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REGIONAL BALANCING MECHANISMS
IN ECONOMIC AND MONETARY UNIONS

1. The conceptual framework

When monecary unification removes the 1inscrument of exchange race
adjustment, the 1ssue 1s posed how the new regime 1s cto recain the
quality of systemic equilibrium (e.g. not cto be threatenea with

excessive tensions arising from diverging competitiveness, employment

.and economic welfare).

One framework for approaching this question 1s to consider the needs
for systemic balance between the three malin branches of public policy,

which concern cthe EC in the following ways:

(1) the objective of efficlency 1in the use of resources, which for

the EC 1s currently represented by the slngle'marke: programme;

(11) che objective of - macroeconomic stability of prices and real
acrivity, to which the EC's monerary 1integration would make a
fundamencal contribucion, togecher, no doubct, with other

fon-monerary mechnanlsms of macroeconomic policy coordination;

(111) the objective of eéquity and soctal solidarity, which in che EC
context cranslates principally 1into che question oOf regiounal
balance 1n employment levels and che discribucion of the welfare

gains generaced under the other objectives.

The present paper 1s addressed to the third objecrive, ctaking for
granted tnat the EC achieves its objectives as regards the other two.
The specific premise 1s chat valuable gains are to be generated for
the EC as a whole under the first two objecrtives (through 1992 and
monetary 1lncegration) but with some uncertainty and risks regarding

the disctribution of the gains.
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The mechanisms ror assurlng reégional palance can be discussed 1n terms
tamiliar in 1nternational economics: che alternative paradigms ot

aajuscment versus rlnanc:mg whose @1X and tlme-patns represents cthe

essence of che policy challenge. The same paradigms are relevanc in
the context or economic and monetary unions. Indeed, the explicic

task or cthe present paper 1s cto consider how cthe lnstruments of
’

adjustment and flnancrng, and their mix, may be eéxpected to change as

the regime switches from 8n 1nternational one CO an economic anad

mone cary union.

The analtysas proceeds along these lines ctogecther with che specitic
—— =

conscraint ror the EC case 1in hand, cthat the search 1s tor Lhe mosc

decentralised system thac could adequately Support che workings ot a

51n5¥g market combined wltn monetary union, rather than for some

abscracc, ldeal sysctem.

2. Instruments ot inter—regional adjustment and f1nanc1n§.

The 1lnsctrumencs of adjustment and r1nanc1ng compare as follows, 1n

incternactional and union systems:

economic and
international monetary union

ad justmentc

l. exchange rate flexibilicy yes no
2. real wage flexibiticy yes - Yes
3. laopour mobiilty none/liccle yes
4. buagetary macro-policy ad justment yes yes
f1nanc1u5 4 .
5. palance of paymencs financing and
exchange rate incervention yes - no
6. capitali mobilicy maybe yes
7. budgetary redistripbutlion mechanisms
1) tax and social securicy )
11) general purpose equailsation ) none/litcle yes
111) speclrlc purpose grants )
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Tne following analysis Surveys how these mechanisms change 1n the move
tO monecary union, and draws actencion co some of the 1ssues chac

coulid arise 1n the event ot ditterent mlXes 1n the use of these

various cools.

Adjusctment mechanisms

1. Exchange race flexidbilicy. By hypothesis, chis 1is eliminateda from

the i1nstruments of policy 1n cthe move to monectary union.

2. Real wage flexibilicy. The capacity tor real wage coscs (salaries

ana social costs) to adjust sufficlently to malntain competiciveness,
and avoid problems analagogs to over- or under-valuation of the
eéxchange rate, will be one ot the ma jor conditions tor the viabllx:y
Oof an economic and ‘monetary union. It has to be expected cthat
lncreasing economlc and polictical lntegration will lead to pressures
1n ravour of greacer wage equallsaclbn Or more rigid wage relativities
bectween countries. The necessary degree of reliance, 1n any given
regime, on real wage flexipility between regions will also depend 1in
part on che properties of other parcts or the system, for example che

acceptadliilcy ot Labour mobiiicy or budgecary transter mechanisms.

-Some examples may serve, rirst, to iillustrace what real wage rigidicy

or flexlbillity means 1in concrecte terms. These examples are not
Suggested as possible cholces, but racher as lndications of the

present reygime cholces in ditferent European countries.

At one ena ot the spectrum, one may have 1n mind some aspects of the
Italian labour market, 1n which Ene soclali partners agreed in 1969 co
abandon a regional approach to the collecrive bargaining ot wage
levels becrtween cthe north and the south, with the result cthac waye
dirrerentials were reduced oOr ellm;naced, and at any event made more

rigia. In order to mitigate the adverse eftects on unemployment 1n the

soucth, substantial wage subsidies were 1iantroduced, through appiying a

special social security tax regime. These impliicit subsidies currently
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amount for 1industrial sectors to nearly 20%Z of wage coscs. However,
even combined with structural grants and loans from che central
government to che south, cthis did norc prevent the emergence of a very

much higher unemployment rate in the souch.

