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Dear Gunter, Jean Paul, Joly,

I hope these proposed amendments are
We shall discuss them tomorrow, when I
may come with a few additional proposalﬁ.

‘ As you see I "have ingerted a few
gquestions on Section I. It seems to me that this
is the only way not to preempt the discussion

about "how much" EU is nocegsary for an MU.

Best regards _ |
%@mm!é.

Tommaso Padoa-Schioppa

september 26, 1988
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| ' COMHENTS AND REDRAFTS
Most of my comments are manuscript on the margin of the

text

Section 1III.1 contains gquestions on the feétures qf a

monetary wunion. I think it 1is appropriate that the Lux. .

meeting should devote some time to such questions. 11I.1
However, contrary to all the other parts of the paper,
such questions are - not preceded by any analysis of the
issues. BShould we at least announce (e.g. on p.2) such
questions? Or should we put them in a separate-noteAéf one
page (something 1like: “Preliminary discussion of the
features of a Myu")?

The Finanzauggleich mechanism 1is presented as a way to.
deal with changee in competitiveness (pp.3-4) rather than
as a remedy to disparities in the level of economic
development. I have doubt about thig presentation,
élthough I have not proposed any amendment. |

Insert A (p.4)

...... ghifts of demand away from less competitive to more

competitive regions.

It may be argued that in the absence of the
possibility to alter exchange raté relations such changes
would not occur or would occur only in a limited way.
Furthermore, it may be through that the adjustment of
these imbalances will be brought about by  market
mechanigms operating through c¢hanges in relative wages,
movements of labour and, poésibly, induced compensatory
private capital flows., For instance, there would be a
tendency for wages to doclime in, and labour to emigrate
from, those regions where relative competitiveness has
declined. '
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On the contrary, it may be argued that, given the
downward rigidity of wages and the continued existence of
non~economic barriers to labour mobility, adjustment might
not take place smoothly and could leave intolerable
disparities in the level of output and employment between
different regions of the Community. In order to avoid
major dislocations and to mitigate adjustment burdens, a
system of compensatory financing involving movements of
funds from more competitive to less competitive regionsb
might therefore be needed.

Flows of investment copital and ptivaté transfers
could be expected to produce sgome of the necessary
offsetting movements of funds, Howevei, to the extent that
private flowg did not suffice to reduce esignificantly
incomé'disparitiés they might - possibly for a fairly long
period of time - have to be supplemented by financial
transfer payments through official channels, i.e. through
national budget.

The Committee may want to discuss

the  extent to. which changes in competitiveness are
likely to be dampened in a monetary in a monetary union

the possibility to resolve competitive disaquilibfii»
through market adjustment

" the need for special (transfer or other) policy
instrument to supplement market induced adjustment.

Insert B (p.5)

casaens fiscal_pdlicies tend to give rise to exchange rate

pressures and may thereforo constrain national fiscal
policies insofar as countries resist to such pressures in
order to avoid a change in parity.

It may be argued that in a monetary union, with
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exchange ratég irrevocably fixed, gufficient digcipline
will be imposed upon national budgets, first, by the
impossibility to finance fiscal deficits with central bank
credit, and, second, by the impossibility to secure
priviledged access to the nmational capital market. This
view regards fiscal divergencies as a rather remote danger
for the union. ' _ ’ o

On the contrary, it may be argued that market’s
assessment of an excessively expangionary (or restrictive)
fiscal policy expressed only in the form of different risk
premia (i.e. divergent interest rates on similar types of
government securities), reflecting the markets’ changing
perceptions of the borrower’s creditworthiness would not
exert sﬁfficient discipline nor furition smoothly. Rather
than differentiating gradually between the quality of
different bottowers, the m&rkets' assessment tends to
alter abruptly and major disruptions may occur in
financial markets'as borrowers. find themselves suddenly
shut off from access to private credit markets.

