shock
generators rather than shock absorbers. For example, monetary
policy dominated by German economic conditions under the
EMS probably was more asymmetrical than a common

monetary policy will be. Fiscal policy was (apart from
the 1974-75 recession) often pro-cyclical or only weakly
counter-cyclical, while the failure to correct budget positions
in subsequent upturns perpetuated the fiscal problem (see figure
opposite).4 On the other hand, adherence to the Stability and
Growth Pact could ultimately enhance fiscal flexibility by
establishing lower starting deficits, reducing sovereign risk
premia, and enforcing greater symmetry over the cycle.

1. This is the view taken by the “new trade and growth” models, which emphasize increasing returns to production, among other things. See Krugman (1991).
2. This represents the view of the “neo-classical growth” models, e.g.Barro and Sala-i-Martin (1991).
3. See Kim (1997). Frankel and Rose (1998) also present more generalised empirical evidence that greater integration historically has resulted in more highly

synchronised cycles.
4. Buti et al. (1998) show that this behaviour was entirely due to the group of the high-debt countries, whereas low-debt countries followed a de facto Stability Pact rule.

Indicators of convergence in the euro area

Intensity of intra-industry trade a Foreign direct investment flows
(as a per cent of total manufactures trade) (as a per cent of GDP; yearly averages)

Inward investment Outward investment
from other euro area countries to other euro area countries

1970 1980 1990 1997b 1986-90 1991-95 1986-90 1991-95

Austria 53 65 79 78 0.26 0.28 0.17 0.24
Belgium 77 86 83 89 1.86 2.93 1.32 3.01
Finland 21 35 41 51 0.07 0.13 0.45 0.28
France 82 84 86 90 0.29 0.45 0.63 0.58
Germany 70 75 79 81 0.12 0.10 0.46 0.56
Ireland 27 61 54 42 0.15 0.07 0.00 0.00
Italy 70 61 67 70 0.16 0.17 0.28 0.28
Netherlands 68 69 77 77 0.62 0.98 0.65 1.44
Portugal 28 41 53 64 0.88 0.93 0.05 0.37
Spain 43 69 75 81 1.12 1.03 0.122 0.18

a) Intra euro-area trade.
b) 1996 for the Netherlands, Portugal and Spain.
Source: OECD, Foreign Trade Statistics and International Direct Investment Statistics Yearbook.
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Integration could affect the effectiveness of fiscal stabilization,
however. Deeper product market integration implies that trade
leakages would shift much of the demand benefit of any fiscal
stimulus to monetary union partners.5 With increased debt and
future tax costs of the fiscal expansion being fully borne by the
home country, this would act as a strong disincentive to undertake
stabilization policy. By contrast, increased asset market
integration means that interest rate leakages would shift part of
the adverse “crowding out” effects of a fiscal stimulus to other
countries, making stabilization more effective (the Mundell-
Fleming model result). Empirical work suggests that the impacts
of financial leakages tended to dominate those in trade leakages
in the past.6 However, if intra-area trade and trade elasticities
were to increase sufficiently under monetary union, the negative
trade effects could come to dominate.

Asymmetric shocks and shock absorbers in EMU (continued)Box IV.2

5. Although insofar as the common currency appreciates in response to a fiscal stimulus, all countries’ net exports would suffer.
6. See empirical work cited in Van der Ploeg (1989). Englander and Egebo (1993) however find evidence of a dominance of trade leakage effects in Europe under

EMS.

Another question pertains to the impact of EMU on
endogenous adjustment mechanisms. The experience of Austria
and the Netherlands, which have long been in de facto currency
unions with Germany, shows that further trade integration and
structural adjustment following the tight exchange rate link
reduced the likelihood of wage shocks and improved aggregate
wage flexibility, thus preserving national competitiveness. On
the other hand, there is the risk that unions resist greater wage
flexibility and a move towards EU-wide centralised wage
bargaining cannot be excluded. Labour mobility is not likely
to increase significantly, given cultural and linguistic barriers.
Thus, it is not assured that, in the absence of government
regulatory and fiscal reforms, endogenous adjustment
mechanisms will automatically improve with the move to a
common currency.
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Table IV.7.  Effects of automatic stabilizers
Per cent

First year Full cycle

United States 16 32
Japan 32 28
Germany 41 40
France 20 24
Italy 8 10
United Kingdom 23 32
Canada 27 38

Southern Europea 14 13
Other small EUb 23 33
Australia and New Zealand 16 20

Note: The results represent the percentage differences in the deviation of output from its base-line value in the cases where
automatic stabilizers are, and are not, allowed to operate in response to a standard demand shock. They should be seen
as indicative only as they reflect the properties of the OECD’s INTERLINK model. Stabilization in the model is a
result of two separate effects: i) the impact on the budget from a change in output gap, which depends on the size of
government, the progressiveness of the tax and transfer system, and the cyclicality of government investment and
consumption; ii) the size of the fiscal multipliers, which depends on the openness of the economy, the marginal propensity
to consume, and the level and structure of taxation.

a) Unweighted average of Greece, Portugal and Spain.
b) Unweighted average of Austria, Belgium, Denmark, Finland, Ireland, the Netherlands and Sweden.
Source: OECD INTERLINK model simulations.

