The EU’s Buropean monetary union {(EMU) has four
broad ingredients: the euro and the single European
monetary policy (SMP}; the coordination of Buropean
macroeconomic policies through the Stability and
Growth Pact (SGP), the Broad Economic Policy
Guidelines (BEPG) and related processes; the com-
pletion: of the Single European Market (SEM}; and the
operation of the structural funds and other cohesion
measures. This chapter wiil consider only the first two,
as the others are dealt with in Chapters 7, 11, 12 and 19.
Although the euro did not come into existence until
1 fanuary 1999, and then only in financial markets,
most of the characteristics of stage 3 of EMLUJ (Chapter
11) were opetating once the European Central Bank
(ECB) opened in June 1998 The ECB, in the form of
the Buropean Monetary Instituie (EMI), had been pre-
paring for the day with all U national central banks
(NCBs) since 1994, The form of the coming SMP was
already known by 1998, in both framework and instru-
ments, In the same way, much of the framework for
the operation of the economic coordination among
the member states (MSs) had been developed with the
SGP of July 1997 and BEPG commencement in 1998.
The generalized framework was incorporated in the
Treaty of Amsterdam (October 1997). There was thus
no great break in behaviour at the beginning of 18989,
especially since the main qualification period under
the Treaty on Buropean Union (TEU) convergence cti-
teria had related to 1997. However, the SGP effectively
broke down in 2003 and had to be revised in 2005 after
aperiod of debate.
In what follows we begin by looking at the provi-
sions for the SMP, then consider those for policy coor-
dination, before we explore how they have worked.
EMU weathered the global financial crisis quite well
until 2010, when problems for the most exposed states,
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particularly Greece, followed by Ireland and then
Portugal, imposed strains on the whole system and
prompted extraordinary measures.
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plex because it has to deat with the fact that some EU
MSs are not (yet) participants in stage 3 of EMU. The
TEU sets up the Buropean System of Central Banks
{BSCB), which is composed of all the national central
banks and the ECB, which is gited in Frankfurt. The
ECB and the participating NCBs form the Eurosystem,
which is what is running the monetary side of the
Rurozone. The term ‘Furosystem’ has, however, only’ '
been coined by its members-in order to-make the set;
up clearer; it is not in the TE1J. The 'body responsible
for fhe ECB and its decisions is the Governing Council,
which is composed of the governors of the NCBs and
the six members of the Executive Board, who provide
the executive management of the ECB. The Executive
Board is composed of the president and vice-president -
and four other members, responsible for the vari- -
ous parts of the ECB, which are labelled Directorateé.
General in the same manner as the Commission. If
that were not enough, the ECB also has a General -
Council, which is composed of the president, vice-
president and the governors of all EU NCBs, whether -
participating in the Burozone or not, Thus the General':
Council has twenty-nine members, incinding Bulgaria
and Romania (twenty-seven governors + two), but the
Governing Council has twenty-three members (sev-
enteen governors. + six) since Slovenia joined at the:
beginning of 2007, Cyprus and Malta in 2008, Slovakia-
in 2009 and Fstonia in 2011, and it wilt increase in stze
as more MSs join the Eurozone.! A representative from.
the Commission and the presidency may also attend,

but may not vote. Figure 12.1 may help to clarify the
structure,

The Eurosystem is relatively decentralized compared
to the USA’s Federal Reserve System, although the
names for the various institutions imply the opposite

- relative structures. The central institution in the USA,
the Board of Governors of the Pederal Reserve System:
which is the controlling body, having powers over the
budgets of the twelve Federal Reserve Banks, does
not have another label for its staff and administrative
operations. The seven governors of the Federal Reserve
Board hold a voting majority on the monetary policy-
making body, the Pederal Open Market Committee
(FOMC), where only the president of the New York Ped
and four of the presidents of the other Fed Banks, by
rotation, are voting members (although all are present
at each meeting and can speak).2

The Eurosystemn, on the other hand, operates
through a network of committees, where each NCB and
the BCB has a member.® The ECB normally provides
the chaiyman and the secretariat. It is the Governing

Council that takes the decisions, but the BExecutive
Board coordinates the work of the committees and
prepares the agenda for the Governing Council. Many
of these commitiees meet in two compositions, one for
f‘.he Eurosystem and one for the whole ESCB, depend-
ing on the subject.

Fi
igure 12.1 Structure of the European System of Central Banks Source: adapted from the ECB's website

To complete the confusion over labels, the
Burosystem has a Monetary Policy Committee, but,
unlike the UK and many other central banks around
the world, this is not the decision-making body on
monetary policy. It organizes and discusses the main
evidence and discussion papers to be put before the
Governing Council on monetary matters.

There are, however, some key characteristics of this
structure and other elements of the institutional set-up
of the Eurosystem that have important implications
for policy. As the Delors Committee (see Chapter 11),
which designed the set-up for the Eurosystem, was
coimposed almost entirely of central bank governors,
it is not surprising that it is very well adjusted to the
current views about the needs of monetary policy.
First of all, although the TEU sets down the objective
of monetary policy (maintaining price stability) - in
general terms - the Burosystem has a high degree of
independence from political influence in exercising
responsibility. Not only is the taldng or seeking of
advice explicitly prohibited, but Governing Council

members are protected in a number of ways in order
to shield them from interest group pressures. First,
they have long terms of office - efght years in the case
of the Bxecutive Board - but these are not renewable
so they are less likely to have any regard for the pros:
pects for their next job while setting monetary policy.
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Second, the proceedings are secret, so that people
cannot find out how they voted. Bach member is sup-
posed 1o act purely in a personal capacity and solely
with the aims of price stability at the Eurozone level in
mind, without regard to national interests. No system
can ensure this, but a well-designed one substantially
increases the chance of this happening. Mere impor-
tantly, it can reduce any belief that the members will
act with national or other interests in mind. Third, the
Eurosystem is explicitly prohibited from ‘monetizing’
government deficits.?