' The Committee may wish to;discﬁss these Bltetnative
views of the implications of a monetary union for fiscal
and budgetary policies. Depending of the asgessment of the
_ consequences of a mbnétary union in combination with an
é} unrestricted internal market the need for a number of

functional and institutional arrangements in non-monetary
areas of economic policy-making may be felt more or legs

strongly by the Committee.

- Insert C (pp.7-8) , _

In coniclusion, mnonetary union reduces cogts of
transactions and removes oxchange rate uncertainties,
eliminates coompetitive distortions and macroeconomic
disturbances stemming from exchange rate changes
unwarranted by fundamental economic conditions. It
therefore represents an important prerequisite for reaping
the full benefit of an enlarged market in which goods,
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gservices and factors of production can move freely. At the
same time monetary union would imply giving up exchange
rate changes as an ingtrument of adjustment. Some may
consider that the monetary union will by itself impose a
large degree of convergence on fiscal and wage behaviour
and think that residual divergencies will be adjusted
nthroﬁgh' market mechanismse. Others do not share this view

~and consider that monetary union requires arrangements

énsuring a close co-ordination of various non-monetary
policies. According to this view, complementary measures
in the field of fiscal and budgetary policies, social
policies and a range of micro-economic policies are
indispensable because without such measures there would be
a serious danger that major adjustment problems would
jeopardige the maintenance of the monetary unioen. ‘

Inssert D ) _ .

To what extent is a joint fiscal policy necegsafy for
a monetary union to function effectively? Can a monetary
union be &ccompanied ~ on the budgetary &ide — only by
"soft" coordination procedures such as those that are in
place today?

If the formulation of a joint fiscal policy was
considered to be necessary, on what criteria would it be

- based? How would the overall objective be defined and how .

would it be translated into meagurable targets?

26.9.88
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‘Bome isplications of a monetary unsen

A note for discussion

Introduction

o ' The Resolution of the Council and the Representatives of the
= Govarnments of the Membor Stator of 22ad Moroh 1071 otates thet ot tha

conclusion of tha process of economic and monatary integration the
Community will: ‘

1. Comstitute an area withis which persons, goods, services and
cspital may mova freely and without distortion of competiticn,
without, howower, giving viza %0 structural or vegioesl
imbalances, under coeditions pernitting economic activity to
expand on a Compunity scaleg ’

2. Forn o singla currency area within the inoternational systen,
- characterized by the total and irreversible convertibility of
currencies, the elimination of margine of fluctuaticn of exchange
rates, the frravecsbls locking of parities - all of which are
essantial preconditicns for tha treation of a single currancy -

and including & Commmity organization of the central banks;

FERTIC.

3.  Possess such powsrs and zesponsibilities in econcmic and nonetary

matters as will snable its institutions to administer the union,

To thisz end the requisite decisions on econoeric policy shall be

. ‘ . taken at Comeumity level and the necessary powsrs shall be
conferred upon the institutions of the Commonity.

I, SEGR.

The purposs of this note is to investigate the reguirements that
might have to be fulfilled in an economic 'unlm1 if & monetary union es
dafined in the 1971 Resciution © is established. In examining this

116

12

1.  As discussed in tha accogpanying note on “,..", aconomic wunion i3
undarsteod to encompass an sras in which the free movement of persons,
Boods; zervices and capital is ceaplemented by social measures and
technical and envirommental co-operation across national borders.
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relatlonship the note assumes that monetsry union 15 in place and thus
sclely focuses on the question of what kind of arzangements night be neeéed
in non-monetary sreas to ensura a satisfactory economic management and
performance in the Commnity. The note doss not address Questions relaking
to the desirability of setting up & monetary union, nor does it deal with
practical steps and stages om tha way to monetary union. Rovever, io order

to provide some factual backﬁmun‘d' information the note contalns a brief-

description of elemants of economic and wonetary union that were in place
an the eve of the Single Biropean Act and of those slements r.hat are
expected to be implemanted by the end of 1992,

Accordingly, the note 1 organised in three main sections: the

first one spells out the principal characteristics of monstary uniom and
the 1Implications for economic managepenty tha second section briefly
dascribes the stats of economic and monetary integration at end-1985 and
the progress expected to be made until end-1992; a final saction draus some
brosd canclusions and raises a muzber af {ssucs for discussion.

