SWEDISH ECONOMIC POLICY REVIEW 8 (2001) 107-137

The political economy of policy coordination in the
EMU

Jiirgen von Hagen and Susanne Mundschenk "

Summary

B The beginning of the Third Stage of the Economic and Monetary
Union has changed the quality of economic policy making of the
member states, as EMU creates new and amplifies existing external-
ities of economic policies among them. In this paper, we analyze the
resulting interactions between a single monetary policy and national
fiscal policies in the short and the long run. In the long run, monetary
policy and fiscal policies are independent, and there is no need for
coordination beyond deficit constraints. In the short run, when
changes in nominal demand affect real output, monetary and fiscal
policies interact in determining aggregate output at the union level.
This creates a potential conflict among national fiscal policies and be-
tween these and the single monetary policy. We analyze these con-
flicts and derive some principles for policy coordination. Coordina-
tion requires agreements among member states on a joint fiscal policy
stance at the aggregate level, reconciling this joint fiscal stance with
the union’s monetary policy, and procedures to express and aggregate
preferences over the output-inflation trade-off at the EMU level. We
review the existing policy processes in the EMU and show that they
are insufficiently focused on the interaction between monetary and
fiscal policies and do not meet the requirements of a framework for
effective policy coordination. B
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The beginning of the Third Stage of the Economic and Monetary Un-
ion in Europe (EMU for short) has changed the quality of economic
policy making by the member states. In the integrated monetary and
financial market system created by the euro and the Eurosystem (the
European Central Bank and the national central banks of the coun-
tries participating in EMU), all participating member states share the
benefits—or suffer from the lack—of a well-conceived “single”
monetary policy. Price stability is the key example. Since the price
level is propetly defined only for the entire domain of a currency, all
euro area member states simultaneously either enjoy price stability or
suffer from inflation.! Similarly, the welfare benefits of low currency
risk (reflected in the common level of long-term interest rates), exter-
nal balance (reflected in the level and variability of the exchange rate
of the euro against other currencies), and the stability of the EMU
banking sector and financial markets (reflected in efficient and stable
financial intermediation) jointly accrue to all member states.

The euro area member states have delegated the authority over
monetary policy to a common supranational institution, the European
Central Bank. Other important parts of economic policy continue to
be decided at the national level, however, even if they affect the wel-
fare of other member states, because they affect price stability, finan-
cial stability, or the EMU’s external balance directly or indirectly
through the ECB’s reactions to national economic policies. EMU
thus creates new and amplifies existing externalities of economic poli-
cies among the member states.

* We thank Lars Calmfors for numerous and belpful suggestions improving an earlier draft of this
paper.

! Individual countries can experience price developments that differ from the aver-
age inflation rate in the euro area. However, such differential developments must
be properly interpreted as regional relative price movements, which cannot be the sub-
ject of EMU monetaty policy.
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Furthermore, EMU weakens the incentives for governments to
consider the consequences of their national economic policies for
price stability, financial stability and external balance, i.e. it invites
free-riding behavior, because the benefits from policies aiming at
these variables partly fall on other member governments in EMU.?
The interdependence between the ECB’s monetary policy and na-
tional economic policies and the existence of externalities and free-
riding incentives in EMU imply that non-cooperative national eco-
nomic policies and ECB monetary policy do not yield efficient policy
outcomes in EMU.

There are two basic channels through which national economic
policies affect the aggregate EMU variables. The first and obvious
one is that some national policies directly affect the relevant euro area
aggregates. This is true for national policies affecting the euro area
price level, the euro’s exchange rate with other currencies, and the
external balance of the euro area. To the extent that the ECB takes
economic growth and unemployment in the euro area into considera-
tion when setting its monetary policy, national policies affecting these
variables are also relevant.> This applies primarily to public spending
and taxation, but goes beyond budget deficits, as the level and the
structure of public sector revenues and expenditures have important
macro effects on growth, employment, and prices.

The second channel works through national economic structures
that shape the environment where ECB monetary policy operates.
For example, structural changes affecting the slope of the Phillips
curve or the NAIRU in an individual member economy will change
the constraints faced by the ECB in its low-inflation policy, as the
long-run equilibrium inflation rate of the euro area depends on such
parameters.* Again, the reduced impact of national policies on price
stability in EMU implies a reduced incentive for governments to un-
dertake policies that could improve the monetary policy environ-

2 The recognition of this problem with regard to the level of public sector debts and
deficits has been the justification for the Excessive Deficit Procedure of the Maas-
tricht Treaty and the Stability and Growth Pact.

