Should Budgetary Policies Be Coordinated
Ifurther in Economic and Monetary Union -

and Is That Feasible? *

NIELS THYGESEN

1. Introduction

The provisions of the Maastricht Treaty relating to Economic and
Mongetary Union (EMU) contain a tematkable asymmetry between the
treatment of monetary and exchange-rate policy on the one hand and
other macroeconomic policies, in particular budgetary policies, on the
other hand. Monetary policy is to be executed in a centralized way
through a European Central Bank (ECB), but national governments
will retain a substantial amount of national autonomy in budgetary
policy. This autonomy is constrained, however, by reference values for
public deficits and public debt as shares of GDP, observance of which
will be monitored by the Council of Finance Ministers (Ecofin} with
the possibility of imposing (relatively mild} sanctions on countries with
a deviant behaviour. These provisions are designed to prevent strongly
divergent behaviour by individual participants which might destabilize
the whole union. But for countries which have attained or are close to
the reference values there will be no intetference in their design of
budgetary policies. Such policies will continue to be subject to national
decision-making only in accordance with the so-called subsidiarity
principle.

0 Upiversity of Copenhagen {Denmark),
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Policy Group where some of the subjects touched upon ate dealt with more thorougly,
see Gros et ¢l. 1996. The usual disclaimer applies.
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The Treaty does emphasize (Article 103) a genetal intention that
membet states “vegard the economic policies as a matter of common
interest and coordinate such policies in the Council”. But even
though the Treaty does expand substantially the procedures for
multilateral sutveillance, cooperation will be clearly voluntary —~ with
the exception of the obligation to attempt to stay below the reference
values - in contrast to the centralized management of money and
exchange rates vis-g-vis the rest of the world.

Most economists have shown sympathy for this asymmetry and
some, particularly Buiter, Corsetti and Roubini (1993), have even
found that the Treaty went too far by constraining divergent behav-
jour through the reference values for public deficits and debt as
shares of GDP. According to their view a monetary union should in
itself be sufficient to assure an adequate degree of coordination of
other policies as well. The mechanism for achieving that is that the
exclusion of the possibility of devaluation makes large budgetary
imbalances in the public sector more risky, perticulatly since the
Maastricht Treaty also forbids monetary financing and mutual sup-
port actions between the participants in EMU (a so-called “bail-out”).
The long-term budgetary constraint should become more visible to all
governments under these circumstances. -

The public debate and, in particular, many contributions from
policy-makers exptess a considerable degtee of uncertainty vis-a-vis
the optimistic and liberal attitude in the Treaty. Doubts are voiced as
to the feasibility of a construction whete the ECB will find itself
alone in the arena of economic policy in the European Union without
a serious counterpart in the political area - obviously in the form of
the Tcofin Council - with direct legitimacy from the voters. The
construction could at the same time make it difficult to arrive at a
suitable policy mix in the EU aftet the start of the EMU, Fundamen-
tally these critics doubt whether the participating countries will show
a sufficient degree of cooperation in their design of national budget-
aty policies to assure the survival of EU. The ability and the willing-
ness of the Union to check divergence in individual member states
after the start of the third stage is subject to serious question, not least
when one looks at the fairly mild sanctions in the Treaty.

This topic has recently become even mote urgent in the public
debate. Members of the Bundesbank Council, the President of the
French national assembly, and a number of British politicians have
over the past year criticised the Treaty for implementing a monetaty
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Eni?n bef.ollie political integration has advanced sufficiently, in par-
elfsnzlm?:‘; Ol?cli(;rs(? emphasis on mandatory coordination of other
The following sections of this atticle will discuss several subjects
of 1'eIev'ar.1cle to an evaluation of the adequacy of the Maastricht
Treaty: 1n.1t1a11y two eatlier and more ambitious attempts to construct
an EMU in Europe - the Werner plan of 1970 and the Jenkins plan
of 1977 — and the undetlying motivations for the current, much
looser ar}d more decentralised, version of EMU are reviewe’d The
next section asks why the reference values for public deficits anci debt
as shares of GDP have been formulated as they are in the Treaty and
whf.:ther they might be made more precise so as to render then:; less
arb'ltra?y and more operational. This is obviously an opportunity for
reviewing the .proposals made by the German Finance Ministery Mr
'l];he(’), \ﬁ’algel, in the Ecofin Council, to establish a so-called “Stalgility
thagt'I"re :;:fedﬂp by more automatic sanctions than those foreseen in
Fip.ally two cuestions are reviewed of some relevance for the
evaluatlgn of the adequacy of the budgetary policy vision of the
Treaty: is a still largely national budgetary policy sufficient to absotb
the effe::ts of country specific disturbances, or might a fiscal transfer
mec‘hlanlsm as is known from large federal states, be a valuable
additional element in stabilisation policy? The second, question relates
to t.he demand for an extension and deepening of political inte-
gration, which the implementation of the EMU is seen to tequite:
which elements of political union are particularly important iI(:ll this'
context, and is there a choice between a largely rule-based framework
of cooperation and a centralization of budgetary authority at the
Furopean level? A short concluding section ends the article.

Eatlier models for EMU

The attltl..‘lde among Furopean policy makers to the degree of
budgetary policy coordination required to implement and sustain a
monetary union has changed in a remarkable way over the past 23
years, The fitst complete outline of an EMU - the so-called Werner
plan, elaborated in 1970 by representatives of the six original member
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states — contained proposals not only for a common central bank of a
federal nature, but also for a new centre of decision-making for other
economic policies. This latter centre, consisting of a greatly reinforced
Feofin Council — would be entrusted with authority to impose on
individual member states changes in their respective budgetary poli-
cies. Recommendations might relate not only to the general stance of
budgetary policies, but might also request changes in individual
instruments of revenue or expenditure, notably in the rate of value-
added tax. Subsequent discussion showed clearly, however, that a
numbet of member states, not least France, had not accepted these
far-ranging implications.

The Werner plan aimed at reaching EMU in 1980 after three
stages, in close analogy to the present process. The transfer of
budgetaty authotity would only take place at the end of this process.
The recommendations of the Werner report and the decisions to
which they led in Ecofin in 1971.74 reflect clearly the strong confi-
dence at the time in the reliability of budgetary instruments in
stabilisation policy. This confidence dates back to major parts of the
academic literature of the late 1960, as exemplified in OECD (1968).
The Werner report did not address itself to the subjects of better
convergence and low inflation, possibly because the starting point in
this respect was already quite promising. But the report saw a
long-term 1isk of divergence in economic policy and performance,
and it justified radical proposals for mandatory budgetary policy
coordination with reference to these risks.