The point of trying to achieve this independence is
simply credibility - to try to maximize the belief that the
Furosystem will actually do just what it has been asked
to do - namely, maintain price stability. The sironger
that belief can be, the less costly monetary policy will
be. If people do not believe that the ECB will be suc-
cessful, they will base their behaviour on that belief.
Hence price- and wage-setters who believe that there
will be increases in inflation substantially beyond what
the ECB says it will deliver will set their prices with that
higher outcome in mind. That means that the ECB then
has to struggle against that belief, thereby entailing
high interest rates. Thus, even though the ECB may
intend exactly the same outcomes in both cases, it does
not have to run such high interest rates to achieve them
ifit is credible.

This credibility comes from other sources as well as
independence, The structure of the Governing Council
is strongly reminiscent of that of the Bundesbank. The
Bundesbank was highly successful in maintaining
low inflation. By having a similar structure {probably
assisted by the Frankfurt location just a few kilome-
tres down the road), the Burosystemn has been able to
‘borrow’ much of the Bundesbank’s credibility.

12.2.1 The monetary policy of the
Eurosystem

The Eurosystem is further assisted in the inherent
credibility of its policy by having a single, simpie
objective of price stability laid down by the TEU. If
a central bank has multiple objectives, it will have
difficulty explaining the balance between them, espe-
cially when they conflict. There was, for example, a
short period of confusion at the outset over exchange
rate policy, as the Burosystem is not responsible for
the regime, only the execution. However, it rapidly
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became clear that since exchange rate policy and the
objective of monetary policy are inextricably linked;
one of the two must have primacy, and ministers made
it clear that it was price stability that was the driving
force. The other common objectives for a central bank
of maximizing employment and the rate of economi
growth - in this case expressed as ‘without prejudice t
the objective of price stability . .. jthe] ESCB shall sup-’
port the general economic {BU] policies’ - are cleatly
subservient.

However, for monetary policy to be credible it
necessary that the objective should be clear enough
for people to act on and that the central bank’s behav-
iour in trying to achieve that objective should be both
observable and understandable as a feasible approach
to success. Here the ECB had to define the objective;
since the TEU’s concept of price stability is far to
vague to be workable. They opted for inflation over the:
medium term of less than 2 per cent. They also defined’
the inflation they were talking about as that in the ha
monized index of consumer prices (HICP). After a swift
clarification that this meant that zero inflation was the:
lower bound, the specification was widely criticized:
for being too inexact (compared with other central
banks). Not only is the length of the medium term not
spelt out, but it is not clear how much and for how Iong:
prices can deviate from the target, Nor is there any
indication of how fast inflation shouid be brought back.
to the target after a shock hits, In 2003 the target was
reappraised and ‘clarified’ as being ‘less than but close
o 2 per cent’. :

This means that a range of policy settings would
be consistent with such a target. Policy is thus inhe
ently not very predictable - something the Governing
Council has sought to offset by trying to give clear sig-
nals about interest rate changes. Despite the inevitably
diffused structure of decision-making with eighteen
{now twenty-three) independent decision-makers, the
Burosystem has come to offer a single explanation of
how it regards the working of the economy and the
appropriate response to it. One facet of Eurosystem
strategy that came in for criticism was what is known
as the ‘two pillars’ approach. Rather than adhering to
any specific model or suite of models, the Eurosystem
announced that it would base its decisions on a wide
range of indicators under two pillars. The first of these
assigned a prominent role to money and has included
a ‘reference value’ for the growth of broad money (M3},

The second was a broadly based assessment of the out-
look for price developments. In the 2003 reappraisal it
was made clear that the monetary pillar was assigned
é medium-term role and acted as a cross-check on the
broad-based assessment that underpins policy deci-
slons. While some controversy remains, this brings
furosystem policy more Into line with thinking in other
central banks. If anything, the problems of the global
financial crisis have stimulated new interest in the
monetary pillar,

Assigning money such an important role by at
least some of the members of the Governing Council
{vas inevitable, given that this was the Bundesbank’s
policy, as well as that of some other successful pred-
ecessor NCBs. The particular reference value of 4.5
per cent growth (based on the sum of the expected
medium-term inflation of around 1.5 per cent, the
expected rate of growth of around 2 per cent and
the drift in the velocity of circulation of around 1 per
é_ent) has proved a problem, as it has been exceeded
almost all of the time and a lot of effort has had to be
spent explaining the discrepancies. Similaxly, the price
assessment began as a narrative rather than a firmly

‘based discussion of options and their possible out-

:’comes, However, the process has developed steadily.
The Burosystem publishes its forecasts {broad macro-
.-economic projections) twice a year, with updating by
_BCB.staff in the intervening quarters. Although these
are ‘staff’ forecasts and do not necessarily represent

“the views of the Governing Council, they are increas-

'__-ingiy being used as a basis for explaining policy. The
- decentralized structure of the Burosystem would make
. any closer ‘ownership’ of the forecasts by decision-
“makers impossible.

