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ABSTRACT

The paper outlines the challenges for entry into EMU set up by Germany and the
extent to which potential members accepted these challenges. Three groups of
countries are identified: the core group (D-mark zone), the ocutsider group {(countries
not willing to participate), and the convergence group (formerly) unstable countrics
willing to participate). It is especially the progress towards convergence made by the
convergence group and the non-compliance of most countries with the fiscal criteria
which leads to uncertainty for the future path of European monetary integration: there
is still no consensus on the interpretation of the convergence criteria. Additionally,
there is another - maybe even more important - challenge for Eoropean monetary
integvation: the lack of a consensus about the blusprint for economic policy making in
an European cumrency arca - centralized versus decentralized, active versus passive
monetary and exchange rate policy.
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The Challenges of Monetary Convergence in Europe

. INTRODUCTION"

The decision to speed up European monelary integration taken in Maastricht in
December 1991 was primarily a political decision and came as a surprise to most
economists. Certainly, the agreement on the condilipps and the timetable for the
transition from the European Monetaty System (EMS) to an European Monetary
Union (EMU) followed a period of exchange rate stability (Collignon 1994:.37-
38). This period from 1987.to 1990 which is sometimes called 'hard, EMS' was
characterized by a narrowing of exchange rate bands to +/- 2.25 peicent for the
old members and the inclusion of new members (Spain (1989), United Kingdom
(1990), Portugal (1992)) with a larger band of +/- 6 percent around the official
ECU parity. But the discussion among economists was centered around the
question whether or not the EU is an optimal currency area. The consensus that,
if at all, this is the case only for a core group of countries was based on the
reasoning that the elimination of the exchange rates has economic costs in terms
of delayed real adjustment to changes in the economic environment differing

between individual countries {Bean 1992: 33-38).

Interestingly, it was the real shock of German unification which made the
Maastricht decision possible after all: the strategy of Germany to weaken political
tesistance against unification by fostering the plrocess of European integration.
Yet, Germany was prepared to surrender monetary soveicignty only under ils
own terms, i.e. a maximum of certainty on monetary stability in EMU. This

politica! background explains why the conditions for EMU laid down in the

* A former version of the paper has becn contributed (o a seminar on European Monetary
Union convencd by the Institule for Eutopcan-Latin American Relations (IRELA) and the
Inter-American Development Bank (IDB) in Barcelona, March 1997



Maastricht Treaty aré more abouit redicing: the risk that the neéw European
currency will become less stable compared to the D-mark rather than aboul
reducing the costs of a common currency. It reflects the position of Germany to:

Timit costs of losing one of its countries most valuable assels, i.e. ifs currency.

The paper outlines the chailenges for entry into EMU set up by Germany and the
extent to which potential members accepted these challenges. Chapter IT will dis-
cuss how the German strategy to define a low-risk ‘scenario for EMU resulted in
the définition of convergende criteria and in the design of ari independent Etiro-
pédn Central Bank (ECB). While these two aspects have already been inicluded
i the’ Maastricht Treaty, another one was addéd recently:' the Stability” Pact.-
Chdipter T1i wilf then deal With the costs of 2 common cuirency, In an economic
sense, possible costs are related to the concept of policy making in a monetary
union. Given the fact that intra-union exchange rates will be fixed, there are basi-
¢ally only two policy instruments left for réal adjustment: fiscal and labor market
policy. In a political sense, EU countries have different positions and different
strategies during the transition process which will lead to a different perception of
the costs of becoming members of EMU. Based on the discussion of tisks and
costs, Chapter IV outlines transition scenarios with respect t0 membership and

technical problems. Chapter V summarizes the results of the paper..
. PRECONDITIONS FOR EMU
I..  The Convergence Criteria

The Maastncht Treaty maps out conditions and a ‘timetable for the transition to
mcmetary umion {EMI 1996b). Four criteria have to be fulfilled on a sustainable

basis for admitting a country to EMU {Article 109):



1. A consumer price inflation rate no more than 1.5 percemage points above the

average for the (at most) three countries with the lowest inflation rates;

2. Average nominal long-term interest rates no more than 2 percenlage points

above those for the (at most) three countries with the lowest inflation rales;

3. Pasticipation in the EMS wunder normal bands and no exchange rate

realignments for at least two years;

4. A sustainable govemment fmancml po'amon defmed as a general govemmenl
deficit to GDP ratio Do more than 3 perccnt and a gross dcbt to GDP ratio no
more than 60 pcrcenl_(wnh exceptions if an "excessive’ deﬁpll is temporary, or

an “excessive” deficit and for debt ratio is declining at a "satisfactory” pace).

The purpose of these criterial is to prevent the union being destabilized by the
premature admission of a country whose economic fundamentals are not vet
compatible with a fixed exchange rate (Bean 1992: 44-45). Qbviously, a central
requirement then is that trend inflaiion rales are the same. The first three criteria
are intended to ensure this, criterion 1 covering the recent past while rules 2 and 3
are inlended to be more forward looking in nature. While the long-term interest
rates are positively correlated with inflationary expectations, a recent devaluation

can be expected to increase inflationary pressure in the near future.

Whether these critcria are sufficient is debalable, since convergence in long-lerm
interest rates may simply réflect the credibility of the intention to move to
monetary union, and therefore to lock future short-term interest rates in different
countries even more closely logether. Furthermore, even if inflation rates may

have converged, the real exchange rate could still be some way from sustainable

1 The Maastricht Trealy also has a [ifth criterion which, however, is largely neglected in the
discussion, Convergence should also be measused by the balance-of-payments silualion, the
integration of markels, unil-labor costs, and olher price indices (real convergence).



levels. The criteria are also cle.ﬂ:natail')iiai &ééuse they .\'#r'i'l! iJ'mnecliater"Ids'é their
importance with the introduction of ‘a new cﬁn‘ency and because the imeversible
fixing:of::the exchange rate against a stable anchor cumrency can be a highly
cfficient stabilization program (DeGrauwe 1994: 148-156). If this is the case, ex-
ante. smblltzatlon as requmed by the Maastncht cntena “has economic costs for

hlgh mﬂauon couniries.