The differences relative to the Maastricht Treaty illustrate cleatly
how far the prevailing view of stabilisation policy and the inter-
national linkages between policy changes made in different countties
have changed. Prices were regarded as sticky and as primarily deter-
mined by wage negotiations and wage drift; for that reason the
Werner repott aiso recommended coordinated initiatives of income
policy. Disequilibtia on cutrent accounts which had been at the
centre of attention in the attempts of the 1960 to evaluate the need
for international coordipation were seen as closely linked to differ-
ences in demand growth due to differentiated use of instruments of
stabilisation policy between the domestic economy and its partners.
There was therefore a particular interest in assuring through central
decision-making procedures that these external disequilibria did not
develop too far. Capital movements were still to a large extent
regulated, but the report proposed to liberate them fully in the final
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stage of EMU -2 Very radical step given the starting point. There are
%(; ipr?posals in the Werner report, however, for enlarging the
Stat:;_l s own budget or for fiscal transfers directly among member

Eor a nm‘nber of reasons EMU did not materialise on this
occasion; the fitst oil crisis, the dissolution of the Breiton Woods
system and divergent reactions to these large, but broadly similar
disturbances in the member states put an abrupt end to the project in
1974-75. Bu't already in 1977 a new outline was proposed for a
monetary union which emphasised the budgetary prerequisites. This
proposal had in mind as its central feature a radically enlarged ffl:deral
!:)udgét so that the Furopean institutions themselves could take upon
it tasks of stabilization for all countries and for individual partici Snts
through a system of fiscal federalism. The analytical underpingin s
were provided in an expert report for the European. Commissioigl
Mchm'lgaﬂ (.1977), and were linked to revived proposals for monetar :
union in an imaginative way by the then President of the Europeax}i
Com.m'lss‘lon, Roy Jenkins (1977). In an eatly use of the pr'inciple of
sub31d1'ar1ty, Jenkins argued elaborately for targeting stabilization
allocatlon.and distribution objectives through an enlarged federal
budget. Since the enumeration of federal tasks of an allocational
nature was rather long, the estimated size of the necessaty federal
budget for the then nine member states was so large that it deterred
any s.ubseguent debate at the political level.

Nothing was left of these ideas when the Europecan Monetar
System (EM'S) was proposed and launched one year later. At the timz
there was simply too much budgetary divergence between member
states to permit a realistic discussion of the proposals in the Mc-
Dou.g.all report relating to fiscal federalism, even if confined to the
stabilization objective — and there was no willingness to resume the
proposals 01? the Werner report to centralise authority over national
budget-mak'mg. Would any government have been willing to accept a
system o'f sizeable transfers between states directly or via a fedgral
budge't in the absence of more elaborate fiscal budgetaty polic
coordination and mandatoty sutveillance? Instead the member statez
settled for an EMS which was in the beginning a much looser
mongtary cooperation framework which did not appear to impos
W1de-rangin.g dc?mands for budgetary coordination, P
. ?vefr its first decade the EMS efforts did indeed lic almost

rely in the monetary area. After the second oil price shock
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member states reacted once more ina different way in their budgetary
responses, though to a less divergent degree that in the 1970s.
Cootdination appeared about 4s difficult as in the Group of Seven
(G7) where, despite repeated efforis by the IMF to include indicators
of budgetary policy, there was never any repetition of the ad hoc
coordination effort of the Bonn summit of 1978, much less any
systematic efforts of coordination. But by 1988-89 EMU was again on
the agenda, initially because of the decision to free capital movements
entirely which led to the appointment of the so-called Delors com-
mittce to evaluate possible stages in the implementation of EMU. In
this context budgetary policy coordination was again inevitably put
on the agenda but in a new and more decentralized vatiant with only
a limited emphasis on coordination of a traditional nature.

The curtent EMU model; the Delots Report and the Maastricht
Treaty

The Delors report (1989) did not propose gither centralization
of budgetary authotity or a larger federal budget to develop fiscal
transter mechanisms, The report approached matters in a way which
is also closely reflected in the Maastricht Treaty: continuing cootdi-
nation of national budgetary policies is supetfluous in a well-
functioning monetaty union, as long as the latter is underpinned by
mechanisms which restrain strongly divergent budgetaty policies in
individual member states. These constraints lie in the Treaty's pro-
visions that no other member states can be held responsible for
another member state’s obligations - the so-called “no-bail-out”

* clause in Article 104b — and that tight surveillance will be applied by
Ticofin in the monitoring of “excessive budget deficits” as outlined in
Article 104c. A further reinforcement is produced by the fact that the
ECB and the national central banks (already from the start of the
second stage) are prohibited from participating directly in the
financing of public sector deficits.

The philosophy of the Maastricht Treaty is clear: the union
should leave the design of budgetary policies to the individual mem-
ber states as long as the latter respect certain limits to deficits
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anc@ guidelines for debt reduction — or at least react to the recomm
da'tlc-ms addressed to it by Ecofin. The most forceful long-run dienf—
f);mmg factor in EMU is the absence of the possibility to devalue; ililc;
~ . . - . * .
di?ii I?Sa‘rm budgetary restriction will be more visible in these con-
But this was not seen as fully adequate when the Treaty w
drafted to rely solely on these principles. The risk of rising inzerezi
;ates' as a re}fult of g.r(?W_'ing budget deficits is reduced and the risk of
oreign exchange crisis is totally eliminated for patticipants in EMU
Whereb.y well-functioning signalling mechanisms from the past di
pear. Flll-ttancial markets must be expected, howevet, to rea]st throsapl;
higher interest rates vis-d-vis a countty with a gr(,)wing deficit :Igld
debt..Ex.zen if the foreign exchange risk disappears, the credit risk will
remain in EMU to the extent that the “no-bail-out,” clause is credigl
But the .dlsciplining effect of financial markets may turn out to ‘;.
delayed in the initial phases and excessively brutal later, if ‘Welle
fopnded 'doubts as to a country’s ability to remain in EMiJ sho Ici
?ﬁfeigglilway of llqﬁkinlg at financial markets is typically inspireduby
. ally very liberal, and then sudd i i
attlltude to lending to Latin American ;;éy oe‘:[}}:;ssf:f IZ ijgrtaf: sci
nations in the beginning of the 1980s. Tt is well eipressed ?
Lamfalussy (1989) which was an important contsibution to the desi .
of the role given in the Maastricht I'reaty to norms for deficits ﬁz
ic;ﬁtband It)o thedgeerE prcfelssure to which a country’s Finance Minizter
e subjected in Eco in in order to live up to fer
after entry into EMU. The Treaty aims at givirljng t;hlgc]ffﬁil;];; ‘;11::1}?2
‘]1;01:; tha-t fma'nc'xal markets p.lay in disciplining individual country
udgetary policies under floating exchange rates ot fixed, b j
able rates. o but adjust
. In the transition phase ptior to the start of the third stage the
. Sealty a{?sfur‘ned that the risk of not being in the monetary union as a
Opgr;tg i a;lurff'tp meet the budgetary convergence criteria would
pherate Stiﬁt;j icient deterrent to make other sanctions superfluous.
b prindy st € @ COITCCt assessment; even to those countties which
o Den}_:rmn ark)e expe‘cted not to participate in EMU {United Kingdom
o meeting of the ctiteria of convergence has remained a
objective, even though in these countries cautious budgetary