The Burosystem is, of course, in good company.
- The USA's Federal Reserve has multiple objectives and
offers no quantification at all for its target for the price
level/inflation. It only publishes the staff forecasts by
. the Board of Governors with a lag,

- Thus far policy has been generally successful, but
between mid-2000 and 2011 inflation was stubbornly
- above 2 per cent. It is possible to blame the rapid rise
in oil prices and some other shocks, but the deviation
reached the stage where it had an effect on expecta-
- tions {as calculated from French index-linked bonds).
At that point, the Governing Council reacted by raising
“Interest rates ahead of a clearly revealed recovery in
- the economy. This helped to enhance the Eurosystem's

reputation as an inflation fighter, but has been contro-
versial in some politicai circles.

One concern, which does not seem to have proved
relevant, was the fear that NCB governors and
Bxecutive Board members would, either explicitly or
unconsciously, as a result of their backgrounds, tend
to promote monetary policy decisions that supported
the particular econornic conditions in their country
of origin rather than in the Eurozone as a whole. As a
result, complex models of coalitions have been devel-
oped and there have been worries about whether those
voting in favour are sufficiently representative of the
Eurozone as a whole. The first reason why this is not
relevant is that the Governing Council has not been
voting on these issues, It has operated by consensus, In
the sense that decisions are taken when the majority in
favour is such that the minority withdraws its objection
and does not feel the need to register dissent in some
public manner.

The possible objection to that form of behaviour is
not some form of country bias, but that it might engen-
der conservatism in policy-making. Since the records
of the debates are not published, there is no way of
finding out whether the particular structure has inhib-
ited or delayed action. The simplest way of judging
the issue is to look at the voting records in the FOMC,
where the results are published with a lag. Here it is
immediately clear that deep divisions over what to do
are relatively unusual. Most of the time there is not only
no division at all, but also no proposal to change policy.
When there are divisions, the number of dissenters,
eveh before the vole in the debate, tends to be quite
small, The problemn is thus predicated on a much more
random and indeed contentious approach to policy-
making than is actually the case.

There has been strong pressure on the Governing
Council fo be more open and to publish minutes of its
discussicns, as this would inhibit the members from
following obviously national interests. However, it is
not at all clear what the impact would be. Publishing
minutes or resolutions leads to more formai proceed-
ings or taking positions for the sake of having them
recorded if US and Japanese experiences are anything
to go by (Pollard 2003). If the real discussion is pushed
outside the meeting into informal sub-groups and con-
sultations, the result may be counterproductive and it
will be even more difficult to sort out which opinions
were responsible for which decisions.
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Operating an SMP for a diverse area has proved quite
tricky. Policy that is well suited to some economies
has been il suited to others. It is important to be
clear about the extent of the differences. Mayes and
Virén {2000, 2002c) have shown that in some MSs the
exchange rate is at least twice as important as a deter-
minant of inflation (as compared with interest rates).
Similarly, the length of time it takes for the impact of
policy on inflation to take its full effect also varies by a
factor of two. Thus if the main problem lies in a region
where policy has both a relatively small and a relatively
slow effect, a policy based on the average experience of
the Burozone would not be very efficient.

The problem is further complicated because the
main economic relationships involved, such as the
Phillips curve (see Chapter 10), are non-linear and
asymmetric, To spell this out a little: whereas a low
unemployment/positive output gap has quite a strong
upward pressure on inflation, high unemployment
and a negative output gap have a considerably smalter
downward impact for the same-sized difference.
This means that simply adding up inflation rates and
growth across the Burozone and exploring aggregate
relationships wiil be misleading. The analysis needs to
be at the disaggregated level and then summed using
the appropriate estimates of the effect in each region/
MS.

However, once we look at fiscal and structural
policy these differences become even mote important,
because they have to offset the differential impact of
monetary policy. The coordination of fiscal and other
policies therefore needs not merely to permit different
policy settings by each MS, subject to the constraints of
prudence, but to expect them.

12.3.1 The coordination processes for
macroeconomic policies

The structure of the ‘economic’ side of macreeconomic
policy-malding thus involves constraints from following
policies that could harm the system as a whole - the
excessive deficit procedure (EDP) with the SGP, and
the system of enhanced policy learning or soft coor-
dination under the BEPG. The annual BEPG forms the
framework that brings together three main elements:

il similar structure and ambitions, labeled Burope
3020, has been implemented to replace it.
These processes do not compel, but by agreeing

the orientation of general fiscal policy (EDP, SGP
and multilateral surveillance); :
« the Buropean Employment Sirategy (the Luxem:

bourg process; see Chapter 23); and
+ the actions on structural reforms (the Cardiff proc:
ess),

hjectives, setting out how each MS intends to achieve
ie: objectives, and evaluating progress, particudarly
gh annual reports by the Commission, they act
nsiderable moral suasion. The meetings and the
ual round of plans and evaluations enable MSs to
¢t from each other and encourage a search for best
actice. These plans can be quite detailed, The annual
ational Action Plans under the Employment Strategy
see Chapter 22), for example, have covered over twenty
sidelines grouped under four pilars: employability,
sitrepreneurship, adaptability and equal opportuni-
_!:i_es:: Although the Commission produces assessments,
wich of the point of the arrangement is that it involves
”xi'ltilateral surveillance, so that each country is look-
ﬁgfat the successes and fajlures of the others.