In facc, all EC countries have very limited lncer-regional real wage
flexipility, even Germany with 1ics Structure of regionaliseda wvage
bargaining. However, no country other chan Italy has inter-regional
wage subsidies at present, although the United Kingdom experimented

wlth a sysctem of this kina in che nineteen-sixcies. (It was later

discontinued).

At the other end of the spectrum, che EC does not contain ac present
an example of a very flexible and competitive labour markerc. However,
nearby Turkey 1llustrates some of the conditions under which a labour
market can function very flexibly, including the complete absence of
unemploymentc compensation, and massive inter-regional migration (given

constraints now on internacionail migracion).

The searcn for an acceptable formula to allow for adequate real wage
flexipilacy wlthout uniocking the door to a competitive devaluation of
social achievements, 1s a doubly delicate matter: on cthe one hand it
lnvolves highly political 'issues, and on the btner hand, 1t can only

partly be 1influenced by government.

One broad approach,  1n line with recent developments in EC 1incernal
market docrrine, could conslst of favouring cthe maximum reliance on
decentralised (nationali or regzoqpilsed) wage determlnation within cthe
constraint of minlimum Standards. Such minimum standards could concern
universal rights to basic social securicy prbv1s1ons and basic righcs

of labour to organlse ectc.

It could be nhelptul also to encourage collective wage contracts cthat
& . .

had automatic adjustment feacures built 1nto them, such as, for

example, a more imporctant element of profit-related remuneracion.

Anotner Italian example, and a more positive one, 18 relevant 1n this

ceofvnn




connectlon, namely the receatr agreements reached in the FIAT enter-

Prise to relate real wage advances éssentially to a proric measure.

Such framework conditions would, nowever, hardly be abie to guarantee
that real wage evolucrions kept 1n line with the requirements of
reasonable labour markect equilidrium. In escablishing an economic ana
monecary union, there would neéd also, presumably, co be some kind of
“nistoric underscanding” as regards che responsibilities of the EC and
1ts Member States ror the different decerminancs ot regional bpaiance.
If che needs tor- real wage aajustment between Member States were
recognised to pe essentiaily a natlonal responsibiliicy, then pressures
ln terms of the other possible lnstruments of adjustment and financing
would be correspondingly modetace. 1f, however, che system moved
towards a pattera ot lncreaslngly narrow and rigid readi wage
dltferen:ials between cthe Member States, then other parts of che

ad jusctment ana financing system would have to play bigger roles.

3. Labour mobilicy. Economic analysis wusually regaras Jlabour
mobility as an erficlent, weltare-improving means of economic
ad justment. Where a regionail economy 18 not productive enough to

Support a satisracrory real wage level, labour migraces. Higher real
lncomes dre earned as a result ofr migration, some of whilch 1s usually
remicted to the region ot emigration, and the labour may eventually

recurn home with enhanced skills.

As Dbecween cthe Member States of che EC there are likely to bpe
lncreasing frlows of micro-economic migraction (e.g. mobirle managets and -
Speclalilsed professionals), buc macro-economxc migracion (1.e. mass
migration capable or reauclng reglonal unemployment imbatances) seems
likely to be relaclvely reduced. Thls 1S tor two reasons: language
barriers and che relacive generosity 1in ail Member Scactes of
uneﬁpioyment benefit and ocher social securlty mechanisms. The recent
example or Ireland, nowever, shows cthat economlc conditions can still
provoke large-scale migration, at least from a small country. In this
case, the loss of human capital, purely 1n cerms ot past public

expenditure on education, has been of significant proporctions. This
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1s relevant cto I'inancing mechanisms discussed below. Educactional
lnvestment 1is typically supportea by federai budgets in order to take
care ot this problem of "externalities"” (1.e. compensate for these

leakages, otherwise there May result under-investmentr 1n education).

More fundamentally, the EC would have to ctake a view Politicaily on
the acceptability ot migration between countries a8 a labour marker
equllibrating mechanism. While this 1s an accepted part of the system
ln che United Scates, 1t 1is likeiy ro remain subject to far lower
tolerance levels in cthe EC, 1in view of specific social ana cultural

values, lncluding cthe diversity ot languages.

4. Buagerary policy. (Another paper 1s due ro address the 1ssue of
the budget policy regime 1n a macroeconomic sense, 1.e. the distribuc-
lon or responsibilitles between the centre ang states essentially for

regulacion of budget baiances).

Financing mechanisms

S. Balance of payments financing ana eéxchange rate intervenctcion.

Transacctions of these types cease in the swictch co monetary union. Of
course, other inter~regilonal financing mechanisms become more

imporcrant lnstead, as toliows.