policies must be defended
ed on grounds other than a ifi
necessary for entry into EMU. o seerfce
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When a country decides to enter the third stage of EMU and
locks its exchange rate irrevocably and proceeds to introduce the
single currency, this structure of incentives weakens significantly. 1t
should in principle remain for those countries that have not joined
FEMU because they did not yet meet the economic requitements. 1t
will even remain in weak form for those who have opted out, because
they still may wish to reconsider their decision later. But for the
participants the incentive to virtue does wealen. In addition, there
are no cxclusion provisions for countrics which subsequently diverge
_ only some telatively mild and long drawn-out sanction procedures.

The convetgence ctiteria cannot readily be regarded as coordi-
nation of national budgetary policies in the traditional and wider
sense that a group of countries coordinate their budgetary policies in
ordet to achieve more satisfactory macrocconomic petformance for all
participants, possibly after compensation fo those countties which in
a first round have to undergo costs as 4 result of the agreed changes.
This traditional type of coordination does not play a major role in the
Treaty, Budgetary coordination in EMU can hardly be expected to
deepen relative to the yoluntary and interrittent coordination which
has been observable in the past system of cooperation or for that
matter at the global level in the G7. Signs that tradicional features of
coordination had been retained in ¢he EMU project would have been
the inclusion of indicators of the economic performance of the
participants - domestic indicators such as the output gap or the

average rate of unemployment, possibly relative to the estimated level
of the natural rate of unemployment (NATRU), ot external indicators
such as the EMU countries’ current account position and/or changes
in the exchange rate of the single currency vis-3-vis other main
international cutrencies — had been given a modifying role in aggte-
gate budgetary policy tor the union. If the EMU participants after the
start of the union were to find themselves in a situation similar to that
of the recent past with continuing underutilization of productive

capacity, surplus on the combined current account and indications of -

an overvalued currency, these would provide arguments for not
interpreting the convergence criteria as vestrictively as in other cir-
cumstances. Such a situation might also lead to recommendations
from Ecofin to countries with the lowest budget deficits and debts
urging them to conduct 4 less restrictive budgetary policy. -

It is possible and maybe even inevitable that such recommen-
dations and assessments will nevertheless win support in Fcofin
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and in the Furopean Council without changes in the Treaty. B
thesc: recomlmendations would in that case be without th ; fi Ut
backln'g- which recommendations relating to individual co . lmi
compliance with the convergence criteria has been given in th u;trles
f];:gugh anOI‘EnaI status and sanctions which non-complianc: W-r:jltfi
V01uni§,._«y_ o follow tﬁe recommendations in EMU would remain
s cﬁt the:,b szme time it is obv.ious why there was reluctance to
nate budgetary policy in this sense when the Maastricht Treaty
gasdn:;go'tlated. There was an explicit expectation that the decentra-
sed design of budgetary policy would imply that all realistic - and
po‘s§1b1-y some unrealistic — possibilities of arriving at full ¢ e
utilisation would in fact be used. When the Treaty was ne 01:;3 St:mcllr{':e
1?91, thle.lat_est figures for the average public sector defigéitsaie tlfln
high activity year of 1990 showed a deficit of a bit more than ;l% 2
GDP for Fhe 12 member states combined. That the deficits wer N
.large late in an economic upswing did not suggest that they co lg lS)O
ke'p‘t at this level at a mote normal ot subnormal level cff pacity
utlhsatl.on; actual GDP in 1990 is assumed to have been ZQZangIty
trendwlsfa or potential GDP. It is not surprising that overnfn s
underesﬂmated the seriousness of the imminent economic:g downt e
Siveral countries had in the beginning of the 1990s used :::Ly
:(I:lc:ipz Ozllfemﬁgge;zfenlla E;jfjtif tpolIicy in orde; to stimulate activity
o1 at. It appear i
negotiations of the Maastricht Treaty to pcli?eat: ini:(;iltciilest?o 1111:1}1151
:grﬁgeb;iiitz?rm:m' for mapoeuvte through consolidation, at least
ity auowede: onngla position where a}ltomatic stabilisers could
e pOSSibﬂit_ ¢ o Wocllr c under an economic downturn. To open up
fhe possbi symm mandatory decls'lons on budgetary policy coordi-
abon Wa}; o etric natEre had in this context to appear undesir-
N s Gee?;pmac not only of cautious couniries such as the
thar e i uja?ir - [jmd the Gel.:mans were well aware in 1991
el ol % ckly be faced with a further deterioration of
P up o ut it W%J{;S shared by countries which had already
T B & ire r?om ot manoeuvre such as Italy and Belgium.
countries greeted an external pressure for consolidation of

t]:]eir budgets y V l on t()
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Thete were accordingly both more permancnt and temporary
ceasons for the very striking difference in the evaluation of the need
for budgetary policy coordination in 1970 and two decades later. The
optimism relating to the scope for budgetary policy as & reliable tool
kit for demand management policy had been teplaced by the almost
cynical view that a number of countties had such obvious difficulties
in managing their own public finances that they clearly lacked the
capacity to undertake {nternational obligations in this area. In other
words: the largely Keynesian view of the demand-regulating effects of
budgetary policies had given place to a petrspective on public finances
which stressed the conclusions of the public choice school and the
political business cycle theotists in their negative view of the national
political systems’ short-term interest and hence bias in the direction of
large public deficits.

These evaluations will only be modified slowly, even under the
pressure of the unexpected economic downturn the EU countries
experienced after the signing of the Treaty. The European Com-
mission and the European Monetary Institute have recently estimated
that the automatic effects of lower capacity utilisation in 1995 than in
1990 is in the order of 2% of GDP. Member states have on average
succeeded in eliminating just under half of that detetioration through
discretionary reductions in expenditures and increases in tax rates.
The combined measured deficit in the member states was actually
neatly 1% percentage points larger in 1995 than in 1990. That is not
a promising starting point for weakening the efforts to reduce budget

deficits quite apart from the need for several countries to do so at the
same time in order to meet the convergence criteria in 1997.