Cntern:m 4, wlruch is not a convergence criterion in lhe strict sense, is different to
the exient thal ﬁscal variables will matier also after monetary unlﬂcatlléﬁ The in-
tention during the transition phase is to ensure that no coumry jOll‘IS the moenetary
union when its pubhc finances are in such a state that :hey rmghl destablhze the
monetary union. The general idea is that hlghly indebted member states may try
to reduce the real debt burden by striving for a monetary policy in EMU which
produces higher than expected inflation rates. For two reasons, criterion 4 is most
hotly debated. First, it is the criterion-which provides the largest room for inter-
pretation. While there is now a consensus that with respect to criteria 1 and 2, the
averages of the three countries with the lowest .inflation rates should be used to
calculate a reference rate and that participation in the EMS is easy to observe, the
terms "excessive” and "satisfactory” are flawed by lack of a quantitative defini-
tion. Second, the so-called fiscal criteria are the ones which are likely to be

missed by most countries.

Figures:1 to 4 show the process of convergence with respect to the inflation,
interest rate and fiscal criteria from 1991 to 1996; Table 1 summarizes the results
from the official convergence report from the Evropean Monetary Institute (EMI
1996b-updated with data from the annual report EMI 1997) based on data avail-
able up to Septermnber 1996 as weil as the forecasts from the European Comenis-
sion (EC 1996) and the QECD (OECD 1996) for 1997, Forecasts for 1997 are of



Table 1 — The Progress of Convergence

Long-term interest

Inflation rates
(annual change, rates
. percent) (percentage points)

1996 1997 1997 | . 1996 1997

(EMD | (EC) |(OECD)| (EMD) (EC)
Belgium t.8 2.1 1.9 6.5 6.2
Denmark 19 | 24 { 25 | 72 6.7
Gennany ¢ 1.7 1.5 6.2 6.1
Greece
Spain
France
Irland
Ttaly
Luxembourg
Netherlands
Austria
Portuga!
Fintand
Sweden
United Kingdom
Reference rate®

4 For the calculation, see text,

Fiscal batance

{percent of GDP)

1996

(EMI)

Public debt
(percent of GDP)

SRR L

Source; EMI 1596b; 1997; EC 1996; OECD 1996; own calculations.



utmiost nnportance because of the timetable for monetary unification. After the
first possibility to start EMU was missed because Lhe Eumpean Council of Heads
of States or Government (henceforth: Europegm Councily decided i in 1996 that no
majority of EU members has fulfilled the criteria,‘monetary union will start on
January 1, 1999, with whatever states are eligible f'c}_r.'membcrship‘ Therefore, the
European Counci! has to 1ake its final decision in early 1998 and the EMI will
prepare the final convergence report based on acwal data for 1997 at the
beginning of 1998:2 It is also of importance to include two sources for Ithe
forecasts because of political considerations. The EC is not neutral in the process
but can be expected to have a pro-EMU position due to the fact of being an EU

organization. In contrast, the OECD exphcnly clalms to be neutral with respect to

European monetary integration.3

Tables 1 1o 4 show that convergence measured by the individual criteria has been
quite different since Maastricht. The inflation crigerion is the one revealing the
most clear cut trend towards convergence; the average for 'alllj},l_S EU members
(EU15) decreased constantly from 5.6 percent in 1991 to 2.4 percent i 1996
The most dramatic reducnons in inflation rates can be observed ‘with respect to
the countries with the initially highest inflation rates (Greece, Portugal Sweden,
and the UK) and in Finland which became the country with the fowest inflation
rate by 1996. )

The picture for long-term interest rates is similar to the one for inflation rates

concerning the general trend for lower interest rates. However, it differs in two

2 There will also be & repott prepared by the EC. Both réports will be evalyated by the
European Councit of Ministers of Economics and Finaznce which, in turn, will forward a
recommendation to the European Council of Heads of States or Government.

For the reason of non-comparability, the latest forecasts of the EC are not considered in
Table 1 but mentioned throughout the fext in the case that they differ from the results
shawn in the able,



respects. First, neglecting Portugal and Greece (not reported in Figure 2) which
made the most pronounced progress towards lower long-term interest rates, the
difference between the country with the highest rates (Italy) and the lowest rates
{Luxembourg) hardly changed between 1991 and 1996, Second, the reduction of
interest rates consistent with declining inflation rates was temporarily reversed

during the years of the EMS crisis (except for Luxembourg).

The exchange rate crisis started with the devalvation of the lialian lira at
Septermber 14, 1992 and led to subsequent devaluations for the lira, the Spanish
peseta, the Portuguese escudo, and the Irish punt as well as the demission of the
lira and the British pound from the EMS and the abandonment of the ECU peg of
Sweden and Finland. Finally, in order to prevent a devalvation of the French
franc, the fluctuation bands were widened from 2.25 percent on either si:de of
central parities to 15 percent in August 2, 1993. Obviously, the cxchangéi rate
crists increased reaf interest rates until devaluation expectations were redu;}ed by
nominal devaluations. Since March 1995 when the Spanish peseta and the
Portuguese escudo have been devalued, no changes in parities have taken place
and exchange rate fluctuations calmed down. Consequentiy, long-term interest
rates started to decline again in 1996 and Italy and Finland entered the EMS on

the still generous terms of a 3¢ percent fluctuation band.