3 Although the ECB’s main goal is price stability, it has a wider mandate of pursu-
ing the general economic policies in the community, provided that price stability is
not endangered. Furthermore, the policy statements of the ECB cleatly reflect a
concern with cyclical developments in the euro area.

* This is the main tenet of models of monetary policy based on credibility argu-
ments, e.g. Barro and Gordon (1983).
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ment.> The implication is that policy coordination in the euro area
does not naturally end with macroeconomic policies (Jacquet and
Pisani-Ferry, 2000). Beyond that, the logic of the euro area framework
implies that coordination should include structural policies affecting
the performance and flexibility of European markets for goods, ser-
vices, and labort.

The purpose of this paper is to analyze and discuss the political
economy of policy coordination in EMU. In Section 1, we develop a
framework for studying monetary and fiscal policy in a monetary un-
ion to explore the implications of the common currency for policy
coordination. We show that there is little need for coordinating
monetary and fiscal policies in the long run. In the short run, how-
ever, a monetary policy firmly committed to price stability at the
EMU level implies that the central bank controls aggregate demand at
the euro area level, while national fiscal policies determine the distri-
bution of aggregate demand across the participating countries. Thus,
national governments are engaged in a distributional game with ineffi-
cient outcomes, unless policies are coordinated. In Section 2, we re-
view the existing mechanisms for policy coordination and show that
they are insufficient for generating efficient policy outcomes. The cur-
rent mechanisms largely ignore the interdependence of national eco-
nomic policies and the ECB’s monetary policy and instead seem to
focus on the long-run perspective. Section 3 concludes.

1. Monetary and fiscal policy conflicts in EMU

We analyze the political economy of macroeconomic policy making in
the euro area in a general framework of a monetary union. To
sharpen the focus of our discussion, we consider the reference case of
a monetary union consisting of two countries of equal size. The two
countries produce tradable goods, which are imperfect substitutes in
consumption. Aggregate demand in each country depends on the real
interest rate, the relative price of the country’s output (i.e. the real ex-
change rate) and the primary government deficit. Aggregate supply in
each country is determined by a Lucas-supply function motivated by
one-period nominal wage contracts. Output supply depends on unex-
pected price movements in the short run only. The long-run output
level is determined by national good and labor market policies and is
unaffected by changes in the price level. We also assume that the two

5 See e.g. von Hagen (1999), Sibert and Sutherland (2000), and Calmfors (2001).
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members of the monetary union have symmetric aggregate supply and
demand functions.

The two countries share a common currency and a fully integrated
capital market with a single interest rate. Money demand in the mone-
tary union depends on aggregate income (at the union level), the ag-
gregate price level (a weighted average of the two national output
prices), and the single interest rate.® The model thus entails a hierar-
chical structure, where the price level and the interest rate are deter-
mined at the union level, while relative prices between the two coun-
tries and output are determined at the national level.

The central bank is in charge of monetary policy for the union as a
whole. It controls the nominal interest rate, taking inflation expecta-
tions as given. Its principal mandate is to maintain price stability, i.e.
to keep the rate of inflation close to zero. Agents’ expectations are
rational and based on the information available at the beginning of
each period.”

1.1. Monetary and fiscal policy in the long run

Consider the long-run interaction of monetary and fiscal policy in this
setting. As there are no unexpected price movements in the long run,
the aggregate supply curve is vertical both at the national and the ag-
gregate level. With forward-looking inflation expectations, the long-
run solution for the price level depends on the expected future paths
of money supply and the primary deficits in both countries. In the
long run, price stability in the monetary union therefore requires a
convergence of the cumulated expected future deficits, which justifies
the imposition of long-run deficit constraints, such as the requirement
of sustainability first included in the Maastricht Treaty.

