The EU and the euro: an example to imitate?

CARLO D’ADDA

At the origin of the European Union

At its inception what is now the EU had another name: the European
Economic Community (EEC). Tts birth act is the Treaty of Rome
(1957), signed by Belgium, France, Germany (then West Germany),
Ttaly, Luxembourg and the Netherlands. The objectives of the Treaty
were eventually to promote the free circulation of goods, services,
persons and capital assets, and in the short term to launch a European
Common Market. In 1957 fixed exchange rates were the rule and no
serious trouble to the international monetary system was expected.
Consequently the Treaty of Rome did not address monetary prob-
lems.

Implementation milestones

We should therefore think of the EU as a stage during a process that
was not thoroughly designed from the outset, except in the broad
sense of envisaging the progressive economic and political integration
of Western Europe. The widening of the initial Community took
place in subsequent waves: Denmark, Ireland and the UK joined in

O Universita degli Studi di Bologna, Dipartimento di Scienze Econcmiche, Bo-
logna {Ttaly).

" This 1s a revised version of a paper presented at the CASS International Con-
ference on Economic Integration held in Kunming, China, October 10-13, 1999, I
wish to thank N. Andreatta, G, Basevi, L. Bidoia, N. Garganas, P. Onofxi, A, Tan-
tazzi for talking with me about the subject of concern.

BNL Quarterly Review, no. 211, December 1999.



384 BML Quarterly Review

1973, Greece in 1981, Spain and Portugal in 1986, Sweden, Finland
and Austria in 1995, The Sixties saw the problems connected with the
free trade of goods and services, and the free movement of workers
come to the forefront. Monetary questions began to enter the
concerns of the Community after the crisis of the Dollar Exchange
Standard (1971). The aim of preserving quasi-fixed exchange rates
among the country members gave rise to the ‘monetary snake’, which
was not a very successful experiment, but paved the way to the
subsequent European Monetary System. The EMS was established in
1979 by the EEC members and for the first time envisaged the
adoption of a common currency among its objectives. In 1985 the
governments of the member countries approved the program
sketched out with the White Paper on Accomplishment of the Domestic
Market. In the same year the Schengen Treaty virtually abolished
borders and border controls between the member countries (initially
between Benelux, Germany and France, subsequently by the others
except Denmark). In 1986 with the Unique European Act the Rome
Treaty was updated. The member countries adopted the important
principle of the mutual recognition of product quality and sanitary
standards whenever no specific common legislation existed. More
recently, in 1992, the Maastricht Treaty again updated the Rome
Treaty and gave rise to the European Monetary Union (along the
lines of the Delors Report, first presented in 1989) and decided on a
calendar for adoption of the common currency. The Maastricht
Treaty also includes measures in the domain of common foreign and
defence policies, thus contributing to give the EU increasing political
content. In 1997 the Maastricht Treaty was strengthened by the
Stability Pact, which binds the member countries to follow common
principles in the conduct of fiscal policy. In the same year the
Amsterdam Treaty took preliminary steps to give the EU political
objectives, both domestic and external. At first sight the progressive
accumulation of treaties and agreements may look astonishing, but, as
one may well understand, every time a new principle is forced into
the national legislations, a number of adjustments have to follow and
new principles are required that imply new agreements at the EU
level, and so on. This means that a long process is still before us.
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the origin of the substantial interest rate differentials existing before
1999. Here is what happened. Before monetary union became effec-
tive, the member countries’ financial situations (public debt and defi-
cit burden) were remarkably different, with Ttaly and Spain in the
weakest position {Figure 3), even though the weight of the weak
countries with respect to the whole was relatively modest. The possi-
bility that a weak country might break the Maastricht treaty, though
unlikely, was not unthinkable (Buiter and Sibert 1997), and this was
probably the major source of the country risk. But as soon as the
ECB became the sole monetary authority, its credibility (associated
with the average EU financial position) extended to all the (temporar-
ily surviving) national currencies, with no further chance of any of
the highly indebted member countries to opt to repay state securities
by printing cutrency.