/While there are obvious opportunities for window-
éssing, this process, labelled the Open Method of
:oai'clinau'on, appears to have worked remarkably
ell: The key feature of the method is that it does
ot compel specific actions, but allows each MS, and
deed the regions within them, to respond to the
hHallenges in the manner that best meets their local
sitditions, institutions and structures. Given that the
whole structure of social welfare varies across the EU
Mayes ef al. (2001) distinguish four different sorts of
egiime, for example), any given measure will have dif-

There is actually a fourth process - the Cologne proe:
ess ~ which involves an informal exchange of views

twice a year between, inter alics, the current, past and
future presidents of ECOFIN, the Employment and
Social Affairs Councils, the BCB, the Commission and
the social partners. These processes are named aftex
the location of the meeting places at which they wers
agreed.” The coordination is somewhat broader than
this, as the annual SEM reviews are also taken into
account by the Economic Policy Committee (EPC):
the committee of officials responsible for overseeing
the Cardiff process. This is not to be confused with it
Fconomic and Financial Committee (EFC), also com:
posed of officials, which undertakes the preparatioﬁ
and offers advice for the decision-making Council of
Economics and Finance Ministers (ECOFIN), '

The general approach, spelt out in some detail

the Conclusions of the Lisbon Council in 2000 {see
European Council 2000c and Chapters 7 and 14), wasto
set ‘a new strategic goal for the next decade: to becoing

the most competitive and dynamic.knowledge-basea :

economy in the world, capable of sustainable eco:
ferent outcomes in different MSs. In a sense, this is an

icample of the operation of the subsidiarity principle
ee Section 2.3.4, page 30).

nomic growth with more and better jobs and greater
social cohesion’. This involves aiming to change the:
structure of EU development so that it could achieve
a rate of growth of 3 per cent a year (without infl
tionary pressure), which should have been enough t"q
bring down unemployment/increase employment 16
acceptable levels over the course of 2 decade. The key
ingredients in this were continuing structural reform
(overseen by the Cardiff process), a labour markf‘:_f"
strategy (Luxembourg) and the development of the
appropriate fiscal incentives through a sound budget:
ary system within MSs. (It was amended at the end o
2002, at the Laeken Council, by the addition of a social
policy strategy, which follows the same form of proces
as for the labour market.) Despite a thorough appraisal
and rethink at the halfway stage (Sapir et al. 2003a, b
¢), the strategy showed only limited success and wa
finalty swept aside by the global financial crisis that:
rendered its targets irrelevant. However, a new strategy.

2.3.2 The Stability and Growth Pact and
' the excessive deficit procedure

As was argued above, the SGP and EDP have two fea-
E_t_ures: a general orientation to ensure a policy that is
ustainable over the longer term, and a constraint on

short-term actions - the excessive deficits - to ensure
at the process is not derailed on the way. This general
“Orientation is to achieve budgets that are ‘in surphus or
‘hear balance’, This orientation will actually result in a
continuing reduction in debt ratios. While this is neces-
‘sary anyway for MSs exceeding the 60 per cent limit,
it has been thought generaily more desirable because
‘of the expected strains on the system that are likely to
:0ccur with the ageing of the population. In any case,

it makes sense to have sufficient headroom to meet
shocks, as vividly illustrated by the global financial
crisis. This headroom is required in two respects. First,
given the structure of automatic stabilizers, each MS
needs to be far enough away from the 3 per cent deficit
ratio limit for the normal sorts of adverse economic
shock not to drive them over that limit. If that threatens
to happen, the MS would need to take contractionary
fiscal action when the economy is performing weakly.

“This was precisely the problem that faced German
authorities in 2003. The combination of being too close
to the Hmit and lower than expected growth forced
them a little over the limit. Needing to raise taxes
and restrain expenditure proved politically difficult.
At the same time, French authorities also breached
SGP terms, although it is more arguable that this was
deliberate rather than a result of incorrect forecast-
ing. As a result, BCOFIN agreed to suspend the SGP
rather than declare the two countries in breach of it, as
recommended by the Commission. The Commission
appealed this decision to the Buropean Court of Justice
(ECT), which ruled that ECOFIN could decide to take no
action but that it could not suspend the process. This
provoked an intensive debate on how to improve the
SGPin the light of the difficulties, and a new agreement
was reached in March 2005.

The extent to which an MS needs to be inside the 3
per cent boundary to avoid an undue risk of a breach
and to maintain a stance that js sustainable in the long
run depends on the extent of the automatic stabilizers
and the distribution of expected shocks. Thus a country
iike Finland, which has fairly large stabilizers and seems
proneto above-average shocks, would need torun asmall
strplusifitis to avoid hitting the 3 per cent boundary.