6. Capical mobility. The amplitude of s:ruccuraLfcapicaL movements

bectween countries 1is likely to 1ncrease, and cthe amplitude of
speculative capital movements linked to exchange risks will decrease.
However, the key point ~here 1s that —che cap1tal—1mpo;tlng,
less-developea regions eXpose cthemselves to new risks as well as
opportunities, 1in -removing capital concrols. If cthese countries allow
their labour costs o bpecome uncompetitive, or fail to esctablish
surriciencly actractive conditions to actcract mobile investment, then
the pocencial for capital outflows becomes a more high-powered one.
Capital mobility 1n this context 1s more likely to enhance eilcher
virtuous or viclous clrcles ot economic development, racher -chan

balance ditrerent trends. Since, 1in a monetary union, capital mobility
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1S a Dpasic regime choice, not a Policy variabple, the lmplication 1is

that cthe 1imporcance ot gettlng the other variaoles right (reai wages

And budgertary mechanisms) 1s neighcened.

7. Buagecary redisctributive mechanisms. These are Lyplcaliy of chree

categorles;

1) Cencral or federal taxation ana mechanisms of social security
11) General purpose e ualisation mechanisms (see annex 1 for detail)
111) Speciric purpose grant mechanisms (see annex 2 ror detall)

In most macure federacions, cthere 1s a mixed use of all chree

categories of instrumencs.

The airrerent econowic runctions Of the chree categories, rrom the
point of view or contriouting to regional balance 1n che distriouction

oI economlc welrare and (1nvisible) regional balance Oof payments

Ilnancing, are as rollows:

- lncome taxes and central or tederal mechanisms of soélal securicy
have auctomarically the ertect of rediscribucing income progressively
between regions ana ot absorbing to 4 considerable degree the impact
on regional incomes ot rLuccuathns ln the torctunes or cthe regionad
economy (e.g. through changes 1in 1ts supply competiciveness, or
demand for 1ts typical products). Since chese mechanisms work wich
litcle or no time-lag, they 4act as automatlc cycllcal stablisers tor
Che Teglonal economy, dnd automacic Ilnancing wechanisms tor cthe
regionalt balance or payments, as well as ilastrumencs of

incter—-regional i1ncome redisctribution.

— general-purpose equalisation mechanlisms are usually negotiated tor

mulCl-year periods, in order to alLilow states co rinance
approximactely equal standards of public services. They are less
sensicive, cheretore, to the 1mpact of short-rerm S8upply or demana
’snocks hiccing the regional economy. However, over che medium-term,
Chey redistridbuce 1ncome progressively, ana finance regional balance

Of payments lmbalances invisibly.
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T Specllic-purpose grant mechanlsms alm typically ac €qualising che
quality or economic 1infrastructure between scates or rfegions (e.g.
transporc, hospitals, unliversicties, manpower trainiang). They are
usually rramed 1in cterms of medium~cerm programmes, although chere
are exawmples where cthey may be édapted tO shorter-run ana cyclical
condicions. (The EC's sctruccural tunds raill 1nto cthis category,

whereas the EC has no Signiricant instrumencs in Lhe preceding two

categories).

Comprenensive studies have been made on the pattern and amplictude of
the 1inter-regionat flnancing impact of chese mechanisms (MacDougall
Group of Experts, ana Report(l)). This material was also reviewed more

briefly and 1in a more-up-co:dace concext 1in the Padoa-Schioppa Group
or Experts ana Reporc(2).

Two kinas ot measure glve an outline of the etfecrive economic

lmportance of these dudgecdry mechanisms:

T tilrscly, .che absolute size orf the public expenditure or cransfers by

the central or federal Level of government as a share of GDP;

~ secondly, the redaistriopucive power of cthese mechanisms 1n terwms of
Lhe aegyree to which tney €qualize difterences 1n economlc welfare

between regions or staces.

[n rour tederatiouns (Cermany, Ausctralia, Canadg and che United
Staces), general purpose equalisation grancts average 1 1/4% or GNP
‘(range or 0.4X to 3.1%), whereas specific purpose grants average
2 1/2% or GNP (range of 1.7% to 3.2%). These transfer mecnanlsms.:hus
represent only a small part ot che ctoctal pudblac expenalcures‘of the

fegeral levels of government, which range trom 20 to 25X ot GNP.