As a reflection of these facts, ‘Table 1 reports that the state of and the
perspectives for convergence with respect 1o the inflation and interest rate criteria
are appropriate. Following the EMI convergence repon, onl;.'C:iréece, Spain,
Italy, Portugal, and the UK fail to meet at least one of both criteria. For 1997,
both the EC and the OECD expect only Greece to report to high inflation and

interest rates. Together with Sweden and the UK, Greece will also fail to meet



Figure 1 —In{lation Raics s the 15 EU Member Stares, 1991-1996 (annual change in percent}
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Figure 2 -—Long-Term Interest Rales in the 15 EU Member States, 19911996 (percentage
poinis)
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Figure 3 —Fiscal Balance in Lthe 15 EU Member Slates. 1991-1996 {perceat of GDP)
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Figure 4 —— Public Dbt in the 15 EU Member States, 1991-1996 (percent of GDP)
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the exchange rate criterion because these three countries still do not participate in
the EMS4

Contrary to progress on the inflation and exchange rate front, fiscal indicators did
not show a clear trend towards fulfilling the criteria. Figure 3 shows that fiscal
balances rather deteriorated until 1993. Obviously, the EMS crisis led lo'fa new
policy scenario. Three explanations are at hand. First, the long period of absence
of an exchange rate crisis in the EMS may have led to an attitude of Iook'mé at the
agreement on building 2 monetary union as a self-fulfilling prophecy. Second, the
countries with an initial deficit less than 3 percent may have thought that higher
deficits would help to end the recession soon and wounld be ¢asy to reduce
afterwards. Third, countries with a high level of indebtedness may have thought
that the criteria would not be interpreted in a strict sense if most countries would
fail to meet them. Nong of these expectations has materialized and the trend
towards higher fiscal deficits has been reversed since 1994 when it turtied out that
the anchor currency country Germany insisted on taking the fiscal deficit criteria
very seriously. The most prominent examples of this general trend are Sweden
and Greece. The most prominent exceptions being Luxembourg and Ireland with
a permanent surpius, Germany which showed increasing fluctuations around the 3
percent rate, and Italy which permanently mdp§ed the deficit starting from a very
high level.

4 According to the Treaiy, EMS participation under "normal conditions” is required for the
last two years before the decision on EMU is taken. Therefore, the enuy of Italy and
Finland into the EMS in late 1996 would have been 100 late. However, the political
reactions t0 these events seem 1o indicate that the exchange rate criterion will be
interpreted in the sense that participation with wide bands and for iwo years before the start
of EMU may be sufficient to fulfiti the criterion.
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The comparison between Figures 3 and 4 reveals that lowering fiscal deficits has
-not been large enough to achieve a lower level of public indebtedness. Italy
exemplifies the iagged impact of an improvement in the current fiscal simation on
the level of indebtedness. While the deficit decreased from 10.2-in 1991 to0 6.6
percent of GDP in 1996, indebtedness increased from 101.4-t¢ 123.4 percent-of
GDP. Only if the primary fiscal surplus (fiscal balance before interest payments)
is sufficient to reduce the debt stock significantly and the interest _ purdep
decreases, fiscal consolidation can gain pace. This is demonstrated by the cases
of Denmark and Treland. These two countries have already been marked as cases
of sufficient adjustment by both the EC and the EMI which means that although
public debt is significantly above 60 percent of GDP the reduction of the debt

ratio shows a sustainable convergence towards the reference rate.

Table 1 also reflects the rather slow progress of convergence with respéct to the
fiscal criteria. Only Denmark, Ireland and Luxembourg are likely to fulfill both
criteria in 1997, According to EC projections France could be added to the list
and Germany and Spain would at least fulfill the deficit criterion. However, the
figures for the 1997 deficits of 2.9 and 3.0 percent respeciively -give the
impression that these estimates contain at least some wishful thinking.> It has also
to be considered that more and more countries switch to the art of "creative”
bookl‘ceép’mg: France coumts a one-time transfer of cash from France Télécom to
the go#émment (0.5 percent of GDP), in exchange for the company's pension
liabitities to be covered by the slate, Traly collects an "ewro tax” ((.6 percent of
GDP), which is to be partiaily refunded in futute years, and Austria privatizes
public debt by shifting it to quasi-fiscal budgets (about 4.5 percent of GDP

5 The latest EC projections are even more optimistic: the UK is expected 10 keep its deficit
betow 3 percent (2.9); Fintand is expected to reduce its indebtedness 10 a ratio below 60
percent of GDP (59.2). Moreover, Finland together with the Netherlands are proposed to
be skipped from the Yst-of couniries with excessive deficits (Burope, No. 6961 (N.5.)).
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-u:c:ordmg lo opposition parties). At the same time, other countries like Portugal,
Spaln and Belgium resort o the shorl term measure of prwatlzmg public assets
(Focus 25/11/96; the Economist 3{};’11396) To sum up, only Luxembourg fulfills
the criteria without any doubt, while Denmark and Ireland fulfill the criteria only
due to sufficient adjustment. Al other coumnes mlss at feast one precondmon for

EMU membership.
2. The European Central Bank (ECB)

The ECB will be ar the beart of the European System of Central Banks (ESCB)
consisting of the ECB and the National Central Banks (NCBs) (Gros and
Thygesen 1992: Chapter 13). Given the German preference for a low-risk
scenario, it would be no surpfise if the Statutes of the ECB show strong
similarities to the Bundesbank (Buba). This is indeed the case (Willms 1992: 217-
221). However, the biueprint for the ECB also includes elements of the Federal
Reserve System-(Fed) of the United States (Walter 1993::226-245).

Stmllanlles to the Buba concept show up when lookmg at the de(:ls:on maklng
pmcess the 1mplemenlatlon of monetary policy and 1he mdependence of the
bank. The deciston making process takes place in a Counm] in both the ECB
(Govemlng Counc:l) and the Buba (Bundesbankrat) These Councﬂs con';lsl of
the members of the Execmwc Board (D:rektonum in the case of 1he Buba) and
the presndems ofthe reglonal centrat banks, i.e. the NCBs in the case of the ECB
and the central banks of the German Linder (Landeszentralbanken). Each
member of the Councﬂ has one vote and dec1SIons are taken by simple majority.
ThIS seems to be qulte similar to the construction of the Federal Open Market
Committee (FOMC}). However, Lhe decisive difference is that the FOMC consists
of 7 members of the Board of Governors and only 5 members from Federal
Reserve Banks. This implies that the FOMC is dominalc& by the Board of

Governors; whereas the Council of the ECB and the Buba are dominated by the



members of the regional central banks (assuming that a majority of EU members

will participate in EMU).

In contrast, the 1mplemenlal|on of monetarv pohcy is highly decentraiized in the
us because it falls into the responsml]]ly of the Federal Reserve Banks. In both
the Buba and the ECB the Board is the main executive power. In Germany, the
Direktorium implements all open market and foreign exchange market operations
apd leaves some discretion to the Landeszentralbanken only in the case of
measures which havé an exclusively regional impact. In the ESCB, the
implementation of all measures of monetary policy falis into-the responsibility of

the Executive Board.