‘There is a danger (vor: Hagen and Mundschenk 2002)
that having the 3 per cent deficit boundary will have a
deflationary longer-term bias on the EU if MSs compete
too strongly to have very strong stabilizers. Sweden
might beregarded as a case in point, as its reaction to the
pressures from membership has been to advocate the
establishment of a substantial buffer fund {Johansson
et al. 2002). These funds, if implemented, would be far
farger than Finnish buffer funds, which were put in
place when Finland jolned the Eurozone. However,
Ricardian equivalence would suggest that simply
repaying debt should have no influence on longer-term
growth; it is only having a higher tax burden today at the
benefit of a lower burden in the future.
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The SGP can be viewed as having two parts: a pre-
ventative part that tries to discourage MSs from run-
ning imprudent and unsustainable fiscal policies, and a
corrective part that requires them to return to prudence
as soon as possible if a mistake has been made. The
2005 agreement eased both sides of this, allowing more
latitude for problems before declaring a breach (an
excessive deficit} and hence permitting a less onerous
return to comphance. This was not the full extent of the
changes, as MSs also took the opportunity fo improve
the governance process of surveillance, tightening up
the quatity of statistics and accounting practices.

The general principles of the SGP remain unchanged.
Attempts to correct underlying problems with the SGP,
such as the failure to take proper account of the eco-
nomic cycle and 1o focus on the underlying probiem

of sustainable debt, were discussed extensively in the
debate on revision, but ultimately not adopted, despite
pressure from the Commission. While the changes did
not address the fundamental economic problems, they
dorepresent aset of arrangements that are more likely to
be adhered to. In practice, the idea that a country could
ever be harshly penalized was ambitious. The penalties
were intended as a deterrent. If naming and shaming
did not work, the SGP was always likely to change if a
significant number of countries were affected, With the
global financial crisis, the SGP is effectively suspended,
as economic performance is generally too weak to gen-
erate the EDP. This is proving a major headache, as in
just three years a decade or so of fiscal consolidation has
been unwound in many MSs, and the financial position
of the most exposed - Greece, Ireland, Italy, Portugal
and Spain - has become a cause for concern.

Various proposals were put forward for reforming
the 8GP, and indeed the Commission itself advanced
proposals (Buti et al. 2002; CEU 2002a), which were
then taken into account in considering SGP reform.
These can he classified under three main headings,
but they ail relate to means of easing the constraints
somewhat without altering the overall principles. The
first set of proposals relates to symimaetry. MS behaviour
is constrained when deficits are in danger of becoming
too large. There is no such restraint on surpiuses, but
a switch from a 2 per cent surplus to balance can have
just as much impact on aggregate demand as a switch
from balance to a 2 per cent deficit. Hence countries
which notch up major surpluses could destabilize the

system somewhat, simply by switching rapidly to a
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modest deficit well within the permissible limit, The
Commission in particular suggested enhancing the
ability to affect fiscal policy in ‘good times’ and thig
is reflected, albeit weakly, In the revised provisions
shown in Box 12.1.

The second set of proposals sought to differentiate
between MSs according to whether they are well inside;
near or above the 80 per cent limit for the debt rativ;
Here the argument was simply that countries with no
sustainability problem should be aHowed more licence
in the short run over deficits. This line of argument,
of course, runs against that in the first group, as such
licence could easily result in much bigger swings in
fiscal policy that will affect the overall level of inflation:
ary pressure in the Burozone if we are talking about
larger countries.

The third group of suggestions related to measur
ment issues. In the traditional literature the concern is
with cyclically adjusted deficits, While measuremént
has indeed been improved, the idea of cyclical adjust:
ment has not been followed. In the main, this is because
what is trend and what is cycle can only be established:
after the event, which is incompatible with the pre-I
emptive rather than corrective SGP orientation,

There was a fourth set of suggestions that looked:
for more of a market solution to the question of fiscal:

discipline. One of the big advantages of EMU has':
been that interest rates on sovereign debt in the pre

ously more inflation-prone and more indebted parts
of the Eurozone converged on the lowest. Credit ra
ings similarly increased. Although there was expiiciﬂy
no agreement to bail out MSs across the Burozone;
the market is behaving as if there were. Or at least
behaving as if the EDP would restrain MSs from run=
ning policies that will ever get them near default. Th
means that there is not so much pressure on marginal

when the problem threatened to spread to Ireland,
Italy, Portugal and Spain, By 2011, Greece, Ireland and
Portugal were all subject to fund arrangements, with
associated strong conditionality requiring determined

borrowing by those states that have debt or deficit ratio
problems.

This has all been completely changed by the fina '_
cial crisis. Interest rate spreads widened extensively
and reflected lenders’ concerns that seme MSs might
default, The extent of the market pressure was such
that the EU and the IMF drew up a joint fund, with
strong conditionality, that Greece could draw on if it
proved impossible for it to raise new debt or roll over
existing debt satisfactorily in the market. This fund;
the European Financial Stability Facility, had to be
enfarged and exiended to the Burozone as a whole

“efforts to bring the rising government debt under con-
2 trol. This facility, in conjunction with the IMF, only lasts
- for three years, and its extension into a more permanent
: arrangement has been subject to considerable debate
¢ inthe fiscally prudent countries that will be the lenders.
The Burozone has thus got itself to a position that
. It previously resisted. MSs did not want to bail each
other out, and SGP and TEU criteria were designed to
make such a threat implausible. By admitting states
¢ with debt problems, albeit assisted in the Greek case
i by incorrect national accounts statistics, and by not
* having a stronger SGP, it has reached the point where

the weaker states can threaten the system. Much of the
reason for the compromise, however, was that financial
institutions in the other MSs had bought Greek govern-
ment debt and hence stood to make major losses in the
event of a defauit.