The aggregate lnter-regional reaisctributlive powef of ail instruments
togecher 18 cyplcally 4dround one-third 1n che macure federations
(1.e. 1nter-regional income differences are reduced by one_cnlfq as a
regulc Ot cthe 1ncer-regional impact ot budgetary mechanisms). In the
case ol non-rederacions (sucnh as France, Icalty ana che UK), where
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central ctaxes ana soclal securlity are more lmportant, and inter-
governmental grants less l1mportant, the redistripurlve power 1s closer
to one-halft. These riows ctend to finance very large batance or
payments trade 1mbalances as between rich (surplus) ana poor (dericic)
regions. It 1s not uncommon for relatively small, peripheral ana
depressed regions to sustaln trade deflcits 1n this way ot arounag 10
to 20X or the regional product (as seen 1in che Saarland, Briccany,

Norctnern Ireland and Calabria, ror example).

The relative 1mportance ot che ﬁhree categories ot mechanlisms 1n terms
or cthelr redistributive power varies greatly between dirterent
federations. In Germany, the tax and social security system have the
biggest impact, but general-purpose equalisation 1s also powertul. 1In
Australia, the three categories are rather equally mixed. In Canada,
both general and speclfic-purpose grants are important. In the United
States, the tax system 1s predominant 1n lmpact, but cthe spec1ric

purpose grants are also ot signiticantc lnter—~regionatit redistriburive

imporctance.

The MacDougall Group made some purely. mechanical calculations or the
mlnimal size ot che EC budget, 1n the case that its role was expanded
1n certaln public expenditure rlelds sSuch as research and develiopment
1n 1nduscrial technologies, aid to developing countries, ana also
replicated the kind of lnter-regional redistribuction tunction found 1in
the central or rederal budgets ot seven countries (Germany, France,
Iraly, UK, Ausctralia, Canada and the US). The results were a range or
2 to 2 1/2% ot GNP, a relatively smail figure opecause or heavy
rel1ange on selective grant mechanisms. The decalled premises behina

cnxs [lgure may be read 1in Volume ] of the Group's reporrc.

3. Recent developments 1n the EC budgetr and possible further steps.

Recent developments. The recent decision to double the size or the

Structural funds 1n real terms by 1993 1invites a perspective on how
these developments Ray relate ro the future requirements of a monetary

union.
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' The EC budget 1s projected as lndicated 1n Table 1.

Table 1: The EC Budget

- - - - - — - —

1988 1992
) bn ECU 2 GDP bn ECU X GDP

Expenditure (commitmencs) - -
Agricultural guarantee expenditure 27.5 0.69 29.6 0.67
Structural tunds 7.8 0.20 13.5 0.30

(regional, social, agricuiture

guidance)
Technology, research, energy and 1.2 0.03 2.4 0.05

industry -
Aaministration and reimbursemencs 4.5 0.11 2.1 0.05
Other 4.3 .11 5.2 0.12
Tortal ' 45.3 1.13 52.8 1.19
Revenues (payments)
Customs duties ang agriculctural 11.4 0.29

levies
Value added ctrax 24.6 0.62
GNP-key resources and other 7.8 0.21
Total 43.8 1.12 51.9 1-17

Loan disbursements unaer ctne EC's 1investment financing tacilities
amounted to ECU 7 1/2 billion 1n 1987, of which che larger part came

- trom the European Investment Bank.

- Principie teatures ot the new rules of cthe Structural funds are as

follows:




~ Prioricy objectives are:
N 1 Promoting the development and structural i4d justwment ot Lagging

regions .

2 Converting regions Seriously arrected by industrial aecline

3 Combactting Llong-term unemployment

4 Facilitating the occupacional lntegration of young people

o

ZZOZZ

5 Promoting agriculctural ad justment and rural development

- Objective N° ) regions cover the whole of Portugal, Greece and
Ireland, subsrtancial parts of Spain ana Italy, and smallier parts ot

France and the Unitea Kingdom.

~- Objective N° 2 regions are not yet fixed, but will include many old

lndustrial areas which tace Serious restructuring problems.

.= The financial participation -rates (matching ratios) are set ac

65% for regions falling under objective n° |
50%Z for regions falling under objecrive n° 2

40X for other areas.

- The new rules provide for alil Member Scaces €O submlt regional ana
sectoral pians, wich proposed financing needs, by 31st March 1989
“tor a five year period. The Commission soon arcer determine the

"Community support trameworks” with Member States, which wili define

the Community's response to the plans.

In terms of the overall financial magnitudes ot the sctructural tfunds
and loans combined, 1t 1s likely chat by 1993 tne receipts ot che
three smail countries wholly 1included under objective n° ] (Portugal,
Greece and Ireland) will amount to arouna 5% ot GNP (chese are
lndicacive figures, since there 'ex1§c no precise allocations by
country at cthe. present stage). Spain could receive amounts 1in che
region ot 1 to 1 1/2% of GNP. Octher countries would receive much
Smaller amounts 1in terms of GNP share. Fof perspective, chese amounts
ére, tor the main reciplent countries, comparable 1in GNP share to the

Marshall plan assistance of 1948 to 1951.