In a longer perspective there should be better oppottunities for
developing a more differentiated view of budgetary policies, if indeed
the present transitional phase ends successfully and EMU starts on
schedule in 1999 with a pasticipation that is not too narrow. The
most recent discussion of the convergence criteria will give an im-
pression of where this possible room for manoeuvre lies through
interpretations of the Treaty and supplementary agreements without
Treaty changes. We turn o this subject in the next section.
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The convergence criteria: interpretations and elaborations

. The Maastricht Treaty contains two criteria which elaborate the
notion of excessive budget deficits: the deficit should not exceed 3%
of GDP unless (1) the share has fallen significantly and contihuousl
or (2) the transgression is only exceptional and temporary; but in boti
cases the deficit ratio should be “close to” the reference :falue of 3%
The public debt ratio should only exceed 60% of GDP if tha1;
percentage share is falling significantly and approaches the reference
value “at a satisfactory pace”. The language in Article 104¢ shows
cle.:arlly the difference in the degree of precision with which the two
criteria may be expected to be applied both at the start of EMU and
Ia?er..The (_ieficit can only marginally exceed 3% while the debt
criterion — in the absence of futther elaboration of what may be
regarded as a satisfactory pace of adjustment — must be regarded is S0
vague that it is hardly applicable,

A number of economists, including Buiter, Corsetti and Roubini
(1993), have rightly drawn attention to the arbitrariness in the level
of the two reference values. They were apparently chosen because
they represented approximate average behaviour in member states
around' 1990. A more refined justification could be that the public
sector in most European states has physical assets which typicall
amount to at least 50-60% of GDP. According to the lessons O)E
clafsslcal public finance it is not unreasonable to finance the accumu-
lation of physical assets which improve the functioning of the econ-
oy b'y issuing debt instruments. There is, incidentally, in the
Maastricht Treaty some reliance on this line of thought as it a,pplies to
biudget deficit. In evaluating whether a deficit is excessive one should
2 gs(?ld]ziyr 11;“leeg”£.urd to the level of public investment, the so-called
b Both historical experiences and theoretical analysis suggest that

igher values than the two arbitrary percentages would have been
sus'tamable and that, in particular, an explicit demand that the debt
re:ilo sh?uld be reduced over a short span of years to the reference
Zheu;_', E]nl.ghth lead to an unacceptably deflationary budgetary policy for
Vi énbt e aggregate (see H:ug].nfas Hallett and Ma 1995). The level
o i de_ t can be reducz?d significantly over a short span of time
ardly without reducing at the same time the denominator in
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the debt ratio, GDP. The only positive statement most academic
economists have found it possible to make is to say that the two
convergence criteria are internally consistent under reasonable as-
sumptions, ie. if the GDP grows on average by 5% a year, for
example equally composed of real growth and inflation, while the
nominal interest rate is also 5%. Tn these circumstances 2 permanent
budget deficit of 3% implies that debt ratio converges to 60% regard-
less of the starting point. One reasonable question is therefore
whether it would not have been enough to focus only on the deficit
criterion which should enable a country to control debt creation
rather than to burden the start of the FMU and its early existence
with a criterion which is, either in a tough interpretation, unrealistic —
and that is unfortunately the view the public debate has absorbed
most readily — ot fades away as so vague that it becomes de facto
inoperational.

There ate however strong arguments for retaining both critetia
while differentiating them mote in accordance with the starting
position of the individual member state. The first argument in favour
of retaining both criteria is that the linkage between deficits and debt
changes from year to yeat is not of the simple 1:1 character which one
would readily assume. Quite apart from continuing changes in the
valuation of public assets in fiabilities which influence debt but not
the annual surpluses ot deficits, occasional large debt volumes are
absorbed into the public sector, debt from para-state organisations in
the country. A dramatic recent example is found in Germany where
the Federal Government in 1994 took over the debt of Treu-
handanstalt from the privatization programme which lead to a rise in
the debt ratio of more than 8%, while the measured deficit was no
larger than was compatible with a constant debt ratio. In November
1995 the French government announced a commitment to take over
the debt of the French Railroads corresponding to neatly 2.5% of
GDP. Such transactions ate in reality an cxptession of undervaluation
of the ongoing public deficit throughout several periods. It is there-
fore useful to have also as a criterion changes in the debt ratio besides
the deficit.

The second argument is that a specification of what could be
regarded as a satisfactory pace in the reduction of debt would make it
possible to arrive at more differentiated demands for reducing also
the size of deficits than a mechanical reference to the norm of 3%. It
would be natural to expect that the countries that lie the furthest
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from the reference value for the debt ratio - Belgium is currently at
134% and Italy at 125% — would also have to make the greatest efsffort
to reduce the debt ratio, implying that these countries have to dro
below 3% in deficit in order to show satisfactory behaviour Thips
could be. achieved by setting a maximum period within Whi(.:h the
debt ratio, through a linear reduction year after year, would be
brought be}ck to the reference value, If one sets this perio,d o e.g 20
years starting from 1995 Belgium and Italy would have to r;fi'uce
their debt ratio by 3-4 percentage points every year in order to stay on
course, However, countries with a debt ratio of less than 80% of gDP
wo'uld be able to manage with a reduction of under one percentage
point a year. A more elaborate discussion and presentation of illustri-
tive results may be found in the report of a working group from the
Centre for European Policy Studies (see Gros ez 4l 1996)