12.3.3 Policy coordination

The type of policy coordination described thus far dif-
fers from that normally discussed in the literature,
where much of the point is the coordination of mon-
etary and fiscal policy. The argument is that there are
some choices that can be made over how much to use
fiscal policy rather than monetary policy to smooth
fluctuations in the real economy or to maintain price
stability. The set-up within EMU rests on a fairly simple



; it i’ tHat monetary
1 e sed efféctively to achieve fonger-
rreal cibjecuv'es, except in two senses:

» first, that having higher rates of inflation beyond
levels near zero will tend to result in reductions in
the overall rate of economic growth, and indeed
having falls in the price level may also be damaging;
and

+ second, that inept policy that does not generate
credibility will also impose a cost on society.

In general, taking these together, the argument is, in
effect, that the long-run Phillips curve is vertical and
monetary policy per se will not have adverse effects on
the longer-term leve! of unemployment (see Chapter
10). Monetary policy can therefore be targeted appro-
priately at the stabilization of the price level rather
than on objectives for the real economy. The scope for
using monetary policy for smoothing real behaviour
beyond that point is limited. As Thornton {2002) puts i,
in general, the impact of monetary policy on inflation
variation and output gap variation should be regarded
as one of complements rather than trade-offs. A cred-
ible monetary policy aimed at restricting inflation to a
fairly narrow range in a smooth marmer should, ipso
Jfacto, also restrain the fluctuations in output round the
sustainable path,

Similarly, in this simple paradigm, fiscal policy can
affect the rate of growth in terms of how funds are
raised and spent - for example, one can view this in
terms of incentives, Moreover, as discussed above,
for fiscal policy to be consistent with price stability
over the medium term it has to be sustainable (and
betieved to be so by markets). But discretionary fiscal
policy, beyond the automatic stabilizers, is unlikely
to be of much value, except to help exit the deflation-
ary spiral, as Keynes identified in the 1930s; Feldstein
(2002) offers & clear exposition of this view. One of the
main reasons for avoiding discretfonary fiscal policy
to address fluctuations in the economy is that policy
operates with a lag, and there is a danger that by the
time the problem is identified, the necessary measures
are agreed by the legislature and implemented, and the
Impact oceurs, it may destabilize what is then going on.

In the event of a major adverse shock, such as
the global financial crisis, the model is still not dis-
turbed, The shock s so great that emergency action
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is warranted. Each country acting in its own inter
nevertheless acts to stimulate joint demand and red;
the short-run impact (albeit at the expense of high
taxation in the future to pay for the surge in debt). -
Under these circumstances there is no need-
much policy coordination between the monetary an
fiscal authorities beyond transparency. The mg :
etary authorities need to be able to make a reas
able assessment of the inflationary pressure like
stern from fiscal policy, and the fiscal authorities ne
to know what to expect from monetary policy whon
setting their fiscal objectives. The potential conflie
comes from the fact that, unlike fiscal policy, mo
etary policy can be changed quickly and substantial y,
and indeed with fairly limited transaction costs. In {
EU's framework the coordination works because
monetary authorities are predictable. If they do res Ct
quickly it is to specific crisis signals, like the shock of I1
September 2001, Given the time lag for fiscal chanées,
the fiscal authorities need to be confident that their
monetary counterparts will not do anything in th
Intervening period that will render their policy stan
inappropriate. :
Pinning the ECB down to a single objective helps o
achieve this predictability, in the same way that SGP
rules and macroeconomic coordination ensure thatthe
ECB has plenty of warning about the way in which fiscat
policy is likely to develop and hence is less likely to 6
inappropriate levels for interest rates. EMU coordin
tion will not work if the Eurosystem hbelieves that the
fiscai authorities will always be too inflationary and/or
it BCOFIN always believes that the Eurosysten will set
interest rates that are too high. In these circumstances
the problem will be seli-fulfilling, and monetary policy
and fiscal policy will tend to push against each other:
The resulting bias will be a cost. Piscal policy needs to
be credible to the monetary authority and vice versa,
There is a danger of paying too much attention to the
rhetoric in this regard. '
The final part of the simple model which underlies
the coordination mechanism is the belief that it is
structural policies that will change the underlying rate
of economic growth, Hence these form a key part of the
continuing annual policy discussion. Once fiscal policy :
is largely automatic with respect to shocks, the surveil-
lance mechanisms ean focus on sustainab#ity and on -
whether the size of budgetary swings that the auto-
matic processes deliver are appropriate. If there were

ile concern for fine-tuning, then having more than
{lie current six-monthly informal dialogue laid down by
s Cologne process would seem unnecessary.

2.3.4 Asymmetry

aditionally, the focus on the suitability and sustain-
bility of EMU has been on asymmetry in the sense of
.é differences between MSs, as discussed at the begin-
Img of Section 12.2 (page 182). However, a different
symmetry is also present in MSs' behaviour, namely
symmetry over the cycle (Mayes and Virén 2002a).?