I. E}.ements describing monetary union and tha inplicatlcns for -

gconomic union

-

In accovdance with the definition presented in the Werner Repert
and in the 1971 Resolution guoted above, sonctary unien 43 charactsrised

- & zingle curvemcy -arez, implying total and Irreversible
convertibility of currencles, the elimimation of fluctustioms of
exchanga rates and the irrevocsble locking of parities;

- completas li‘beralisﬁtion of capltal tramsactions and fell
integration of banking and other financlal markets,

From thesa charactaristics 1t foliows that in a monetary unim:

~ there can be mly one monetary policy for the Commnity as &
wholes

- that decision-marking in the field of nonetary policy will be a
callective undaxt.akiag,

e=mmlioaday institutional and legal chmgesfboth@ national
8285 a0d €89 Community leveld , o

r——
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In conjunction with the establishment of a common unrestricted
monetary unien impiles that:

the jrrevocable locking of exchange rate policies will _zeduce
transactions costs and remove exchenge rate uncertaintis

the internations)l weight of the Community in transactioms with
the rest of the world will be incre‘a.sed and the Coxmpity's
susceptibility to exte'nu.l stock.u will be lessened;

tha exchange rate will ceasa to be. s policy instrupent for the .
adjustment of ecomomic imbalences between member countries of the
Community; '

formerly externsl tramsactions batwees member countriee will be

. "interralised" and netional balances of payments will disappear

the econcey and the conduct of economic polity inm the Commz.ty.

menetary arrangemsnts presently is force in tha Coxzunity is that, with the

and be replaced by a single balancs of paymente for the Community
as a wvhole) '
relations with aon-Community
deternined at the Community level;
interest rotes on closaly substitutable nsoots will ds wirtually
identical th.i-aughout the Coemunity and there will be no major
differences in prices of tradabls 3cods and ratea of infiation
between menber ccuntries.

monetary countries will be

These changes have ua;or ccnawuanc.es for beth the functioning of

irrevocable locking of exchange rates and the elimination of fluctuwations
sargins, all netional currencies will be perfect eubstitutesz, constituting
in essence only differsmt denominaticons of the same Community curxency.

HWith national balances of peymenr;a having disappeared, changas in some
" broedly defined measure of relative competitiveness

of member countries

2.  Such

wage

c<hangas in coapetitivaness may result from different movements in

costs andfor productivity; the differest responsiveness of

different}y structured ecomcmies to externzl shocks {as, e.x., sherp
variations of oil prices or prices of apricultural coemodities); or
permanent demand shifts prowptsd by changss in teste,

O

?ma{ pmvw exchas
Nate baOYRUAGLES o
Lo a JSLowvice
econouit cliré2bevce
ol Cem%ﬁﬁv@ el _
JtorTot,
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E m A second set of conseguences concerns the relationship bet . éu aﬁ é . o é Q el
T the stance of monetary and exchange rate policy on tha one hand and Fiscal ==
% and bixﬁgaury policies on the other. Three major issues arisaes
i Firstly, and perhaps most importantly, there is the problem of
— how to pursue an appropriste mix of monetary and fisczl policiea for the ' é-l 4
M Community as 2 whole. Given that monetary umion implies one monetary policy . v No f:e j & ¢ J fg‘r:'
* °* {and a common exchange rate policy wis-B-via the rest of the world) = F f
- wacro-econcmic management of the monetary/fiscal policy mix would seem d&e’: m &'X’
] .