4
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In cerms of the preceding cactegories of public tlnance, these recent
developments see cthe EC concentrating on specific purpose grants,
wilithout entering 1nto the domaln of general purpose equalisation or
much expanding 1ts direct tax lnstrumencs (sucn as 1ts share 1in cthe

VAT) .

Possible turcher developments. The structural tunds are, as their name

1mp11es,' long~term 1instruments and are nort adapted tco short~term

changes 1in the economic fortunes of different regions. With a view o

adapcing to the needs of a monetary union, a capacity to come more
quickly to the help of regions or sectors 1in dirficulty would be a
nacural development.. An evolution 1in this direction would not be
difricult to build onto che present mechanisms, either as regards
pPublic i1nvestmencs or manpower poliicy measures. (One may bear in mind

the model ot the German tederal Finanzhilten (Arc. 104a- GG) which

allows for project support eiclier for short-term sctabilisacion or long

term development purposes). As regards 1investment measures, the

criceria established under objective N° 2 ot cthe Structural runds go
1n cthis direction (where unemployment rises notably over a chree year

period, regions may become  eligible). As regards manpower measures,

1t would not, 1n pPrinciple, be difricult cto adapt the Social Fund to
lntervene 1n a larger ana'prompcet way 1n regions experiencing severe
unemployment problems. The justificacion of compensating for shorter-
term problems could essentlally be 8s soclal 1inmsurance from the EC 1n
relacion to economic accidents or misfortunes (e.g. "earcthquakes”, not
only 1in che geological sense, but also 1in cthe sense of disastrous
developments in a region's cerms Oof trade).

At present, cthe structural funds are only ot real macroeconomic

signlificance 1in three small countries. There 1s an obvious ditriculcy

regarding the larger countries. The Size of each or them in relacion

to the EC as a whole 1s such that subsctanctial transters to one or two
of them would translace l0oto much bigger payments tor the countries
Supporting the ctransfers. One response to ctnis problem 157:6 treat
the bigger countries on a regional basis, which 1s what the structurai

funas do already to a large extent. However, chis 1s not a completely
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satlsfracctory solution, 1f problems ot tension between wmembers ot a
monetary union originated, for example, 1n economic maladjustment at
the nactlonal level. It, to take a purely hypothettical example, two
large countries (say Spain and Italy or France or the UK) had to be
al1ded on cthe scale of the EC's projected commitments to Greece,
Portugal and JIreland 1in 1992, cthen chis would require a rturther
expansion of cthe structural funds by an amount ‘of around ECU 20

billion, or 1/2% of EC total GNP.

On the other hand, a different constraint on the possible rurtcher

expansion of the sctructural funds 1s already visibie 1n the case of

the three small countries mentioned. This 1s that the EC 15 now moving
into a situaction of co-financing a large share ot these counctries'
economic 1infrastructure 1anvestments. Thus the scope for furchner

éxpansion would be limited unless the eligibility criteria were

conslderably widened, 1ncroduE1ng such areas as hospital, school,
universicy and housing i1nvestment which are atc present 1neligible. At
present, the structural tunds are addressed to a relatively narrow
category ot economic lnfrastruccure, investment and manpower
projects. Where such grant mechanisms become Wlde-ranging 10 ctheir
coverage, 1t 18 not uncommon for decentralised systems to cturn to

general-purpose mechanlsms wich €qualisaction features, racher than ro

continue with the proliferation of specific-purpose grants. In che

latcter case, 1incentives for - the lower levels of government opecome
',confu51ng, and the numbder ot detalled governmental cholces thatr have
.CLO be made at che central level becomes very substantial. General-
pPurpose grant mechanlsms can still be associlated with specific
obligations on cthe part of recipilent states to wmaincaln glven

Standards of public services.

A particular complicaction for specific-purpose grants arises where

Chree riers of government are involved (EC, national level, ana scate

Or regional level) as 1s the case now 1in over halt che Communicy
(Germany ,- Icaly, Spain, France and Belgium - see Annex 3). It ctne EC

moves 1nto the situation of co-financing a substancial number of
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sub-national public expenaiture functions, tnen there may only be ctwo
real solutlons to avoid a confusion of tinancial lncentives: have
greater recourse from cthe EC level rto (a) the dairect financing or
sub-national projeces, or (b) general-purpose grants to national

governmentcs.

Ideas chat have been discussea in the past (tor ‘example 1n the
Marjolin report of 1973 and MacDougall reporc ot 1977), 1nclude che

pPossipbility of EC Co-financing of unemployment benefits. This would

have some of che properties mentioned earlier, naﬁely to assure an
automactic and quick response to fluctuations in the economic
conditions orf different regions. In che United States, the tederal
government co-finances cné dittering unemploymeﬁt regimes of che
staces. The maain disadvantage of this idea 1s that 1t could mean
introducing the EC 1nto the politically delicate area of determining

unemployment benefit regimes.