Th.e way the debt criterion is expressed in the Maastricht Treat
makes it in reality extremely difficult to apply. There are oog
prospects that the criterion will in fact be interpreted in agver
ﬂexlblle way. But in order to avoid any impression of discriminatory
behavlmln‘ in the form of accepting some countries in EMU with Z
much higher level of the debt ratio than other countries excluded
frc?m ‘the EMU as a result of faflure to comply with the convergence
criteria — .think of Belgium wis-g-vis Spain or even Italy - it WOU%.d be
-val'uable if Ecofin could adopt a specification of the reduction re-
qg%red of the debt ratio, Such an elaboration would open the possi-
bility of using the debt criterion in a more constructive wa pr an
agreement could be reached on this point Ecofin (after propy(')sal b
the Huropean Commission and after hearing the European Pau:lial)-Z
ment and the EMI or the ECB) already has authority to make such a
gzzlslon which relates to Athe details in connection with the conver-

ce programme (see Arti i speci

B ot Criteﬂa() ' ticle 6 in the special protocol on the
GDPA:Q) far as the ctiterion of the public sector deficit relative to the

is concerned interest has focused in the more recent petiod
both on the degrec: of toughness with which the criterion may be
;ff:;cted tg) be applied at 'the entry to EMU and on how it should be
whatpsr:rtitiofstiaths Umc;n has started, inc.luding the question of
ey v be applied to keep countries at a deficit not larger
criterIit muﬁ be exgected thaF a restrictive interpretation of the

on will be applied as the first group of members try to enter the
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EMU. This conclusion arises from the debate in Germany, inspired by
the decision of the German Constitutional Court of 12 October 1993
and the broad acceptance by other countries of such an interpret-
ation. In addition, one may observe as was already done in the
previous section that making the first effort to select patticipants in
EMU in 1998 (on the basis of economic results from 1997) the
potential participants will have moved 1-1%2 years ahead in the
current moderate upswing, which has been visible in the HEuropean
Union since the bottom of the recession which for most countties can
be identified as the 1992/93 period. More of the initially large output
gap left by the recession will thus have been climinated; the latest
estimate by the European Commission suggests that this gap may
already be nearly eliminated by the end of 1996 (see European
Commission 1993). Since the fall of 1995 estimates of growth in
1996/97 have been scaled down somewhat, but not to an extent that
this conclusion is in serious doubt. Most member states continue to
expect a significant reduction of the deficits berween 1995 and
1997.

Keeping this in mind it will not be unteasonable to adopt a
somewhat more stringent interpretation of the data for 1997 than if
data for 1995 or eatly estimates for 1996 wese to have been used as
was originally intended in the Maastricht Treaty. The first effort was
to be made at the end of 1996 to see if a majority of countries were
ready to join the first stage. The postponement of this deadline last
summer cannot however remove the flexibility which the Treaty has
put into the words ¢close to” the reference value. There is an
analytical base beyond German stubbornness which can justify that
candidates for EMU should in 1997 strive to move somewhat closer
to the reference value of 3% than it would have been reasonable to
expect in 1995/96, If a country without special justification cannot
artive at the deficit of 3% in 1997 there is a strong presumption that
that country would be required to conduct a procyclical national
budgetary policy after enteting into EMU in otder to keep the deficit
ander 3% even in a year of a lower degree of resoutce utilization than
in 1997. This discussion peints to the upsatisfactory natute of a
mechanical application of the measured budget deficit as a conver-
gence criterion both before and after a country’s entty into EMU.
Governments and central banks wanted in the Maastricht nego-
diations to settle for figures which had a high degree of objectivity and
which could be given a ready interpretation as an expression of the
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b'urden on financial markets as public deficits which had to b
financed. In this context there were strong arguments for usi ;
actually measured deficits, even though a comparison with the (?erlli
changes as argued above suggests that the figures are not as objecti
as one would like. If one had not seen the size of the debt] a an
Ei-lii?;:arg Fr(.)blim onehcould have focused instead on the so-catsllzg
y deficit, that is t icit cor i
brimary det pa,yments' e measured deficit corrected for public sector
A more analytically satisfactory alternative would however have
bee.n' to focus on the so-called structural deficit, i.c. the measured
deficit {or possibly the primary deficit) ad]'usted’ for the automafi
budget. effects of departures between actual and potential ( ;:
trepdmse) output. If budgetary figures adjusted in this way wer °
reliable expression of undetlying trends in public ﬁnagces aeng
thercby of the sustainability of a deficit of a given size, the criterion
Would. automatically be free of effects which could be’ attributed to
the different participants being in different stages of the business
cycle. But unfortunately calculations of structural budget deficits
however useful they may be, are uncertain and controversial, If ons:;
cannot I‘EECOI:HI‘I’lend using the structural budget deficits as a lconver—
gence criterion it is realistic to allow estimates of this deficit to
mflue‘nce both the toughness of the interpretation of the admission
zigerlgn :ﬁ. t}llle time qf ‘the 1998 decision and the 20 average level
uplun which the deficit should fluctuate after EMU has been set
It 1s'in reality this debate which the German Finance Minister
Theg ‘\?(/algel has taken up in the fall of 1995 and discussed so far in
prehr{nnary way with his colleagues. The European Council ial
Madr'ld a§ked Ecofin to continue wotking on the problem in 1996 111
is- quite 111(‘:::1)[ tha.t Mr Waig'el’s immediate inspiration was the fr.us—
ration expressed in the public German debate by many politicians ¢
Sei t%le date approaching for the fusion of the Deutsche Mark Witfl
?}tleseei irll;ir essfiposedl}f weaker Europegn currencies, particularly when
bl oo e;s areh issued by countries \_Vhere the budgetary will or
Ao o ob rf: (&;e the convergence ctiterion on public deficits is less
peib e than in € zllrr‘nan.y; the desire to elaborate the Maastricht Treaty
I an 3; i a hnectlon was probably l.ess important. But as other
oo it\;f have to reflect on their attitude to the German
proposals, ls important to be aware that these proposals actually
an analytical foundation which cannot just be dismissed as
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unreasonable, nor be seen as lying outside the framework of the
Treaty. The Waigel proposal starts from the above-mentioned obser-
vation, viz. that the choice of 1997.data as the basis for an evaluation
of possible qualifiers for EMU yields a starting point which makes it
natural to apply & tougher interpretation of the deficit criterion than
if an assessment had to be made on the basis of a year with a clearly
subnormal level of activity. The German view is that it is extremely
important to undesline continuity in the effort to maintain some
public finances and to seek at the time of the start of EMU to attive
at a lower average level of the deficit than what may have been
obtained in 1997. Mr Waigel has said that while 3% could be an
acceptable level for the deficit in a year of recession it should be the
aim of participants in good yeats to have a much lower deficit so that
the average over the business cycle would be a good deal less than
3%, maybe around 1%, or approximate budget balance.

It is obvious that no member state in the European Union will
be willing to readily subsctibe to this apparent tightening of the
convetgence ctiteria without having made a careful analysis of the
sensitivity of its public expenses and revenues to the swings in GDP
over the typical business cycle. So far the Netherlands, France,
Denmark and Finland have expressed themselves in relatively positive
terms about the Waigel proposals and no country has so far dis-
sociated itself firmly from the idea.