a3 poesible only if coherent and consistent fiscal policigs are carried out at
-

national levels - at least as long as the siza of the Commumity budget : @ L1 m ’ré

remaing small in 'canpariscn_ with national budgets. A particular mix of

o monetary and fiscal policy is not enly required for the purpose of internal . . me & J@g%
] .
. i R

S demand mansgement in the Community, but it will alsc play an important rols :
in ths Commmanity's relations with the rest of the world, For example, the o . - % J Q
W %
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lack of an appropriate fiscaUﬁonetary policy miz night axpose the
- Commualty to. the ssme kind of criticism that had been voiced about the US
stance of nacro-economic policy in tecent years. Moreover, without tha
ability to formulate and execute a fiscallmonstary policy mix the Community
could pot particlipate in international efforts of policy ce-crdination.
" & second 1ssue relates to the interaction between fiscal policy .
and the coroon monetary and sxchanga rate policy. Apart from the fsct that
interest rete effects produced by naticnal fiscal policies might render

moneta olicy mwore difficult, the form in which budget deficits are V %
AR o f% rve &M

financed might have diract repercussions on the common monetary and
exchange rste policy. This would be, for instgoce, the cass if nationsl %J QJMQ aT
suthorities had access to central bank ,crauy But even if recourse to . f m c é. a 2 o e ez“ d A c‘/

central berk credit is not possible, lsrge-scale foreign borrowing by : | mg &ﬁ,‘it‘?
| o Eori ; of UIM bl

national public sector authoritiss (i.a. governmant borrowing 4n
on-Community currencies) tould affect directly the Commnity's exchange -
rate (1f the proceeds from foreiga berwewing were wemverted in the msarket)
. or the stance of wonetary policy (1f the prncer.ds were converted by
wonstary authoritiea),
Finally, there is a question about the degres of fiscal
diocipline that markat wechonisns can ba -expected to exercise in the
framework of a wmometsry union. At present strongly divergent naticnal

ctongtreln national fiscal policies.

: ~ of functional and institutional arrangaments in son-a
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1. Functiona] arrangements

(a) budgetary and fiscal policies

nntional fiscal policies w’ have to be co-ordinated w ) P ﬁgw GQM

with a view to both avoiding financial ard real disturbances from divergent
policies and formulating a coherent wmonetsry/fiscal policy mix for the
Coomunity a3 a uhole-k‘-.':-a‘—"wa tudgetary policias, both at national levals
and the Community leval, CED have to embody a wmechanise of trensfer

- payments, aimed at alleviating ecoromic inhalancaa%etvew-mbar countries

which are not offset smoothly by market mechanismsg
(b) othar policy aress
{DixonfMingesson)

2. Institutional arrangements

A3 monetary unios implies the pursuit of ons monetary policy, it

- follows that decisions on the stance of policy will have to be made

collectively and that therefore Institutional and legal changes
establishing & coutre of onetary policy formulation will be reguired. Such
changes isply the loss of nationsl ‘autcmeny over monetary policy.
Responsibilities for the day-to-day execution of mometary policiles will,
howaver, not necessarily hava to be centralised,

{8} budgetary ané fiscal policles

Io the non-monetary area institutional arrangements ars wmore

complex. P“'—-—-‘-—""""-‘-,-.—_.__":-:__*—“—-___-J_-Q to the requirement of a joint fiscal
i A ALY it might suffice to decide
collectively on the size and the financing of the aggrngata budgetary
positicm of the Community. However, since that aggregate i3 equal to the
sum of national budgetary positions {plus tha balance on the relatively