At presenc, unemployment regimes are quite hecerogenous, especilally as
regards the maximum lengch of benefits, and how they relate to other
lncome—-malintenance and pension . benefits. Without greacer

harmonisaction, a co-rinancing system would Produce distorted results

as between Member Staces.

Finalliy, cnére are a certaln numbper of octher pubLlc expenalture
categories which coulid felatively ntaturally become EC budget
competrences to a higher degree cthan at present. This lncludes, ror
eéxample, R&D programmes ftor scilence andg technology, and aid rto
developing councries. However, che policy funcctions in quescion are,

Clearly, not Strongly relaced to che lssue of assuring the viaoilicty

of monectary lntegracion and are nort furcher pursued.

4. Susmary of the main issues

Where exchange race changes are removed from the 1nstruments ot
adjustment between the regions or countries of an €conomy, some new

balance has to pe Struck 1n che ftunctioning ot otner parts ot che
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policy system. In practice, this means that parcicular atcencion has
Co be given to how real wage flexibility and inter-regional tlows ot
public tinance will, 1n some mix of the two, help avouid cthe emergence
Oof unacceptablie divergences 1in regional employment and 1ncome levels.
Exclusive rellance on either real wage adjustment or financing by
budgetary mechanlisms would seem Co be 1implausible solutions. Ocher
lnstruments of 1inter-regional financing and adjustment wil!{ bpe 1n
play, 1ocluding cthe mobiiity of privace capital and labour, buc
neither can be relied upon as adequate palliatives to all ctypes ot

problem cthat may arise.

In principle, 1t might seem atctraccive to look tor an 1ncencive
System, whereby cthe availavilicty of significant buagetary assiscance
would be related to the willingness of che recipient to adjust real
wage competitiveness in the desirable direction. Such a4 scheme would
break new ground. It 1s no faccldenc thact cthere appear to be no
precedents .for a regilme ot this type. This reflects the racct that real
wage evolutioas hardly represent a policy 1instrument burt racther a
behavioural variable or che private sector. Conaitionality 1n chese
Clrcumstances would be eéextremely difficult co operate, especially for

more than short-run periods.

Given aifriculries of this kind, the searcn for a staole system may

need to proceed under the following headings:

(1) At the time ot monetary unification some kinda of historic, social
contract would need to be agreed, 1in whlcn.cne responsibilicies
Or the social parctners and governments at cthe nactional level tor
appropriate real wage evolutions in relacion to bcher countries
woula have to be clarified. A premature equalisacion or
rigldlflcatlon Of reai wage levels between countries would neea
to be guarded against. On the ocher hand, it mighc be agreea that
a decentralised decrermination of employment conditions should not
leaa Lo a downward spiral of competition with respect cto basic

social achlevements, tor eéxample cthrough recognising cerctain
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categories of minimum standards 1n che areas of social security
and labour iaw. A major reflection on torms and habits ot wage
contracts should, at any event, be undertaken, so as to encourage
Ferorms that could heip assure autdmatlc ad justments of real wage
levels rto avolid cthe emergence of uncompecitiveness 1n labour

costs.

AL Cthe same time there would need, no doubt, to be decisions on
the evolution of the functions of the EC budget, notably through
grant mechanisms that would help resist che emergence ot economic
tensions between different regions or countries in cthe union.
Such mechanisms should, however, only be considered as very
lmpertect substitutes for adequarte tlexibility 1in 'real wage
levels. This 18 because mechanisms that appeared to be close in
nature to a wage subsidy would run the serious risk ofr having an

unforcunate 1ncentive effect on collective bargaining benaviour.

More positively, however, budgetary grant mechanisms can serve to
equalise - to a varying degree - the opportunities tor successtul
economic development ot different regions or countries. - Such
mechanisms could also provide shofter-term compensation 1n . the
event of unpredictable economic accidents or mistortunes. They
could cthus form .an lntultivly reasonable part of the sociail

contracet between councries formlng an economic and monecary

union.

The main types of grant mechanisms available to pertorm chese
functions' can be observed in the practice of bpoth federal

countries and non-federal countries cthat have regional as well as

iocal governmenc. In parcticular the choice between, or mix or,

general-purpose e€qualisation grants ana Specitic-purpose grants
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Annex 1

General-purpose equalisation mechanisms

Budgetary equalisation mechanisms are often found 1in federal ana
central/local government systems. The common reature 1s chat
budgetary resources are redlscributed by the centre between staces (or
regions), or directly between states (or regions), so as ro equalise
CLO a gilven degree the fiscal capacity of scates to Satisfy certain

sStandards or neea for pubiic services. The payments relate to a
basket of public servies (otherwise 1t would be a specific~purpose
grant). The equalisation mechanism typlcally requires a two—-stage
calculacion:

- riscal capacity: the revenue per head that a sctare would obtain trom
application of a standard cax base; :

— expenditure needs: the expendicure per head cthat a state needs to
make to assure glven public service standards.