. The total deficit is much more responsive in the
“downward than the upward phase, While responsive-
fiess over the cycle as a whole is of the order of 0.2-0.3
“{a 1 per cent increase in real GDP lowers the deficit
ratio by 0.2-0.3 per cent) in the first year, it is five times

ogether all the influences - automatic stabilizers, dis-
cretionary policy changes, interest rate changes and
ny special factors. On unbundling, we can see that
the automatic or cyclical part of the deficit behaves
in a fairly symmetric manner. It is what governments
“choose to do with the structural part of the deficit that
causes the asymmetry. What has happened is that gov-
‘ernments increased the structural deficit in both down-
turns and upturns. Thus in good times governments

ndto allow the system to ratchet up. The effectis split

between revenues and expenditures, but the asymme-
try is more prominent on the revenue side, Tax rates are
cut in upturns so that revenue to GDP ratios do not rise,

The SGP, EDP and other components of macro-
economic coordination in EMU would have to lean
against this tendency for asymmetric behaviour to

- reduce the pressures it generates. In practice, the pres-
sure is placed somewhat more on the downside: the
area where governments have themselves responded
more effectively in the past. Tackling this asymmetry
and ‘procyclicality in good times’ was incorporated
in general texms in the revised SGP (see Box 12.1).
Whether this wili have much effect is debatable, espe-
clally after the experience of the financial crists,

It has to be sald that the earlier discussion of coor-
dination leaves a lot to the credibility of the process.

Institutional credibility wouid be much greater if the
depree of controf over fiscal actions at EU level were
larger and there were some parallel institition to the
ECB on the fiscal side. While this is not on the politi-
cal agenda, its relevance would be much greater if one
further plank, which characterizes most economic and
menetary unions, were in place, namely a significant
revenue-raising and spending capability at EU level,
This does not have to take the form of a larger budget
per se (see Chapters 10 and 19), as transfers from one
region or MS to another in a form of fiscal federalism
would also suffice (see Chapter 10). Cuurently stabiliza-
tion takes place automatically within MSs. It only takes
place between them to the extent that their agreed
and automatic actions spill over from one to another
because of their economic interdependence. The
actual size of such a budget - around 2.5 to 7 per cent
of BU GDP - would be highly effective (MacDougalt
Report/CEU 1977a; Mayes et al. 1992; Chapter 19), but
is quite small compared to many existing federal states.
It is, however, large compared to the structural funds
and the current budgetary limit.

BU enlargement has increased the need for fiscal
federalism, although the current small economic size
of new mémber states (NMSs) keeps down the scale
of any transfers needed in the short term. We are
cohcerned here with cross-border fiscal flows to help
balance out the effect of asymmetric shocks; dealing
with income inequality is a problem of a very different
order, Nevertheless, given the persistence of shocks,
particularly with respect to thelr impact on the Iabour
market, if fiscal flows do not ease the pressure then
other changes will result to compensate, The rnost
obvious would be an increase in migration, That is also
not politically atiractive at present {see Chapter 8). It
remains to be seen whether some greater integration
on the macroeconomic side of EMU may not be pre-
ferred to increasing flexibility through cross-border
migration, The relative attraction of stabilizing flows is
that, according to their definition, they should be tem-
porary. However, the shape of economic cycles does
vary across the EU. Nevertheless, as economic and
financial integration increases across the EJ, so self-
Insurance increases with diversification of income and
wealth generation across the EU as a whole, helping to
smooth the asymmetric shocks hitting any particular
region without recourse to fiscal transfers (Mundell
1973b; Chapter 10).
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Before BMU moves further towards ‘completion’, it is
likely to continue to expand through the inclusion of
niew members, Thus far the five NMSs that have joined
- Cyprus, Estonia, Maita, Slovakia and Slovenia - are
all small. Bven if many of the NMSs were to join, the
economic effect would be limited. Only Poland and,
to a lesser extent, Romania are of any size. Their effect
on the dynamics of decision-making wouid be much
more dramatic, and indeed the Eurosystem may well
invoke its ability to alter the voting arrangements on
monetary pelicy to move the balance back in favour
of the large, original members. Adding Denmark and
Sweden would make little difference to the structure
of the Burozone or the issues that have been raised in
this chapter. If the UK were to join, the position would
be different, as the country is large enough to alter the
balance of the SMP. Also, since the UK is somewhat
different, both in its flexibility of response and its sym-
metry with the other MSs, the consequences could be
measurable. Adding more NMSs is likely to take place
with a level of income per head well below the aver-
age of the existing members, as convergence in these
real terms is not one of the criteria. This could aiter the
character of the Burozone.

We have already noted that in the run-up to member-
ship there was greater convergence of MSs.than there
has been in the period since. This was because they had
to run their monetary and fiscal policies individually to
converge to quite a narrow band. Once inside, the 5GP,
ED? and the rest of the coordination under the BEPG
apply, but the SMP is no longer related to the inflation
concerns of each country, just the total, so more infla-
tion, and indeed growth variation, is possible and fea-
sible. This experience s likely to be reflected even moxe
strongly by the new members, as they are generally
expected to ‘catch up” quite rapidly with the existing
members in real terms. This means that they will have
faster rates of growth than the existing members, driven
primarily by productvity. It has also been pointed
out that this may have implications for inflation and
monetary policy. While the price of tradable goods and
services may be reasonably similar across the EU, the
same is not the case for non-tradables. Large portions
of non-tradables are public and private services, where
their principal input is labour. As productlvity grows
in the tradable indusiries, so wages are likely to rise

with it. In turn, in a competitive economy, this is likely
to resuit in wage increases in the non-tradable secto
There it will not be so easy to find productivity growth
to offset it and prices will tend to rise. In so far as therg
are no offsets elsewhere, this will resuit in a rise in thg
general price level that is faster than in the rest of the
euro area {see Chapter 11). :