Another point worth noting here is that the Stability Pact of
1997, which binds every member country to aim at a balanced budget
in the medium term, has introduced the important principle that
every member country may play an active fiscal policy to compensate
for asymmetric shocks (even though within the narrow limits of a 3%
maximum yearly government deficit and zero mean deficit over the
trade cycle).

Concludmg the list of the main achievements it is probably
worth stressing the fact that the current system of regulations practi-
cally rules out the possibility for the governments of the EU member
countries to return to the once frequent practice of financing ineffi-
clent State Owned Enterprises (SOL) with public money or covering
SOE loans with state warranty - a practice that, by removing the
profitability imperative for the companies, did not favour growth in

productivity.

Full satisfaction?

In some areas the new set-up does not look entirely satisfactory. Local
prices and local markets survive, for example, According to some
critics even the ‘transparency’ expected from the increasing practice
of quoting prices in euro will be insufficient to challenge the survival
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of local markets. Actually, a number of c'listinctions are mdordir.
There are price differences that may continue to shc;{w up1c ue to
national laws that still ‘protect’ spec1_f1c markets and pro; e}s;smns.
Medicines, for instance, do not yet enjoy full c1rcala;cll-cf)§1 rig ts],also
that the price of aspirin in _Britam and in Ital‘y mafy itfer n(ita Efo
The price of a pharmacy license may also differ from lcou}il ryens
country, due not only to obvious location advantages (as a sod_?f:p t
between districts in the same urban area), but also to.the L ere}?
categories of subjects, such as_persons and companies, vj; ) ;:1 e
national laws recognises as entitled to own a pharmacy. hnot tﬁr
striking example is that of automobile 1n'sura‘nce_rates,lw exie he
borderline between competition and colljusmn is still unclear. In the
domain of telephone services progress in terms of competition is
underA“(:?f;s to various professions is su[‘)jec‘t to local licence .legisla-
tion or the control of professional organisations, and the barriers al;j
very rigid. A taxi ride in a province Df. north‘ern Ttaly may cost si.?'vi.f
times as much as the same chstana? in Paris. Here of c.ourssl. igher
competition can only be achieved in terms of licence liberalisation,
since no spatial trade can occur. o o
Making the economic system more competitive a S(i' me e
ducing the area of SOEs Wheneve_r such a presep(ﬁ: implies mar et
power, indirect subsidies and poss}bly even the right to atlm;?ose ‘nns
competitive prices. From this point of view the nation '51tua}1ct)he
differ widely. In France the state still owns a large g‘rloportmn 0) he
banking system (let alone Renault_, the big automobile co;n%aNn%r tthe
Italy a good share of the companies belonging to IE}({I :illn e
state conglomerates) and some big state owned balri) s have rerfu ir}i
been privatised, but electricity production and distribution are sti
ic hands. o
PUbhiAhspecial case 1s agriculture, where competition is not the rulc:;i
Contributions to the domestic producers are paid at EU expegii arIL
quotas are applied to a number of Product‘lons (for Eaxazlple mi )t Or;
general competition is not the rule in the field of region transpor
public utilities either, although a number of local a.uthcci;.rfiftws are
working on privatisation programs. In otl'}er cases price di erecillc.es-
are to be imputed to inefficiencies in .the distribution syste? a:; md
sufficient consumer information. It is the case of many food an
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clothing items, where consumers cannot have direct access to differ-
ent levels of wholesale distribution, but only to retail distribution,
The banking industry is at present subject to an intense process
of restructuring and consolidation in spite of the fact that national
rules on take-over bids and public offers in general are far from har-
monised or satisfactory. The banks and the other financial institu-
tions are probably aware of their excess capacity and are consequently
prone to associate with the purpose of rationalising their organisation
and growing stronger. The state authorities understand that the state
owned banks must participate in the restructuring and are aware that
the existence of non fully responsible managers in the state owned
banks may be dangerous for the stability of the system and even bring
about financial crises (Dornbusch and Giavazzi 1999). But it must be
pointed out that a number of mergers and acquisitions are not being
conducted in a manner entirely favourable to the progress of an effi-
cient capital market. Most of the EU banks that associate through
friendly agreements or absorb other banlks through hostile take-overs
remain within the borders of the same member country, only few
cross-border acquisitions taking place (see on this Table 1). Again, an
important bank merger is now going ahead in Spain between two
primary national banks, and only after an exhausting controversy has
the Portuguese government been induced to consent to the acquisi-
tion of a Portuguese bank by a Spanish partner. There are various
possible explanations for such behaviour. The European banks do not
necessarily need to migrate in order to diversify their investments.
True, the European economic area exhibits remarkable cultural and
institutional differences between the countries, but at the same time
every single country is characterised by a good degree of industrial
differentiation within its borders. In addition, integration at the na-
tional level is culturally easier. Moreover it scems that the member
country governments strongly support integration at the national
level (the case of the Banque Nationale de Paris (BNP) in France is
emblematic). This strategy is open to criticism, One may understand
that preserving some differentiation berween the nationalities of the
big actors on the EU banking scene may be fair in principle, but the
criteria followed by the single governments should be clear, and effi-
ciency must not be sacrificed to narrow, nationalistic views, The risk
is that the banks stronger at the country level find it easier to protect
themselves from competition and impose higher costs for capital,
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TABLE 1