.. small Compunity budget), the collective decision on the overall stance of
(f;scal policy impingea indirectly on national 'budgel:ary decisions. In this

sense, the need of a joint fiscal policy circumseribes national budgetary

-autonomy, but some degree of flaxibility might exist in practice since an

agread apgregate target would be competible with various cmhinatinnsr of
naticoal budtetary positions. Horeover, within the framework of an overall
fiscal policy objective the national authorities would be largely free to
chose the composition of expenditures and revenues, §The curteilment of

y

wouviel /
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nstional sutonomy would, however, be stricter if distortive mlcro-economic
effects of government spanding (e.p. ln ‘the form of subsidies) and, more
izportantly, of different petheds teo raiss revenues were to be avoided,
Roles governing subsidy payments and methods of taxzation would: have to be

harmonized and decisions in these areas could nc longer be mada .

independently at the naticmal level.
In order to achieve an adequate degrea of fiscal policy

co-ordination, the experience with the 1974 convergence decizlon (which in -
fact already lays down many of the necessary procedural steps} suggests

that an entiraly voluntary co-ocperation would not produce the desired
resglts. In part that may be inherent 4in the Process of budgetary
decision-naking whera the ultimate budgetary responsibilities rest with
national parliaments. A further reason is that in the budgetary field it is
not possible to devise & simple ecomomic constraint (as the exchangs rate
in the field of monetary pollcy) which could belp to promote convergence of
budgetary policles. In the absence of such a constraint it would seen

Inevitable that a common fiscal polizy could only be put into effect on the

comtries wculd heve to undertake - in the form of = treaty - to
subordinato their mational budgatsry decision te a collectively formulatod
objective of fiacal policy and to kocept clearly-defined and commonly
apreed limitations on national budgetary positions. Undoubtedly, this wiil
involva an extreaely difficult dacisico-making process which can only ba
expected  to functien 1f the centre of dacislon were given rather
far-raaching autherities,

{5) othar policy areas

Additional institutional arrangapents would slss be nesded in

other non-monetary areas. (DixonfHingasson)
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] tary meaesures in the field of fiecxzl and
policles end a range of

wsgld seem Ci dispensable elements of an ec

II. The_ actual and prospective state of scononic and monetary
inbegratio '

This section attempts to sum up tha main features of ocomomic and
zonetary unlea that wers in place on the eve of the Single European Act or
2re axpected to be implemented by the end of 1952.

1. The situstiom an the eve nf ths Sipple Puropean Act

At that time oaly a few of the ‘slements of an econcmic and
mctar:r union were in place:

Monetary integratim had proceaded is the sensa that grester
) intemnl and external monetary stability had beea achleved. The Comunity
vas ponetheleas still far awsy from monmetery umjon, The situation was
tharactarised by the existence of:

= fixed but adjustable exchange rates linking the currencles of the
menbers of the sxchange rate mechanismi other mepber countries
continued to wanage the floating of their curvencies)

- capltal movements wera restricted in a number of member countries
and firancial markets were segmented i.npe.dmg seriously trade in
financial services;

- while exchange rate constraints en.forcad a certain co-crdination
of monetary policies, the Comewmity 4id not have B cosmon

.  mometary policy with regard to internsl and esternal objectives,

Integration in the economic (non-mopetsry) field, - tos, had
prograssed considerably after the elimipation of tariffs and quotas on
intra-Compupity trade in 7 and some headway had been wade in other policy
areas (?). However, vhile in principls & fres trade zoma had been
established, In practica the existence (and in some instances, the
intensification of) frontier tariffs, subsidies, quotas on productien,
government proCursment policy, technical standards, regulatiom of fran.sport

,'.



A17

I

715/

!

FI

MO, B89

SEGR. PARTIC.

B. 1.

-¢ -

reprassnted silpgnlflcant obstaclea tc the free flew < goods ani
non-financial services 1Insids the C(omnmity. Despite the 1474 ouncil
docisicn om ecomomle convergence, ao effective co-crdination - of
non-zonetary pollciés took place. Stmctural policies wew modast ani
lacked cohersace (1.