The same relationship between the Fed, the Buba, and the ECB shows up When‘
analyzing the independence of the central bank. Members of the Board of
Governors are appointed by the President of the US, controfled by the Banking
Committee and 'Iby the Joint Economic Committee, and are obliged to target
monetary policy at achieving not only price stability but also full employment,
balance-of-payments equilibrivm, and real growth. Additionally, the Fed has to
support the general economic policy of the government. The latter is also the case
{or the ECB and the Buba, but only to the extent that the prtmary target, price
stability, is not in danger. T‘n¢ two central banks are also similar with respect to
financial and functional independence, te. they have own financial sources and
they are not controlled by parliament. Addiiionally. lhe personal independence of
the members of the Council is fairly guaranteed. In Germany, the appointment of
& new member of the Direktorium involves the government, the Council of the
Linder (Bundesrat) and the President of the Republic while the presidents of the
Landeszentralbanken are appointed by the respective Léiﬁder‘ In the case of the
ECB, the members of the Executive Board have (o be appointed by the European

Coundil (unanimous vote) and the presidents of the NCBs are appointed by the
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reépécfive countries ziccording “to their national proceduré.®  Additionally,
borrowing to the government is strictly prohibited for the ECB while they are
only restricted for the Buba and allowed. for the Fed. All in all, the ECB will be

even more independent from political influences than the Buba presently is,

A's:!;.vals":memioﬁed above, there are also some similarities between the ECB and
the Fed. One sirﬁi[arily is the legal independence of the regional central banks,
i.e. the Federal Reserve Banks and the NCBs. More important for practical
menetary policy. the Chairman of the Board of Governors of the Fed and the
President of the ECB have a qu'i'le' strong position. They both represent the bank
and have the decisive vote in the Board and in the Council in the case of a

stalemate.
3. The Stability Pact

Although Germany convinced the other EU members to agree on rather
demanding convergence criteria, ‘10 design the ECB according to the Buba
blueprint, and to locale the monetary authority in Frankfort, discuséions in
Germany.about the stability of the new currency did not come to a halt but rather
swelled with time approaching the starnt of EMU. Finally. the German Council of
Economic . Experis (Sachverstindigenrat) rcconunended the government_-to
convince the Buropean partners that a stable European currency needs an

agreement on fiscal stability during EMU.

The main argumentation runs as follows (SVR 1995: 246-259). The [iscal criteria
for entry ‘into the EMU are not sufficient because they oniy provide an incentive

for a consolidation of government finances in order to fulfill entry conditions

0 “The terms of the members of the Executive Board is 8 years (they can not be reelecied): the

other members of the Goveraing Councit should have a minimum term of 5 years. The

" members of the Dirckiorivm and Rat including the president of the Buba have a maximum
of 8 yeats (2 erms).



while renewed fiscal expansion is unrestricled after entry into EMU. This creates
a problem for the stability of the common currency because market participants
anticipate monetary policy to become more expansive in order to lower the real
debt burden of highly indebted countries or even to bail them out. Although this
has been explicitly excluded in the Maastricht Treaty, the credibility of excluding
a bail-out is rated to be rather low. The intention of a Stability Pact is, thercfere,
to penalize excessive deficits in order to discourage governments from becoming
expansionist. This should: lead to an environment for .the ECB which makes it

easier (o conduct a stable monetary policy. -

However, this position is not undebated even within Germany. Critical argl;méﬁts
are concerned about the need for such a regulation of fiscal policy making or fear
that the Pact may be even counterproductive (Schweickert 1996: 198-204).
Generally, the regulation of fiscal policy is only necessary for a stable monetary
policy if some assumptions are fulfiled. First, it has to be assumed that monetary
policy actually can reduce the debt burden via a surprise inflation. But such a
suiprise inflation can reduce real interest rates only in the short-run, It will at the
same time increase the cost of refinancing public debt by increasing long-term
interest rates and by shortening the term structure of public debt. This will make
it rather difficult for a highly indebted country to convince other EMU members
to share this burdel;l. It is at Jeast more difficuit than for a national government to

urge upon a pational central bank.

Second, the argument jn favor of a Stability Pact also assumes that each member
of the Council of the ECB will represent her national preferences or the interesis
of her national government. This is an important argument because it has always
been claimed by German politicians and economists that the independence of the
Buba leads to the effect that new members of the Council rather quickly cease to

represent the preferences of their respective supporting group and instead adopt



the preferences of the institution. But even if one follows the argument and
assumes that members of the ECB Council will represent national preferences,
the decision making process makes it rather difficult for highly indebted countries
1o'influence monetary policy. This 1s because the six members of the Directorate
have to be appointed by unanimous vote from the European Councit which makes
it rather. likely that the members come from the more stability-minded countries.
Together with the six presidents of their national central banks they represent
iwelve votes - the simple majority even with-all EU-members on board. would be
eleven votes. This implies that the more stable countries can easily dominate the

decision making process. N

Third, the proponents of the Pact also-have 10.assume-that the capital markets can
not discriminate between borrowers with different credit standings and ,
therefore, can not force highly indebted countries to adjust early. However, it is 1o
be expected that the ability of the capital. market to fulfill this task will improve
with currency unificatipn because this step wil eliminate exchange rate risks and

improve capital mobility.