1985-1995

MERGERS AND ACQUISITIONS IN THE FINANCIAL SECTOR OF THE EU
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NL

GB

DK

10

Belgium

21

Denmark

22

Germany

i1

77

France

Greece

380

Great Britain

Ireland

22

Traly

Lusembourg

3

Netherlands

Portugal

26

Spain

Source: data from European Commission (1957). This table has been reproduced from Borchert (1995).
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especially on the small firms operating mainly on the local market
(Danthine et 2l 1999 and The Economis: 1999b). If this were to hap-
pen, a certain degree of national segmentatio

n might persist within
the European capital market, On the other hand, some suggest that

national aggregation is likely to be only a first (possibly inevitable)
step on the way to future cross-border integration. In any event,
when we consider the present set-up of the EU banking industry, the
aim of at least avoiding national fragmentation of the final ba
structure should surely be shared by all.
At the normative level, the other area st]] calling for improve-
is harmonisation of the fiscal and social contribution systems. It
must be recognised that significant steps have been made in added
value taxation and, since 1997, in the taxation of financial remnts and
capital incomes, but very remarkable differences remain in indirect
and direct taxation, as well as the weight of pension and health con-
tributions on the cost of labour. The prevailing distribution of taxes
in the UE countries between production factors also comes in for
criticism. One of the LU commissioners, Mario Monti, has suggested
that there is a tendency in Europe to concentrate an excess of taxation
and indirect contributions on labour, thus increasing the pressure for
labour-saving technologies and aggravating unemployment (EU
Commission 1997), _

It should also be stressed that the labour market has so far re-
mained basically a collection of individual, national markets, The
workers are obviously free to move at will within the EU, but apart
from obstacles of language and education, many aspects of the na-
tional labour legislation differ considerably, as does the power of the
trade unions in the various countries, As a consequence labour costs
may remam somewhat diverse from member country to member
country. Some progress has been made in the direction of mutual rec.
ognition of educational and professional qualifications,