The institutional basis for
policy co-ordination is in place

Harmful tax competition is a
major concern

26. Policy dialogue is nonetheless constrained by the fact that it must respect the strict independence of ECB and the
autonomy of national fiscal policies.

27. See Hoeller et al. (1996) for more information on tax and spending harmonization issues in the EU.

federal rules, hence only limited possibilities to stabilize demand. Work by the OECD
Secretariat shows that in most European countries, stabilization of output shocks by
automatic fiscal stabilizers fall within the 20 to 40 per cent range observed in other OECD
countries (Table IV.7). Thus, existing stabilization mechanisms should prove adequate
for EMU, and a member country’s access to world capital markets could proxy very well
for centralised fiscal transfers (i.e. insurance across time rather than across regions).

Policy co-ordination

With fiscal decentralisation, the question arises of whether co-ordination is possible
and/or desirable in the area of public finances. The institutions and processes for
co-ordination are already in place. First, there are the excess deficit procedures, noted
above, which bring significant peer pressure to bear on budget policies. Second, there
are the “Broad Economic Policy Guidelines” which allow the EU Council to make
country-specific recommendations on both macroeconomic and structural policies, and
which could be of help in achieving a policy consensus. Third, there are the high-level
EU policy groups such as ECOFIN Council (Economics and Finance Ministers), the
Euro-11 Group (a subgroup of ECOFIN specific to EMU), and the Taxation Policy
Group (group of personal representatives of the Ministry of Finance).26

As economic integration within the euro area deepens, spillovers due to increasing
mobility of tax bases could limit the ability of Member countries to achieve social
goals and carry out stabilization. There is now active discussion in the EU and at the
OECD regarding greater co-ordination of tax systems in order to foster tax efficiency
and discourage harmful tax competition. The main concern driving efforts towards tax
co-ordination is that cross-border tax competition could lead to emigration of the capital
tax base, leading to a shift of part of the tax burden from capital to labour if expenditure
levels are to be maintained. This problem will become more serious and evident with
the implementation of EMU.27
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Given the high mobility of capital (including highly skilled human capital), taxes
levied on capital income are the most vulnerable to tax competition. Such mobility
will increase with the move to EMU given the elimination of currency conversion
costs and exchange risk. On the level of individual bank deposits and portfolio
investments, there is ample (even if anecdotal) evidence of substantial flows to countries
which do not tax interest paid to non-residents and do not exchange information with
tax authorities in other countries. In response to this problem, there has been a recent
European Commission proposal, a Directive to establish a “co-existence model” for
the taxation of cross border interest flows of individuals. It would oblige EU countries
to withhold tax on such flows within the Community or to provide exchange of
information on cross-border interest payments to individuals. There is some question
as to whether such arrangements would work well in the absence of wider multilateral
agreements, as EU citizens could place their savings in non-EU countries. In effect,
this would require that capital mobility remain significantly lower between the euro
area and the rest of the world than within the euro area.

Attention has also been paid to greater co-ordination of corporate tax systems.
These differ markedly across EU countries, not least because of differences in accounting
and legal practices, causing non-neutral treatment of many activities. Besides differences
in tax rates and tax bases, the tax treatment of cross-border income flows varies.
Differences in tax treatment arise from the imposition of withholding taxes at source,
the method and extent of relief of double taxation, and methods of allowing losses in
one country to be offset by profits in another. But in particular, preferential tax regimes
both in and outside the EU open up new avenues for avoidance. A recent ECOFIN
resolution on a code of conduct for business taxation addresses such preferential regimes
in EU Member states.28 The European Commission is also planning to eliminate
withholding taxes on cross-border interest and royalty payments between companies.

In the area of indirect taxes, the EC Treaty provides for the principle of
harmonization. As regards VAT, the European Union is committed to modernise and
simplify the existing VAT system and, in due course, to transform it into a real common
system, fully based on the origin principle. In the area of excise taxes, reducing the
remaining wide dispersion of rates remains a goal, given the impacts on trade flows
and tax base flight to low tax countries, though this may be difficult to achieve given
the varying interests of industry and government.

Spending co-ordination could prove beneficial in areas characterised by strong
international spillovers. For example, state aids to industry may distort intra-EU competition
and prevent an efficient functioning of the internal market, which in turn has justified a
centralised vetting of subsidies. As the conditions under which the Commission may grant
derogations on a case-by-case basis have become stricter over the past few years, the overall
level of subsidisation in the EU has come down, although not significantly. In the area of
pensions, a move to defined contribution pensions that are portable across the EU could
support a higher degree of labour mobility and regional adjustment while easing the public
finance problem. Moving in this direction would require sorting out such issues as which
country bears the cost of tax breaks on contributions during working life and of pension
payments during retirement age when these differ.

28. Similar measures are proposed in the OECD Guidelines on Harmful Preferential Tax Regions. See OECD (1998a).

Attention is being paid to
co-ordination of corporate tax
systems

Tax harmonization is the
objective for indirect taxes

Spending co-ordination
is warranted in certain areas

Mobile capital is particularly
vulnerable
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