Finaliy, the Stabilily Pact could backfire because it makes explicit that there are
édnsiderﬁb]e doubts whether or not the ECB can foilow a monetary poiicy
t'argeled at prowdmg price stability in Europe lt therefore diminishes the
cred:l:uhty of the central bank. It also increases the pressure on monetary policy to
achieve other targets like full employment if it effectively rules out the use of
fiscal policy to a considerable extent. Moreover, it is likely to deepen recessions
for' countries ‘with a deficit of close 10:3. percent of GDP before recession. To
prevent the deficit rising above the ceiling, the government would need to cut
spending and raise taxes - aggravating the slowdown - or to pay a fine which

even increases the need to cut spending and to raise taxes. - -



Notwithstanding these arguments, Germany Proposed that governments failing to
keep their budget deficits below 3 percent of GDP would have to place a deposit -
with the European authorities. If the excess borrowing continiéd, the funds would
be forfeit. Fines would be calculated at the rate of 0.2 percent of GDP plus
another 0,1 percent for every percentage point by which the deficit exceeded 3
percent of GDP, ie. a deficit of 6 percent of GDP would have triggered the
maximum fine of 0.5 percent of GDP. Had such a pact been in force in 1996 the
fine for Germany itseif would have been $ 7 billion. In the end Gemlany cllmbed
down at the Dublin meeting in December 1996. The co'nprom.tse named Stablhty
and Gmwth Pact deﬁnes automatic exceptions rather Lhan automatic fines (see
Scheide and Solveen l99?a 15-17). In case of an eeonorme declme of less I.han‘
0.75 percent or econormc growth Lhe countries agreed that "as a rule" :they wﬂl;
keep the fiscal deficit below 3 percent of GDP, ie. the rules for “excessive"

deficits (Art. 104c of the Maastricht Treaty) apply as before In case of an
economic decline between 075 percemnt and 2 percent counmes can plead
excepuonal circumstances” in order to avoid a fine whu_:h may be as big as 0.5
percent of GDP. In practice this means that a procedure involving the EC and.the
Counc:l of Ministers containing six steps is set in motmn which prowdes
consuierabie scope for political discretion. In case of an €CcOnomMic declme of
more lhan 2 percem of GDP EMU rnernbers will be free to allow thernsclve';
fiscal deficits above 3 percem of GDP, ie. the provisions of Art. 104c do not
apply atall. |

It IS reasonable to assurne that such a pact is unltkely to be el’feclwe in
constraining ﬁscal expanblon but hkely to underrmne the credlblllty of the no- -bail-
out clause of the Maastricht Treaty. The pact 15 also a valuable bargammg chlp
for countries not fulfilling the public debt criterion. This is because the fiscal
deficit criterion of 3 percent of GDP has been designed to lead to an automatie

convergence of public debt levels. towards the required 60 percent level
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(assuming an average grawth-of nominal GDP of 5 percent). Hence, with deficits
bound below 3 percent by the Stability and Growth Pact, public debt level will

converge anyway somewhat in the future,

111, CONSEQUENCES OF EMU
1.  Economic Costs

Economisls have never been sure about economic costs of monetary integfalion
which are rclated cither to the process of transition to a monetary union of to
fuhning the monetary union itself (see DeGrauwe 1994: Chapter 1). Some of the
possible costs related 1o transition have already been mentioned in Chépter I In
order to be eligible for memberShiﬁ in EMU, potential members have to siabilize
prices and to consolidate government finances ﬁrst‘. This needs restrictive
monetary and fiscal policies and if implies cos;fs in terms of , at Jeast temporarily,
higher unemployment if relative prices do not adjust immcdiatel-y; While there is
li.tlle doub about this fact, the problem is to relate these costs either to the sins of
the past or to the current probiem of transition to EMU. As there is little. doubt
about the costs of stabilization and consolidation, there is Tittle doubt as well
about the positive effect of stable prices and a consolidated budget on economic
growth. Hence, countries with high inflation an:d high fiscal c_leﬁcils..woul.cl-.l.lave
had fo bear er;onmﬁic costs in the future 'irrespeclivél .'of the monetary integralibn

process.

A different problem of transition stems from the fact that economic performance
and market Iexpecialions are interdependent. This mééns that interest rates on
publib debt of the highty indebted countries were ]ov:\-rgll'.ilf ‘there were no doubts
about their cligibility as member of the monetary union. Consequently, fiscal
consolidation and price stabilization would have been much easier, Basically, this

is the concept of an external anchor for domestic monetary policy and the idea to
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impont credibility of a stable country. But this concept has an impoitant caveat.
Announcemertts of stabilization and consolidation may not-be time-consistent, i.e.
once a country is eligible for membership in the monetary union there may beno-
incentive to, further stick to preannounced policy reforms. In this sense, one may
look at.the Maastricht criteria as a chance for countﬁés in need for.refonﬁf.tb-
overcome the resistance of important pressure groups and to push reforms whiéh

increase the growth perspectives of the country.

Once being a member of a monetary union, economic costs may arise due 1o the
fact that the exchange rate is no Jonger available as an efficient instrument for the
adijusiment of investment and production to a changing economic environment.
However, the exchange rate is only an efficient instrument-in this sense if {1} an
economic shock is country specific and if (2) there is some exchange rate illusion
10 be exploited (Vaubel 1988; Bofinger 1994). The general validity of both
as$umptions can be doubted. With further progress in European integration of
goods' and factor markets, the pattems of production, consumption- and
investment become less and less country specific which implies that shocks are
more likely 1o be either sector specific or affect a-region rather than-a country.
With further progress in European integration of:goods:and factor markets,
workers and employees should also have become more aware that a devaluation
of the exchange rate reduces real wages becauwse it raises the price of traded
goods, a substantial component of the consumption basket.- With less exchange
rate illusion, wages, the most important component of non-traded goods prices,
will react to devaluations thus neutralizing the effects on:réé'l-jwages and on the

real exchange rate, i.e. the relative price of traded goods to non-traded goé"c'l‘is-.'

If these arguments are true at least to some extent, it again becomes difficult to
evaluate the costs of EMU. While the assumptions of * country specific shocks
and exchange rate illusion lead to high costs, there may also be net benefis if the



elimination of - the exchange -rate instrument. enforces decentralized wage
bargaining structures. Clearly, if available this is the first best instrument from a

purely-economic perspective. . -

Anather source of cost related to EMU may be the independence of the ECB
which for most couﬁtries of the EU makes a significant difference to their national
arrangements where the central bank often is an integral part of the overall
demand management to smooth business cycles. To the contrary, the ECB is
expected 1o give priority to price siability irrespective of the state of the real
economy. Again, there are two possible interpretations to this situation. The
proponents of am active monetary and fiscal policy would argue that the
elimination of monetary policy as an instrument to influence the business cycle
puts more pressure on fiscal policy to fulfill this task. Hence, there is a need for a
centralized or at least harmonized European fiscal policy or a rather lax
interpretation of the ECB's 1arget system. The proponents of a passive monetary
and fiscal policy would, of course, interpret the independence of the central bank
as an advantage because they do not believe in the possibility to smooth business
cycles by monetary policy or by a more active fiscal policy than implied by the
built-in stabilizers. More important as a task for fiscal policy is to provide a
policy package adequate to attract investment and to foster structural adjustment,
This,. however, rather needs a strictly decentratized fiscal policy in order to allow

governments to compete, 1.e. for institutional competition.