nking

mernt

Finalising the set-up

In the domain of the financia

| market the process of integration has
been quicker, and transition

to uniform rates of interest almost
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I See for example the recent ECB (1999).
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quarters is located be responsible for solvency monitoring, whereas
the foreign branches are subject to the regulations of the host coun-
tries, But if a certain degree of regulation and monitoring is to remain
the concern of the member countries (because the existing central
banks and institutions have to survive!), in order to avoid situations of
uncertainty in procedures a clear body of principles and general rules
should be adopted at the EU level (for instance as regards the account-
ing and information standards that the quoted companies are to com-
ply with). Even the alternative of creating a euro-SEC has been ex-
plored in view of the puzzling fact that at the supervisory level the
European national central banks are content with informal co-
ordination, whereas the international financial community is consid-
ering the institution of a regulator at the world level (for two alterna-
tive views see The Economist 1999a and Danthine et «/. 1999). The
problems to address loom ever larger since, in the present setup of
the financial markets, there are no longer any clear borderlines be-
tween banking institutions, private financial institutions and insur-
ance companies, each trying to expand on the other’s territory. This
implies that monitoring what we strictly define banking activity may
be insufficient. Extended co-ordination between the supervising bod-
ies is the least we might expect.
Even less clear, after the transfer of monetary sovereignty to the
ECB, is who in the EU is responsible for the lender of last resort
function. The importance of this function for the stability of the fi-
nancial and - ultimately - the real system is too obvious to need
stressing here. Suffice it to recall that according to data reported in a
still relevant study of the IMF {Dziobek and Pazarbasoglu 1997) con-
cerning 13 crisis situations, restructuring the banking system absorbed
national resources ranging from 4.3 to 45% of GNP, with a mean in
the region of 15%. Again, in the case of the lending of last resort func-
tion the country member central banks certainly retain part of their
role with respect to the banking institutions based in their respective
country, but should insolvency problems originate from branches lo-
cated in other member countries it is hard to believe that the lending
of last resort is to be the sole concern of one member country’s cen-
tral bank, not to mention the fact that no country’s central bank has
at present the power to provide liquidity on a discretionary basis.
One possibility is the establishment of a new supranational institution
in charge of monitoring and lending of last resort, but this does not
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politically. There are fundamental issues at stake. Can the EU afford
not to have a single foreign policy or, apart from the vartous other
economic objectives, a common strategy reaching beyond the
Schengen Treaty to face up to the pressures of migration from Africa,
Central and Eastern Europe, Turkey, the Philippines, and so on?
Most likely, the international treaties on which European construc-
tion has been developed since its inception should now be replaced
with a European constitution. The Amsterdam Treaty (1999) repre-
sentts some steps in this direction.

On the euro front it is expected that the UK, Denmark, Greece
and Sweden will soon be joining, but it is in the sphere of EU mem-
bership that the most important enhancements are foreseen. Several
groups of countries are waiting for admission, in particular Poland,
Hungary, the Czech Republic, Slovenia plus the Baltic countries and
possibly other countries in Eastern Europe, Malta and Cyprus. Swit-
zerland will probably stay out. In the Mediterranean area Morocco
and Turkey, despite a number of real problems, are likely candidates.

The tendency to associate and reduce the number of national cur-
rencies

How are we to judge the construction of Europe, and in particular
the monetary union that has led to the euro? Is it to be seen basically
as the result of a political process launched after the Second World
War by a number of West European countries convinced of their
common culture and civil values, and persuaded that two world
conflicts had been tragic errors never to repeat? This issue has been
extensively explored at the geopolitical level: T might mention
contributions by Huntington (1996) or, recently, Beedham (1999). As
an economist | hesitate to venture into such a field. At the risk of
some oversimplification, I think that behind the construction of
Europe, and of the euro too, there was the intuition of sound
economic reasons to extend the national markets, create common
institutions and ultimately employ a common currency. On the side
of production and costs reduction it is probably what economists call
the search for scale economies that accounts for the modern tendency
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The conclusion is that if there is a pre-emptive decision not to
use monetary policy for taxation purposes and if the financial posi-
tion of a national economy is not excellent, as I have noted elsewhere
(D’Adda 1999 and also Minton Beddoes 1999), preserving a national
freely floating exchange rate may not prove too attractive, whereas
joining a monetary union may be truly rewarding.
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