2. The prospective situstion st emd-1392

Gn the asstoption thet the Internal parket progtzme will be
implenented as scheduled, the statas o integration at end192 will b2
characterised as followss

In the ponetary field:

= full capital mobility will sws been established;
- banking ond other ' fipancial markets will havi oceea fully
integratad; ) -
- while further steps to enhinte the process of coworilnstion of
" not preciuded, no decision t+ establish a single cucrency are:

bas been taken. ’ —

In the sconomie (non-monetary) field:

= elipination of 21l restrictima on the movement of gouds and
non-financial services will ave resulted in a gewisd iaternal
parket, in which the allocitive market mechanism will play
freely;

- soma modest progress will ave been made on the macro-aconomic
side &9 tha size of the Commnity budget increases; owerer, it
will »till remaln smsll in cemparison with natioml udgets; mo
change in fiscal policy co-ordinetion is snvisioned;

- the redistributivs mechanisns will have been strengthened ihrough
the increase in the wolume wnd the streamlined admnlstration of
reglonal and structural funcs (7);

- Son8 qué.li.tative standards jowerning broad areas of social policy
will have besa put in place {7).
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11l Conclusien nd issues for discusalen

The wote peirta to two major implications of a monetary union. On

the one hand, a slngle currency area will enhance the efficiency of the -

Comminity's commor Ltarnal market by lowering transaction costs and
elininating the isk of changes in exchange rates batween Commnmmity

g currencies. On the otlar hand, the sbandonoent of the exchange rate as sn
&, adjusa=nt instrument for intra-Cocmunity imbelances is likely to require a
f_ﬁj - ‘much zreater degras of pélic:r co-ordination iz non-monetary areas, as well
. as"arraagenents Lo crjanise compensatory fin‘mc1n§ flowa thrnush:ofﬁcial
* channala, The necesury co-crdination of policlas, especially in the
= budgetery and fjscal field, does not seem attainable without institutional
? chinges which, ineritbly, would imply & curtalloent of national sutonomy
_% in exchange for collecive decision-making at the Coemunity level, ‘ .
If thia rod asseasment is shared by the Committee, there would
be -several basic i:sues for discussion:
B 1— Tha grinugul features af a manetc_r_z union
Which :-pqnt:.aml and  institotional srrangements should
. characterise tha monetary union as defined in tha 1971 Council
resclitim? In parti d there ba o single currency or
should :he currency comprise ths existing national
E euzTencics?
% © Shich digrey of decentralisation of decislon-msking om  and
& execu:lor ¢f & unified monetary policy would be compatible with
i monetary wnbn s defined in the 1971 Council resolution?
Lﬂ; o What shotld xa the principal organisational features of a central
p monetary ins:ituticn? =
AR © What contret! proposals shou];!. the Committea make?
2. The s3cop: Hir an the argan;satmn of policwy r.n-ordination in
E} ‘ ' non-monetary areas
ek (a) budgetary anl ﬂscal policies
- == —e - ‘ L
El\‘- 2ntod datapa, ) : et
g S Ca} :

/0
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Hov should the pursuit of am overall fiscal objective b/e shared
between individual naticnal governments and between national

buigets and the Cansiunity budget? How Would coasistancy batwaen

naticnal budgetsry policles and the overall fiscal cobjective be
assured?

To what extent would tbe decision-making with regard ta fiscal
policy have to be centralised and wvhat would the izplications for
th conduct of naticpal hxdset#ry policisa be? How is policy
co-ordinstion to be achieved and how would a necessary measure of
Ilaxibility, allowing quick responses to changing clrcumstances,
be maintained? In this context, what lessons can be drawn frox
the 1974 convergence declsion for the organisatiom of the
co-cxdination process?

What role should budgetery policies - both at the national levels

" and at the Comunity level - play in organising compensatory

{b)

financial flouAdesigned to alleviate ths ispact of economic

_mmmm

Wt concrets proposals should the Cogmittee makel
other palicy arocas '

{JxonfHingasaon)

e
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