An especially appealing perspective for the non-German partici-
pants in the debate would atise, if one could link a tightening of the
interpretation of the reference value for the deficit after the formation
of the EMU together with both a specification of the link to the debt
dynamics as reported above and with a reasonably flexible use of the
budget criterion as applied to 1997 data with the different business
cycle situations of different countties in focus. Unfortunately such a
trade-off is hardly realistic unless the “stability pact” can be entered
into by all member states in the Furopean Union before the time for
decision as to who will join EMU in the beginning of 1998. It is
possible that some countries will deny that even in this case a decision
could be made according to the unanimity rule in Article 6 of the
protocol on convergence criteria as suggested above in relation to the
interpretation of the debt criterion. The latter would in any case be
well justified and might in itself meet a major patt of the German
concetns about fiscal laxity. The opposition to the further specifi-

cation of the deficit rule would then come not from the Germans but
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i(;r;l isg);e countries who find the proposed “stability pact” too far-
' For countries such as the three Nordic membets of the Huropean
Umlon (Denmark, Finland and Sweden) which have an objective to let
their public finances target on zero as an average over the business
cycle the proposed “stability pact” should not appear unteasonable
even .though Sweden will have very considerable difficulties in
reaching the reference value of 3% already in 1997. It might be
wo.rth;zhﬂe therefore for the Nordic member states to show a positive
it;ﬁgl Oeﬁ Itloighig(gzl-‘man proposals when they come up on the agenda
A more sceptical attitude seems appropriate vis-d-vis another
(German proposal. Accepting that the possibilities of sanctions in the
Treaty wis-g-vis EMU participants who after entering the Union
transgress the 3% reference value for public deficits and do not accept
recot.nmendations adopted in Ecofin to reduce deficits — deposiis on
non-ingerest bearing accounts in the ECB and ultimately fines — are
probalz?ly so weak and so slow to put into operation that they will
have .httle effect, Finance Minister Waigel has proposed thatythese
sanctions should be triggered automatically. A countty which trans-
gresses the 3% limit should according to the German proposal with-
out furth_er negotiations deposit an amount corresponding to ¢.25%
of QDP in the ECB per percentage point transgression, Non-int'etest
bearing deposits would, if the transgression continues throughout a
two-year period, be converted to a fine of the same size as the
dep.o:‘;lt. If we assume for illustrative putposes that the country’s
deficit shoots up to 5% of GDP and stays there for more than t‘zro
years the sanction would in the first instance solely amount to the loss
of interest on the amount deposited; with an interest rate of 6% on
thfa single currency, the sanction would amount to 0.03% of GDP but
this amount would then be converted to a fine amount to 0.50% of
_GDP.‘ The proposed arrangement would hence contain a major

incentive not to disregard recommendations from Ecofin.
The motives behind the German proposals are clear. It must be

foreseen that Ecofin would find it very difficult within a reasonable

ZIII:(I:: LI;EE ]t; adopt sanctions against the member states. All experi-
AR 1uropecztafl coopetation sho'ws that such a decision will be
P e I;ntl}% rawn out and thflt it would be difficult to reach an
e ! e size .Of the dsappslts and later the fines which on the

would contain a sufficiently deterrent effect without on the
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other hand deteriorating the budgetary position of a country already
faced with difficultics in managing its public finances. Some degree of
automaticity in triggering the sanctions cannot 4 prior: be regarded as
unreasonable, but the proposal may go too far in not leaving Ecofin
any possibility of dispensing from the rules under any circumstances.
At 2 minimum one might imagine that Ecofin through a qualified
majotity vote could dispense from triggering the sanctions, possibly
by extending the petiod when only a deposit on non-interest bearing
account in the ECB is required, Under all circamstances it must be
acknowledged that launching sanctions is such a far-reaching step and
such a clear symptom that EMU is not functioning, that it would be
preferable to avoid bringing the participants in a situation where the
sanctions are applied.

~ The position is somewhat different with respect to the two other
suggestions for making the convergence critetia more precise through
a sharper interpretation of what constitutes 4 satisfactory pace of debt
reduction and by extending the objectives for the deficit to be of a
more average, but at the same time a more ambitious nature and
heteby bring the criterion closer to an analytical basis where the
structural elements in the deficit are taken into account. This latter
vesult would in any case be in better correspondence with norms of
budgetaty policy discussed in the classical literature on public finance
which places considerable emphasis on approximate budget balance
ovet the business cycle as a desirable norm.

Is there a need for a fiscal transfer mechanism between the EMU
participants?

Reference was made in the introductory section to an earlier
proposal for EMU - the McDougall report and the Jenkins plan for
the monetary union, both from 1977 - which saw the evolution of a
fiscal transfer mechanism between member states, possibly via the
union budget, as a precondition for starting monetary union. Corre-
sponding ideas have not been taken up at the official level in the
EMU discussions since 1988. The optimistic assessments which lie
implicitly in the Maastricht Treaty is that national budgetary policy
should be sufficient to absotb the effects of country-specific disturb-
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ances in EMU. National budgetary policy will according to this view
— within the limits for the public finances set by the convergence
criteria — be sufficient, given the likely modest magnitude of tempot-
ary disturbances specific to each member staie.

This is an optimistic, but not a totally unfounded view. After
exchange rates have been irrevocably locked and the single currency
introduced only two adjusiment mechanisms remain in EMU beyond
the instruments of national budgetary policies which are subject to
the convergence critetia, These two mechanisms may both appear
weak and unreliable and even undesirable in a European context:
migtation of labour from regions or countrics which experience a
specific weakening of demand for their products, and wage and price
flexibility which lowers the relative price of domestic output and of
its factors of production in a “weak” region, Considering that most
potential EMU participants are faced with considerable price
rigidities, at least in compatison with the Anglo-Saxon countries and
Japan, and keeping in mind that migration of labour remains limited
even within individual Furopean states, but particularly across bor-
ders, the conclusion seems inescapable that the European Union
needs to develop some fiscal transfer mechanisms to protect countries
hit by specific unfavourable disturbances in a way that is better than
the countries themselves can do it through their remaining budgetary
room for manoeuvre.