Genemlly, the debale can be reduced to an::;fgument betWeen two economic
concepis Whlle !he adoption of an Keynesmn view assumes exchange rate
illusion zmd leads to the suppori of an active use of exchange rate, monetary and
fiscal policy to guide real adjustment, the neo-classical view denying the
existence of exchange rate tlusion gives first priority to wage adjustment as well

as decentralized strucluses for wage bargaining and fiscal policy decisions.
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2. Political Implications

An independent opinion poll in Evrope's leading countries (Uniled Kingdom,
France, Germany, and Italy) on the issue of Buwropcan Integration revealed
significant differences in the perception ef the consequences of a single currency
(Handelsblat, Le Figaro, L'Espresso, The Daily Telegraph cited in Handelsblatt

10/1/97 - answers in percent).
* Support for the commeon currency

Htaly: 71; France: 61; Germany: 43; United Kingdom: 26.
+ Common currency has positive effects

[taty: 58; France: 53; Germany: 16; United Kingdom: 20.

A first interesting result is that the percentages of support are lowest for the
United Kingdom. While this. is hardly surprising given the outsider position of the
country in the entire negotiation process, the results for the second. question
shows that the support. mainly stems from people thinking that the common
currency: will have positive effects while this percentage is much lower in ail
other countries. This result is consistent with the assumption that the British
caleutus is mainly an economic one. People are only ready to forgo national
independence if there is'.a cle;'t.rc';l't economic ad\«;émagé inlthe offing-: Swelflen"aﬁd
Denmark join the United I(mgdom in’this gmup of countries which may be
refered Lo as outsiders o the process of monetary intcgration. Hence, they do not
participate in the EMS and/or have an opt-our clause for participation in EMU.
They are also the strongest proponents of the concept of decentralized policy

making for the EU.7

7 1 nol otherwise cited, information on the individual counlrics js due 10 series of articles in
the Handelshlalt (Wihsungen im Eurotest) and Der Tagesspicgel (Wer will den Eura?).
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As a second resuit, ltalians are most emphatic about the comimon r':un;énc;. This
is. hardly surprising because the country represents a group of countries which
may be labeled the convergence group, ie. countries which initially have been far
from fulfilling the crileria for entry into EMU but have made substantial progress
daring the recent veass. Ireland; Finland, Portugal, Spain, and to some extent even
Greece join ltaly in this group of countries. These are- the countries which expect
the highest net benefits from participating in EMU primarily because it

consolidates their stabilization efforts.

In the convergence groﬁp, Itetand and Portugal are 'clea.rly the star performers.
Especially Ireland was able to use the momentum crealed by the reqnirement to
fulfill the convergence criteria to foster stabilization and consolidation. A social
pact resulted in a low growth of wage costs and in ihé possibility o restracture
the fiscal budget. Consequently, Ireland became an example for fiscal restriction
creating economic growth, i.e. it has net benefits, even in the short-run provided
that a country implements an adequate reform package. Spain, ltaly, and Greece
share a similar performance with respect to stabilization but have been.unable to
transiate this into strong and sustainable economic growth and a reduction of

unemploymen.

Il:r.espeptive: of their individual perfo-rmance, all countries in the group have shown
a":slrid co:iﬁmilmem 10 the pracess of monetary integration even when bearing
economic costs in terms of high interest rates and high unemployment - the most
extreme example in this respect is Spain. Except for Greece, they object attempts
by more stable countries to discuss scenarios of a core monetary union - the most

extreme example in this case is Italy.

This indicates that the motivations for these couniries are also of a political
nature. To some extent they want to break with a traditionally strong dependence

from their neighbors in both economic and political terms. This is especially true
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for TIreland (versus thc United Kingdom) and Portugal (versus Spain).
Additionally, there are purely political reasons for participating in European
infegration on all levels like external security “in the case of Finland and the
consolidation and safeguarding of the democratization process in the case of

Portugal and Spain.

The other two countries included in the opinion poll, France and Germany, clearly
belong to the core group, i.e. they will either participate or EMU will not come to
operation. The Netherlands, Belgium, Luxembourg, and Austria also belong to
this group of countries which - together with Denmark - form the D-mark zone.
As can be seen from the resulis above, the perceplion of the- monetary: union
differs significantly between the two countries. Obviousily, 27 percent of the
Germans support the common currency although they do not think that it will
have positive effects. But this positive engagement is not sufficient 1o yield a
majority for the Euro. This result basically reflects ihe fears on the part of
Germany that the French view of monetary policy will finally succeed
notwithstanding the Maastricht criteria, the independent ECB, and the Stability

Pact.

Although there is no evidence there are some facts which feed such fears. France
has been able to occupy key positions in the nﬂj’netary unification process - the
head of the European statistical office which has to approve controversial budget
measures and the commissioner for monetary affairs who is responsible for the
EC's convergence report. France is also the strongesl proponent of an active
exchange rate and fiscal policy as well as of a strong influence of governments on
the decisions of the central bank (The Economi‘s:t 21}]2;’96;'-FAZ' ﬁh}lfQ?)'.' In this
respect, it launched an initiative to form a council for stability in which' the
finance ministers should discuss the coordination of fiscal policy and the design

of the commen exchange rate policy. Recently, this position also gained
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prominent support by the former president Giscard d'Estaing who argued in favor
of a devaluation of the franc and even the D-mark before entry into EMU in order
to regain competifive strength. Additionally, resistance against a restrictive fiscal .

policy is strongest in France.