This process, known as the Balassa-Samuelso
effect, will probably not be substantial by the time
NMSs join the Eurozone - perhaps of the order of 1 peﬁ
cent a year {Bidrksten 1999). Given that NMSs, taken
together, will only contribute a fraction of Burozone
GDP, this tmplies that the total effect on inflation would
be of the order of 0.2 per cent a year. That may seem
very smal, but with a medium-term target of inflation
below 2 per cent, it could represent an increase in thé
rate of interest. The actual impact is speculative and
could vary from the disastrous to the trivial. It would
be disastrous if some countries cannot cope with the
increase in the real exchange rate that this relative
inflation might imply. The problems of asymmetry that
have worried some of the old EU MSs could be much
larger for NMSs, yet the drive for locking in credibility
and buying lower interest rates by Eurozone mem-
bership may be sufficient to play down the worries
about sustainability at the time of joining. Too rapid an
expansion of EMU could actually harm the prospects
of the enterprise as a whole. It s therefore not surpri;
ing that the ECB has already blown relatively cold on
some of the ideas implying ea:ly membership and has

sought to toughen the interpretation of the conver-

gence criteria.

Nevertheless, the harsh experience of the Baltic::
States in the global financial crisis has shown that, by [
and large, they can cope with the largest adverse shocks
that are likely to hit them and, in the case of Estonia,
bounce back sufficiently to meet the convergence cri-

teria for jolning the Burozone. With a currency board;:
Estonia has effectively been a member of the Eurozone

since the outset, but without a vote.

+ 'The structure of EU monetary institutions set up in 1.
1998 for euro introduction on 1 January 1999 have .
a lot in common with the USA's, but the nomencla- 2.

ture is confusingly different and the arrangements
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complex. The Governing Council, chaired by the
ECB president, composed of the six members of the

- Bxecutive Board and governors of the participat-

ng central banks, currently seventeen, decides on
monetary policy (MP).

Burozone MP is focused on price stability, defined
as inflation below but close to 2 per cent over the
medium term. The system’s structure emphasizes
the Eurosystem’s independence.

Although there is no single fiscal policy (FP) to
match the single MP, EU MSs have an elaborate
annuai cycle of policy coordination under Broad
Economic Policy Guidelines {BEPG).

The most important element in FP management
is the Stability and Growth Pact (SGP), which on
the one hand tries to keep MSs’ fiscal position on
a path of consolidation towards a low and sustain-
able public debt, and, on the other, has an excessive
deficit procedure (EDP) to try to prevent fiscal defi-
cits in excess of 3 per cent of GDP in any year. The
system was revised in 2005 and the EDP is not oper-
ating in the financial crisis because of the severity of
the downward pressure on GDP.

Coordination between MP and FP occurs through
open discussion and having a rule-based system for
MP that makes it predictable for PP-making.

The SGP is inherently asymmetric and does not

.. have matching rules for surpluses; nevertheless, the

focus on deficlts counters the previous asymmetric
trend towards a worsening fiscal positdon in most
MSs,

There is little enthusiasm for a clear, BU-level fiscal
capability, but couniries remain keen to join the
Burozone, with Cyprus, Fstonia, Malta, Slovakia
and Slovenia having joined since the notes and coin
were introduced in 2002, It is the inflation criterion
that makes enlargement so difficult, as a country
must be within 1.5 per cent of the inflation rate of
the lowest three inflating countries in the entire EU
of 27, not just the Burozone.

Compare the structure of the monetary institutions
and decision-making in the EU and the USA.,

What is the objective of MP in the EU? How Is it
achieved?

@

Is the Eurosystem really independent?
How is coordination of FP among MSs achieved in
the Burozone?

~

5. What is the excessive deficit procedure? Does it
work?

6. How does the SGP hope to achieve a prudent EP in
the EU?

7. Are MP and FP coordinated in the EU?

8, Whatis the Balassa-Samuelson effect? Wiil it inhibit
the expansion of the Eurozone?

9. What problems does the lack of an ElU-level fiscal
capability create for macroeconomic policy in MSs?

FURTHER READING

CEU (2008h} EMU@10: Successes and Challenges after 10
Years of Economic and Monetary Union, DG BCOFIN,
Brussels,

de Grauwe, P. {2008) The Economics of Monetary Union,
Oxford University Press.

ECB (2004) The Monetary Policy of the ECB, ECB, Frankfurt.

NOTES

1 ECB (2001} is one of the most comprehensive and
straightforward of the many available descriptions of
the institutional arrangements; see also Chapter 3.

2 The Eurosystem is also planning to move to a system

where only some of the governors have a vote (by rota-

tion) when the number of MSs exceeds fifteen. However,
it will still be the case that the number of voting gover-
nors will substantially exceed the number of Executive

Board members. Despite the number being seventeen

for the start of 2011, this system is yet t¢ be implemented,

Sometimes more than one.

4 'The special measures taken during the giobal financial
ctisis show that this is not really true in practice, at
least In the short run, as the ECB has bought extensive
amounts of governmental debt from commercial banks,
particularly from the troubled MSs, in order to main-
tain liquidity and effectively ease monetary policy once
interest rates approached zero,

5 See Hodson and Maher (2004} for a clear exposition of
the processes and their role n policy-making. These var-
ious processes are brought together under the ‘Helsinki
process’,

6 The study uses annual data for the period 1960-99 for
the 2002 EU MSs, exciuding Luxembourg, and treats
them as a panel. The structural deficits are as defined by
the Commission.
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