This line of reasoning has received support through a number of
analyses in the recent year where the EU is compared to large existing
federal states such as the United States, Canada, Australia and Ger-
many. A comprehensive survey of the experience in these countries
and their implications for the EU has been presented by the Euro-
pean Cominission, assisted by a team of independent experts (see
European Commission 1993),

A decisive question for evaluating whether EMU would become
substantially more robust through the introduction of such mechan-
isms, is the likely size of countty specific disturbances compared to
expetiences in for example the United States, Starting with Sachs and
Sala-i-Martin (1992), followed by ia. Bayoumi and Eichengreen

:(1993) and von Hagen and Hammond (1995), these studies tend to

conclude that country-specific disturbances in the European Union
have been of approximately the same order of magnitude as in those 8
to 9 regions into which the United States can natutally be divided.
But the fiscal transfer mechanisms in the United States are much



24 N, Thygesen

stronget, particulatly through the federal income tax. Early studies
suggested that as much as 40% of a declining incomes in a region
subjected to a specific disturbance might be absorbed in the US
vatiant of fiscal federalism. Other studies, e.g. Gros and Thygesen
(1996), indicate that this is a major overestimate, since it does not
distinguish the element of stabilization policy from the American
efforts at equalizing also income levels between regions and individ-
ual states; the correct level for the stabilization impact is probably
only around half of the 40%, if one succeeds in isolating the dampen-
ing effect on temporary fluctuations in economic activity. It remains
nevertheless that the insurance mechanism against asymmettical dis-
tuthances is much more developed in the United States than in the
Furopean Union where the limited efforts have so far been concen-
trated more on the disttibutional effects of transfers through the
Union budget, in particular through the structural funds, There is an
4 priovi assumption that participants in EU have a need for a fiscal
transfer mechanism in order to make the monetary union mote
robust, see 7.4, Muet (1995).

Calculations produced by the European Commission (1993)
concetning the costs of designing a well-targeted system of automatic
transfers to absorb country-specific disturbances suggest that this
could be done at much lower costs than in the United States. 1n a
contribution to the Commission study mentioned by Italiener and
Vanheukelen it is suggested that an approximately similar effect in
terms of stabilization policy as that obtained through the American
system could be achieved by using only 0.2% of the Union’s GDP for
resoutce transfers to member states which in the individual year face
an evolution of the national rate of unemployment which is less
favourable than the average for the member states to be financed by a
proportional contribution from those member states where unem-
ployment develops more favourably than the average. If countries are
faced with temporary disturbances there will be no permanent re-
ceivers or contributors in the system, but this has to be monitored in
order to assure that in cases of more permanent disturbances there is
an adjustment of a more fundamental character through a fall in the
real income in the country.

It is not evident that a fiscal transfer mechanism will be necess-
aty in order to assure the functioning of EMU, but the subject should
by now be finding its way to the agenda of the official bodies
particularly since the costs do not seem immediately prohibitive, even
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though one has to recall that the EU had great difficulties in reaching
agreements on the latest budget reform which over a five-year period
only raised the revenue of the Union by approximately 0.1% of GDP.
Many policy makers will undoubtedly find that even an enlargement
of the EU budget by 0.2% is an insurmountable obstacle. One should
not overlook either that contributions from the individual member
state (and the transfer received in the country hit by an unfavourable
disturbance) may be considerably higher in any single year than the
0.2% of the national GDP. It should also be recalled that the rate of
unemployment despite all efforts to develop standardised methods of
reporting does not have the same degree of precision as the economic
indicators which have been chosen for the nominal convergence
criteria, This by the way is an important argument for excluding the
unemployment percentage from the formal criteria in the Treaty.
Since the present proposal does not look at the level of the unemploy-
ment percentage but is targeted only at changes from year to year this
particular objection seems less important in the present context, but
the argument against remains that even changes in unemployment
have an important non-conjunctural element.

In summary, there are arguments in favour of strengthening the
capacity of individual member states to absorb the effects of country-
specific disturbances in EMU better than they can do on their own
through national budgetary policies, given the constrainis on the
latter in the Maastricht Tteaty. But considering the relatively modest
likely magnitude of such country-specific disturbances and the diffi-
culties of designing criteria for transfers in a clear way these argu-
ments are not in themselves decisive. If a fiscal transfer mechanism
has to be developed, the study by the Furopean Commission {1993)
undoubtedly gives the best available starting point and some expec-
tation that a mechanism could be designed at more modest costs than
is normally assumed. An agreement to introduce such a mechanism
dloes not necessarily require changes in the Treaty. One might con-
sider — as was the case when the structural funds were introduced in

1988 - to limit oneself to an agreement on the medium-term EU
budget.
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Does EMU requite more political integration?

It is tempting to answer No without any gualifications. It is not
mandatory to take further steps towards a political union in order to
male EMU work. Indirectly EMU will promote what may be called a
Europeanisation of the public debate on economic policy. It will no
longer be relevant to criticise the national central bank for its interest-
rate policy, or to attack the German Bundesbank. Discussions about
monetaty policy and on exchange relationships to non-participants
and third countries will, after the start of EMU, have to be conducted
with the ECB, or possibly Ecofin in a European context. In connec-
Hon with a steadily deepening integration of goods markets and
financial matkets other aspects of stabilization policy will also be
evaluated at the European level, One should not on this background
underestimate the potential for Ecofin and the Eutopean Council
without formal changes to develop into more cohesive collegiate
bodies which in an effective way can formulate views about guidelines
for economic policy as a natural counterpart to the ECB. This will
indeed be required if major tensions arise between the common
monetary policy and the aggregate of the national budgetary policies
of member states — a distortion of the policy-mix. But even here the
convergence criterfa in the Treaty, and particularly if these are
modified along the lines discussed above, should help to dampen any
such conflict,

There is a clear need that countries which find the EMU
construction unbalanced without significant further political inte-
gration define what they really mean by “political union”. If one
listens to patt of the debate in Germany and in other circles where
supporters of a federalist structure for the European Unjon ptevail,
the main content of this concept appeats to be that other areas of
“high politics” ~ here it is common to mention foreign policy and
external and internal security (the two other so-called pillars in the
Maastricht Treaty) — should also be placed at the European rather
than the inter-governmenta) level. Even though the issue of national
monics and the existence of an independent foreign and security
policy are often pottrayed as the decisive dimensions of national
sovereignty it is not obvious that there is a need for a parallel
development of these two, in substance unrelated areas. Tt would
appear more natural that a transfer of decision-making from the
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national to the Buropean level be evaluated on the basis of the
strength of arguments within the areas in question, Such arguments
are much more well-teheatsed and convincing in the monetary area
even though many obsetvers also find them adequate in the foreign
fmd security policy area. These latter areas must — as will also happen
in the inter-governmental conference — primarily be evaluated on
their own metrits,

11'1 theﬁ German debate there is a tendency to see the desirable
evglutlon in monetary integration and the move towards political
union as parallel from the perspective that for Germany there is a
basic bargain. In order to give up monetary autonomy and the
D-Mark with more uncertain gains for Germany than for other
n'lenj,lz.)er states, Germany should according to this view insist on
sl‘gmflcant progress towards political union which from a German
view has a higher priority. One may add the remark that this
formulation underestimates the German interest in EMU itself, in
particglar through the confidence in stable exchange rates m’s-d—vis’the
most important trading pattoers of Germany which only EMU can
give today, but also that the plans for a political union in a broader
sense demand a lot more preparation and political ripening than what
is compatible with immediate linkage of these issues, '

Other partisans of evolving the EU in a federal direction have
'also — in correspondence with the traditions of early phases of
integration since Jean Monnet developed his strategy for spill-over
effects from successful integration in one area to other areas of policy
- seen an important role for a monetary union as a wedge for a more
general political union. It is more than doubtful, however, whether
such a neo-functionalist approach can be applied to the very import-
ant policy areas here in question, There may well be the negative
linkage 'Fhat a failure to implement EMU after nearly a decade of
preparations cannot avold having harmful effects also for the possi-
bilities of strengthening cooperation in other essential, but not di-
rectly linked, areas, but EMU is unlikely on its own to pull the latter
to the same level of integration.