On the other hand, the French position is rather isolated when fooking at the other
core countries. Fiscal consolidation in the Netherlands, in Belgium, and in Austria
has by now pot provoked significant resistance and the Netherlands are among
the countries strongly supporting a strict interpretation of the convergence
criteria. Their main motivation is that they want to participate in designing and .
implementing a monetary policy which they followed in the past and which they

are upwitling to change.

(1. TRANSITION TO EMU

In a formal sense, the scenario for monetary unification is fairly fixed (EMI

1995);

* Phase | {— Dec. 98): Preparations for EMU including the decision by the

European Council on the membership and the establishment of the ESCB.

* Phase 11 (Jan. 99 — Dec. 2001): The ECB will start conducting its single

monetary policy int the Evropean Currency, the Euro,

* Phase III (Jan, 2002 — June 2002): The ECB will start issuing Euro banknotes

and exchanging the national banknotes 2nd coins against Euros,

Phase IV (July 2002 — ): Monetary uniﬁcatién 15 complete with the Eurc;

banknotes becoming the sole fegal tender in the European currency area.

This scenario requires a political decision on the membership as well as technical

and legal measures int order to implement EMU.
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1. Membership and Alternatives for Non-Members

Given the debates on the measures for reducing the rtsks relaled to the introduc- '
tion of a so-called new currency and on the best demgn for economic policy in
order to reduce the costs of a common currency, it remains fairly unclear which
countries will join EMU in 1999 and which countries will have to wait either par-
ticipating in EMS I or siayi-ﬂg completely outside the- formal monétéry inte-
gration process. In the end, the political decision has to bé taken in 1998 by iﬁé _

European Councit with a qualified majority, i.e. with a minimum sum of votes of

62 out of 87. In order 1o develop some scenarios, Table 2 divides_the EU -

members into three groups defined above: the core group, the cofivergence group,
and the outsider group. It also relates the votes of the country groups to'their

futfillment of the convergence criteria.

A first scenario may be described as the opt-out scenario. If _-(!]ermany would try
to post-poﬁé .EMU by arguing that # strict interpretation of ih’e. COnvergence Cri-
teria is necessary this is likely to be successful. Based on EC projections 4
countries will comply with all criteria giving a sum of 18 votes only. Adldéﬁ(;na]]'y, R
the Netherlands, the United Kingdom, Sweden and Denmark may join this imsi- ”
tion elther because thcy arc convmced by the argurnent of be.-:ause they prefer o
delay the introduction of a stroag European currency in their nelghborhood These
countries easily form’a blocking minority of 32 votes, i.e. it would be impossible

for the other countries to go ahead without them.

Excluding both possibilities that Germany tries to opt-out and that all criteria have |
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Table 2 — Votes in (ke Evropean Council in Refation (o Fultiilment of Convergence Criteria

All countrics

Counirigs passing Countrics additionally Counlries additiorally
infllagion, intercst rate passing fiscal balance passing public dcbl
and exehange rale critetia ceiteria
critcria
Core Group
Germany [0 | | Germany (Germany)
France 10 { |France (France}
Netherlands 5 { | Netherlands Nethertands
Belgium 5 | | Belgium Belgium
Ausiria 4 1 | Ausiria _ Austria {France)
Luxembourg 2 { | Luxembourg Luxcmbourg Luxcmbourg
36 36 16 (36) 2(12)
Convergence Group
ltaly 10
Spain & 1 [laly
Portugal 5 | [Spain (Spain)
Greecee ‘5 |'| Portugal Purtugal
Ireland 3 | |Ircland Ireland
Finland 3 | ! Finland Finland Ireland
34 29 11 (1% 3
Quisider Group
United. Kingdom .- 10
Sweden 4
Denmark 3 | iDenmark Denmark | 1 Denmark
17 3 3 3
I 87 | { 68| | _30(58)] | 218y

Qualilicd Majority 62 / Blocking Minority: 26

( )= According to EC cstimations, if ditferent 10 OECD estimations,

Source: See Table i; own calculations.
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to be fulfilled in a strict sense,3 Haly is likely to play the decisive role. As éhown
in Table 2, a qualified majority is possible if the two fiscal critcria are neglected.
Both the EC and the OECD estimated that the convergence group, with the-.

exception of Greece, will meet the mﬁer criteria. If the core group joins this group

this would account for sufficient votes to form a qualified majority.

However, if enly the deficit criterion is added to the lst of relevant criteria, [taly
is most likely to be out and to join the group of countries voting against a small’
EMU. Even assuming that Germany, France, and Spain will meet the deficit
criterion, it will be difficult for polilical' reasans to allow Spain and Portugal o
participate while [taly has io stay out. Hence, EMU would shrink to the core
group pius Ireland and Finland, a group of countries which would need the vote_s' .

of all outsiders plus Greece to go ahead,

Just some years ago, the idea to restrict entry into EMU by promising a- later -
entry; €.g. in-2002 with the physical introduction of the new currency, was highly :
plausible. But now the-progress of convergence outside the coré gioup has -
already reached a level which makes it more or less impossible to imagine a
scenario of a smalt EMU formed by the core group (see Scheide and “Solveen -
1997b: 5-6). In addition, the negotiations on the design of EMS 11 do not indicate
that such a scenaric would be accéplaﬁke for couﬂﬁes Iike ftaly, Spain; and
Portugal. The agreements in Dublin show that the new system wiil have: rather
unatiractive features for countries relying on the external anchor approach: the -
bands will be wide, the obligations on the part of the ECB to intervene in favor of -
EMS I currencies will be fairljz restricted, and the interference of the ECB into
national exchange rate policy will be far-reaching. Tt is therefore plausible that

8 Even if the latest opsimistic projections of the EC would become reality, the countries
passing all criteria would be Luxembourg, the Netherlands, Denmark, Finlard, and Ireland,
a group of countries which accounts for only 16 votes in the European Council and which
hardly constitutes reasonable currency area.
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especially the Southern Furopean countries lose a substantial pan of the
credibility they gained by the market perception of their likely entry into EMU.
Interest rates, debt service; and, hence, public deficits would rise. A rise of
interest rates, e.g., by 0.5 percentage points will imply an increase in Italy's fiscal
deficit of 0.6 percentage points. This would imply that entry in 2002 would be
harder to achieve than entry in 1999. Hence, the countries of the convergence
group will in all tikelihoed put up maximum political pressure for being taken in if

EMU starts.