The equallsation standard requires policical choices. The objective
may be, for example, to put poorer states in a position to finance the
national average public service stanaards, or a given percentage of
this average, or cthe standard observed in some reference states.

The mechanisms resulic 1o paymencts cthat may have any of three types:
(1) 4 clearing mechanism - 1.e. the calculations resulr 1n a set of

debit and credit balances which sum to Zero, wicth the transrers
made divrectly between states. The debits and credilts in chis

(11) payments by the centre to reiacively poor scates, 1.e. the

be able ro reach cthe chosen standards.

(111) differencial payments by the centre to ail states, 1.e. the
richer states receive resources from che centre, but 1n

relatively small per capita amounts, whereas the poorer scates
receilve larger amounts. )

outcomes for the size of the central or federal budget - even zero in
the event that the clearing model (1) 1s chosen, with small ang large
central budgers required respectively for models (11) andg (r11).



three stages: first VAT revenues are allocated bpetween Linder
according to an equalisation formula that corresponds cto type (111)
above; second, supplementary grants are made to certain staces
(Erganzuq&szuwelsungen) according to ctype (11i) above; cthirdly, cthe
system 18 completed with a Cclearing mechanism of type (1)
(anderflnanzauslelcn) which raises the fiscal capacity of cthe poorer
Ldnder. The first two Stages result in tlows from the rederal budgerc,
whereas the final equalisation stage relies on a clearing mechanism
that does not enter into the federal budgec. ' -

Australiia and Canada both have mechanisms of type (11), whereby grants
——ccna =—=c°2

are paid to relatively poor states from the federal budget: to 3 out
of 6 states-in Australia, and to 7 out of 10 stactes 1in Canada.

The United States introduced in 1972 a Revenue-Snét1ng system of type
(111), whereby a tixed sum 1n the federal budgetr was allocateda berween

—_—————— T e et e e . e ———— ——
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Annex 2

Specific-purpose grant mechanisms

Specific purpose matching (or shared-cost) grant mechanisms are found
in ailmost all federal and central/local government systems. The
structural funds of the EC are also of cthis family.  The common
feature 1s that cthe central or federal budget co-finances specific
tLypes of state expenditures. The key variables in such mechanisms
are:

- eligibility criteria: ftor eéxample regilonal, sectoral or income
criteria.

= variliability of che matching ratio: 1f a rediscributive effect 1is
desired, che central buagect may participate Lo the extent ot, say,
75% of cthe tocal Public expenditure i1n the case of a poor state,
compared to, say, 25% in a rich scate.

- open or closed-ended nature of rthe facility ("guichet ouvert” or
not). The importance of chis distinccion 18 chat an open-ended rund
1s certain to have an incentive—effect 4t the margin on the resource
allocation preferences of lower-level government, whereas a
closed-ended funa (allocatlng fixed sums to ilndividual recipient
governments) may lose 1Tts 1ncentive effect and become 1n etrect a
general-purpose grant because ot the fungibilicy of resources.
"Additionality rules" May be used co try to overcome chis laccer
problem, but are difficult ro adaminister in the long-run.

The United States has relied most heavily of specific~purpose grancs,
the total number of separate programmes reaching 495 in cthe early
1970s. These programmes have been in che areas of public healch,
educatlion, publlc welfare asslstance, manpower training, job creaction
lnltiatives, unemployment compensation, and intrastruccure such as
highways ana publie housing. The extraordainary complexity of chais
System has led to 1ts cousolidation 1n recent years, .with che
discharge of some responsibilicies of cthe federal government to che
states, and the conversion of numerous small programmes 1into bplock
grants (1.e. moving closer ro the general~purpose granc model). The
United States offered clearly an example of éxcessive-expansion and

multiplication of specitfic-purpose grants, from which 1t has now moved
back 1n some degree.

Canada has. a relatively small number of shared cosrt mechanisms for

public neaich, universicy education, welfare assistance and regional
and culcturail development.

Australia makes restricred use of specific~purpose grants, notably for
———=--8

hospitais, universicies and highway infrascruccure. Otherwise the
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general purpose equalilsation system and federal social security are
the dominant teactures.

Germany has several Systems or specific-purpose grants trom Buna and
Lidnder:

- Common casks (Gemelnscnaftsaufgaben, art. 9la GG) which see cthe
joinc planning and financing of universicy construction, regional
economic infrastructure, and the lmprovement of agriculctural
Struccures and coastal protection. Some of cthese expenditures link
with che structural funds of che EC;

- Coordination between Bund and Linder 1n education and research
(Arc. 91b GG); i '

~ Restitutions for federal functions delegated to the L¥nder (Arc.
104a, 2&3 GG), lancluding costs of milicary administration, sctudent
grancts and housing ana saving subsidies; ’

- Investment aids (Finanzhilfen, Art 104a, GG), which concerns
projects aimed either act short-term economic stabllisation or
long-term growth potential 1n the domains of local transport, urban
development, housing grancs and hospital investment.