. The perspective is somewhat different if one poses the question
in terms of a political union defined primarily as an extension of
budgetary policy coordination in the union with a view to making
monetary union more functional and robust. Here the linkage is much
stronger, though still not tight enough to justify the set-up of a
political decision-making centre for the non-monetary part of stabilis-
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ation policy, an economic government for the European Union as
some French proponents, most recently Jacques Delors, have said.
In this respect the EU is close to an important decision as will
already have been made clear implicitly from the above comments. If
one believes that a modification of the convergence criteria — more
precise rules for debt reduction, interpretation of the deficit criterion
towards an average and structural definition, and a higher degree of
automaticity in the application of sanctions — is desirable in order to
assure the stability of monetary union, that does not suffice to justify
that political union in the sense of a strong federal authority in the
budgetaty policy area is required. All these changes can in principle
be implemented through the adoption of clear rules for cooperation
whether in the form of changes in the Treaty or by supplementary
agreements at the time of the start of the third stage of EMU. The
proposed changes should all be regarded as changes in the framework
or the norms for cooperation which Ecofin will subsequently be
charged with monitoring. The changes do not presuppose new trans-
fers of sovereignty to the federal level in order to enable the latter to
make regular discretionary decisjons about budgetary policies in
{ndividual member states. Tt is only in this latter situation that one can

truthfully speak about a political union. Such a construction would

imply more possibilities of conflict between member states and poten-
tially destabilising compromises and log-rolling among the latter as is
well-known from amongst others the federal budgetary process in the
US.

In a recent asticle von Hagen (1995) underlines this perspective |

strongly: a monetary union may be underpinned either by norms
which still leave the important paxts of national budgetary authotity
in national hands, or by a political union where essential discretionary
authority over the budgetary policies of member states, possibly also
an enlarged federal budget, are placed in the hands of a “European
Feonomic Government”, There may be a high degree of substitution
between these two forms of integration from the viewpoint of the
potential economic effects, but the latter presupposes a much stronger
deepening of mutual political understanding than is today available
among the potential candidates for EMU.

It is therefore natural to put considerable emphasis on testing
the limits of the applicability of the first norm-based methods before
one tries to assemble mote authotity in Fcofin and the European
Council. A framework established through clearer tules for national
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budg_etary policies would also be more in line with traditions in the
EU m‘other areas where explicit sules — for want of a better
expression one may use the German “Ordnungspolitik” - have noz-
mally been preferred to the collection of wide-ranging authority to
undertake detailed interventions and discretionary decisions atythe
ft_".uropean level. Application of these principles to budgetary policies
is also the method which appears to be best suited to assure a
monetary union based on price stability. Monetary policy is an
exception to the general principle of decentralization subject to rules;
it see.ms.re.:asonable to collect monetary authority and occasionally’*
exercise it in a discretionary way within the framework of a long-term

stable policy. But this is not an example to be followed in the area of
budgetary policies.

Conclusion

. The frequently voiced criticism that the Maastricht Treaty con-
tains an unreasonable degree of asymmetry by gathering all monetary
autl‘lorlty in EMU in an independent central bank while leaving fiscal
po'hlcy as a predominantly national matter is not well founded. This
criticism cannot find support in the fact that the first effort to create
EMU — the Werner plan of 1970 - did accept the idea that centraliz-
ing lz?udgetary policy competence as well was desirable. The perspec-
tive in EMU will not in the first instance be to attempt any detailed
demand management through coordinated budgetary policies. The
room for manoeuvte in national budgetaty policies had already been
used to the limit when the Treaty was signed — and that remains true.
There is, anyway, too much uncertainty and disagreement as to how
_demand management works even when the measures are coordinated
in order‘to leave any active role for it for a long time. The important
perspective is rather how EMU can become a constructive framework
for‘the efforts at correcting large budgetary imbalances and high debt
Wh‘lch form the legacy of the 1980s and eatly 1990s as the starting
p}(l)lnt of the third stage in EMU, All participating countries will over
}" ¢ next decac‘les be fa'ced with the task of consolidating their public
nances and introducing reforms in the principles of transfer pay-
ments etc., and in containing the public sector in time before further
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growth in public debt and demographic factors complicate these
already difficult tasks — as will happen in several European countries
shortly after the change of the centuty. It is important that the EU
member states handle this task in a roughly convergent fashion
without preventing countries from choosing specific national sol-
utions in correspondence with their preferences. With this objective
in mind, the convergence criteria of the Maastricht Treaty are not
inappropsiate; if anything, they are too vague. They could be made
more precise through supplementary interpretations in ateas where
the rules are either without substantive content — as is the case for the
request to reduce debt at a “satisfactory pace” — or more arbitrary and
mechanical than necessary — as is the case for the reference value of 3
per cent for public sector deficits in an atbitrary year. It is also
possible that the scope for imposing sanctions on countries with a
deviant budgetary policy should be made more precise by introducing
more automaticity and shorter time lags,

There are arguments in favour of supplementing EMU by el-
ements of fiscal federalism — even though it is hard to be confident
that their absence undermines the union. Official bodies should begin
to address themselves to the task of introducing a fiscal transfer
mechanism in order to protect participants better against the effects
of unfavourable country-specific shocks of a temporary nature as
proposed by the European Commission study of 1993.

The implementation of EMU does not in itself obviously require
further political integration. The concept of political union is
imptecise unless a discussion is confined to elements which are closely
selated to the functioning of monetary union, but in this area a
norm-based cooperation building on the convergence ctiteria, prefer-
ably modified as suggested above, constitute an atiractive alternative
to centralization of political authority over budgetaty policy at the
FU level. Such a centralization is likely to ovetload cooperation and
would imply greater dangers than benefits for monetary stability.
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