Alternatives for non-participating countries are rare because any unilateral
narrowing of bands, e.g. to the former 2.25 percent deviation to either side. would
immediately invite speculative attacks. Therefore, the Currency Board or a
parallel currency seem to be the only alternatives at hand. In a currency board,
the monetary base in national currency has to be fully backed by foreign
exchange reserves, e.g. in Buro. Without the help of th_e ECB, this i_s difficult to
achieve. With a i?afallel currency approach the non-parlicijﬁatiﬁg cq_q'n.lriles would
introduce the Euro as a legal tender perfectly subslitut.able to their national
cu.r.rency. Givet.t.'a more or less floating exchange rate, the market would then

decide on the poflfolio hetd by the private sector.
2. Technical and Legal Aspects of Transition

Mést technical and legal requirements for EMU ha\;e.lo .bc fulfifled already at the
end of Phase I. But the implemémation of ihese- measures will only gain speed
after lﬁe European Council wilt ﬁave decided on rhe_mbership. However, the

general requirements have already been laid down. They are related to the supply |
of the néw currency (EMI 1995, EC 1995). |

First, the instruments and the targets for monetary policy have to be defmed. The

targets for monetary policy wiil be a mixture of both a money supply target and a
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direct inflation target. The EMI also already outlined a model {or the conduct of a
European manetary palicy (EMI 1996a). The main instruments will be a variety
of open market, policies which are complemented by fending and borrowing
facilities forming a corridor around market interest rates. Minimum reserves
requirements will be of minor importance. These. policies, have still to be
harmonized in order to exclude any possibilities for arbitrage duc 1o institutional

differences.

Second, the statutes of national central banks have 1o become compatible 'with the
statutes of the ESCB. This requires their indepcn&ence in the ﬁrs:t:'place. Up'to
now, only the Danish Central Bank passes this test and even the Bundesbank still
fails to meet all requirements of independence (EMI 1996b: Anméx 1): the
governn'ient cén postpone the implementation of the Bundesbankrat, the minimurm
teem for the members of the Council is less than 5 years, and the priority for
achieving price stability is not siated clearly. In addition to independence, NCBs

have to be ready to act as an agent of the ECB.

Third, public authorities have to p.n-:;wide a legai framework to be in place s as to
ensure the slaius of the Euro and its irrevocably fixed conversion rates against
national curtencies. During Phase 11 and 111 the legal framework has to guarantee
the freedom to transact on either national or Furopean monetary units. This
should allow the private sector io optimize an individual transition schemes.
Therefore, it is also to be guaranieed that in Phase LI comtracis i national
currency will be converted into contracts in Euro using the conversion rate; Iv#liile
the contracts as such remain their full validity in law. The difficult question will
be how to translate this into a legal text so that it is binding for non-EMU and

even non-EU inhabitants.

Fourth, the conversion rates have to be defined at the beginning of Phase 11

Hence, exchange rates will have to be locked at the start of 1999. Exactly how
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they will be locked poses something of a dilemma (see Lehment and Scheide.
1995-for a-detailed discussion). If the authorities leave the fixing of rates until the
la&t moment, speculation may cause a lot of exchange rate turbulence in the very
months or weeks before EMU starts. If instead the rates were announced
advance, everything would depend on the credibility of Europe's monetary
anthiorities, If they retain the market’s confidence, speculation could help pinning
exchange rates at the preannounced levels; if not, the preannounced parities might
be attacked just as the old EMS was - with similar results. The problem wall
continue, and perhaps wortsen, once exchange rates have been fixed
“isrevocably", at whatever parities, at the start of 1999. Suppose the French franc
is swapped for D-marks completely and the ECB will order marks and stop
francs to be issued. Would France and Germany go along with this? Any

suspicion that they will not would become seif-fulfilling.

IV. SUMMARY
The main challenges {or European monetary integration are easy o summarize:

* The lack of consensus on the interpretation of the convergence criteria - strict

versus lax.

* The lack of consensus about the blueprint for economic policy making in an
European curtency area - centralized versus decentralized, active versus

passive monetsi}iy and 'exchén'gc' rale policy.

The interpretation. of the convergence criteria will decide on the entry into the
European Monetary, Union (EMU)). The dilemma is that a small monetary union
including the countries which have been successful in forming a D-mark zone is

not likely to find a qualified majority in the European Council of Heads of States



33

or Government in early 1998, while a large monetary union can win a-majority of

votes but fails to meet the fiscal criteria.

The mterprehtlon of economlc policy comp[ementmg the ECB's attempt towards
stabilizing a Curopean price level will decide on the costs of the single currency.
From a purely economic point of view this would have _been the more relevant
question to be discussed right from the start of the EMU '[’JI‘O‘]ECE From a pohucal
point of view, this provides the sel up for a tough CO“’PE“F_'.OE.,‘- at least in the
theatre of economic diplomacy (see Siebert 1997 for a discussion of policy
options) B N SRR RN )

ENPRTENN
However, there are not on]y Teasons 1o doubt 8 smooth lransntlon 1o and a smooth
func‘uonmg of EMU. The Statutes of the European Central Bank (ECB) g well
beyond the already high standards sel up by the US Federal Reserve- 'ystem and
the German Bundesbank in  providing independence to the members of the
Executive Board and the Governing Council. Addmonally, the need for
convergence has created some momenium for economic, reform in p_e_nphera__l.
countries like Ireland, Poriugal and. to a kesser extent, Spain anct -Ila]j(,'..-v-E-speciaI-l)t
the governoss of the central banks have shown a firm commitment to price
stability, This provides some hope for the case that a ]arge monelary union,
including the core group of countries belongmg to the ‘D-mark zone and the
countries which successfully converged (o this group in recent years w1l| %truggle

{o convince mternatronal capital markets that the Euro will be a strong cun‘ency

-
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