- ———— e
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Annex 3

Public finance systems in EC countries
with federal oxr regional structures

Apart from che federal model used 1n Germany, there have been
lmportant acts of regionail devolution in the last two decades in JItaly
(1970), Spain (1978) ana Belgium. Regionalisation in Belgium was
iniclaced 1n 1980, and wiil be completed with new reforms chatr are due
to take erfect on lst January 1989. France createa a regional ctier of
government 1in 1972, but cheir major responsibilities came with the
rerorms of 1982 and 1983. Ocher EC countries have 1little or no
regional tiers of goverament between the central and local ctiers.

The German federal constitution of 1949 with a revision in 1969, gives
to the 11 Linder imporcant competences 1in the area of Jjustice ana
public order, public healch, education, culcture, housing and regionail
planning. Of ctotal public expenditure by Bund and Linder, the latter
account for 45%¥. The Linder's own resources consist 70X of caxes
shared with the Bund; 1.e. 42.5% of personal income tax revenues, 20X
of the local business tax, 50% of corporation tax, about one-third of
the value-added tax, and 100X of wealcth, vehicle and beer taxes (all
of which are collected by the Bund). The larger part of the remaining
resources of cthe L¥nder consist of general~ and specific-purpose
grants from the Bund, as indicated in Annexes 1 ana 2.

Italy introduced 1ts present system of regional government 'in 1970.
The 20 regions are responsible for about 17% of che total public
expenditure, which 18 financed Co the extent of 80% by transfers from
the cencral government, the regions chus having onty ‘mlinor own
resources fiscally. The region's Principal expendictures are 1n cthe
area of public health, followed by infrastructure investments. The1ir
other main function 1s ro transfer funds to localy government for
various pubiic exXpendicure needs. The larger part of che ctransfers
from central rto regional government are 1n cthe form of specific-
Purpose grants, but there are Some general-purpose transfers which are
distributed wich a Somewhat progressive formula.

Spain's new consctitution ot 1978 gave lmportant functions to the 17
autonomous communities”, whose role 1s greater cthan 1n the case of
Italy's regions. Competences wholly or parctly cransferred to che
autonomous communities include Justice, economic regulacions,

- émployment, public works, educacion, Culcture, lndustry, cransport and

public health. The auctonomous communitiesg are financed, firsciy, by
their share 1in certain ctaxes (wealth, property, inheritance and real
estate cransactrion taxes). This 1s complemented by furcher financial
pParticipation from Madrid, and an “inter-cterritorial compensacion
tund” which 1s allocated 'to capital éxpenditures and 1s based on a
highly progressive formula. Total public expenditures accounted tor by
the autonomous communities amount to 4% of GNP.
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Belgium's three-region regime, already quite subscancive slnce 1980,
wWlll become close to a federal regime on lsc January 1989. Wicn the
new regime, cthe regions and communities will be responsible for
Cculture, educaction, housing, pubdlic asslstance and public healch, aids
€O 1ndustry, public transport and public works. The cencral government
recains monecary policy, defense, and cthe tinancing of social
security. The financing of cthe regional and communities competences
wWill gradually (over an 11 year ctransicion period) move from che
present grant system to one based .largely on a share in personal
lncome tax, with the regions to have freedom to set thelr own rates of
surcharge on the national rate. They will also share in the revenue of
several small taxes. There will, finally, almost certainly be an
equalisation mechanism, bringing the revenues of 4 poorer region
closer to the national average (details are norc yet finalised).

France's system of reglonal government was introduced in 1972 wicn 26
regions. However, the direct election of regional representatives only
came 1n 1982. Competences of the regions lie Primarily in the areas of
economic pilanning, protessional training, the co-financing of regional
public 1investment and aid to lower levels of government. The ctotal
resources of the regions are, however, small (17 billion Francs 1in
1985, or .3% of GNP), financed largely by regionai surcharges on
cercaln taxes accruing to other levels of government (e.g. property
and motor vehicle regis:ratlon'caxes). The remaining resources come
from specific-purpose grants from cthe cencral goverunment and
borrowing.

In conclusion, 1t may be judged that Spain and Belgium have inscatled,
or are currently preparing, regional Systems of government rtharc are
approaching the federal regime of Germany in che degree of devolvea
competences, figcal resources and explicic lnter-regional balancing
mechanisms. -Itaiy's regime 1s distinctly less aecencralised, and
France's less so than Italy's. :