Given this condition on future deficits, the important long-run
property of the model in our context is that the central bank can
choose the rate of inflation for the monetary union without affecting
neither the output level of the union as a whole nor the output levels
in each country. Given the central bank’s choice of the rate of infla-
tion, a change in the government deficit in one country affects the
relative output price and the distribution of output between the pri-

¢ As in existing monetary unions, it would, under realistic conditions, be difficult to
measure money demand at the national level, as residents in one country will hold
bank deposits in the other. See von Hagen (1993).

7 For a detailed exposition of the model, see Mundschenk and von Hagen (2001).
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vate and the public sector, but not the long-run level of output. Ad-
verse supply-side policies in one country, such as a rise in distortion-
ary taxes or a tightening of labor market regulations, reduces that
country’s level of aggregate output, and also the aggregate output of
the monetary union. However, the central bank can still maintain the
same inflation rate by adjusting the monetary policy accordingly, with
no long-run consequences for the other country’s output.

The essence of this is that monetary policy can achieve long-run
price stability without interfering with fiscal policy, and that national
governments can choose and implement supply-side policies accord-
ing to national preferences. Thus, beyond the imposition of an ap-
propriate long-run constraint on government deficits, there is no need
for coordinating monetary and fiscal policies.

1.2. Monetary and fiscal policy conflicts in the short run

Consider now the short run, where wages are sticky and unexpected
changes in prices have real output effects. The aggregate supply curve
has a positive slope. By controlling the interest rate, the central bank
can determine the equilibrium price level or the equilibrium rate of
inflation and hence, the equilibrium level of aggregate demand for the
monetary union as a whole. Assume now that one of the governments
desires to increase output in its country and thus increases its deficit.
Initially, this drives up aggregate demand in this country and in the
monetary union. Responding to the resulting inflationary pressures,
the central bank raises the interest rate, pushing the union’s level of
output back towards its initial position. As the interest rate rises, the
demand for output falls in both countries. In the new equilibrium,
aggregate output at the monetary union level is the same as before,
but output is higher in the first and lower in the second country. The
point of the example is that the monetary union exhibits a conflict
between monetary and fiscal policies in the short run. Given the short
run supply schedules, this conflict focuses on the determination of
aggregate output in the monetary union and its distribution over the
two countries.® The conflict results from the price level and the infla-
tion rate of the monetary union being determined together with its
aggregate level of output in equilibrium.

There are two ways of framing this conflict. Assume first that the
central bank is hard-nosed on inflation and unwilling to tolerate any

8 For a strategic analysis of this conflict, see Dixit and Lambertini (2000, 2001).
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deviation from its target rate. The central bank then fully offsets all
deviations of aggregate output at the monetary union level from the
level compatible with this target. As a result, fiscal policies at the na-
tional level are in a pure distributional conflict, i.e. any increase in the
deficit in one country crowds out demand in the other. Suppose that
output falls short of the governments’ target levels in the initial equi-
librium. If the two governments fail to recognize this distributional
conflict, they will both increase government deficits in an effort to
achieve their output goals. Since aggregate output is controlled by the
central bank, however, the fiscal expansions will only lead to higher
interest rates and, eventually, larger public debts, but neither of the
governments achieves its output goal. Fiscal policy coordination is
required to recognize the externality of fiscal policy and avoid ineffi-
ciently large deficits.

The other way of framing this conflict is to assume that the cen-
tral bank is willing to tolerate some deviations of inflation from its
target rate in the short run and allows national fiscal policies to affect
output and the price level at the union level. Fiscal policies in the two
member states then have an impact on the level and distribution of
output in the monetary union, as well as on the rate of inflation in the
short run. There are thus two problems to be solved at the same time,
the determination of aggregate output and inflation at the monetary
union level and the distribution of output across the two countries. In
the absence of policy coordination, the governments and the central
bank now compete in determining aggregate output in the monetary
union. If, for example, the governments pursue output targets exceed-
ing the level of aggregate output the central bank wishes to achieve,
they will boost public deficits. In anticipating this, the central bank
will tighten monetary policy more than it otherwise would, resulting
in an inefficient combination of tight monetary and loose fiscal condi-
tions. Cooperative policies could achieve a better policy mix with
lower interest rates and smaller deficits.

It is straightforward to extend this argument to the case of an ex-
ogenous shock to aggregate demand in the monetary union. Once
more, the central bank uses monetary policy to counteract the infla-
tion effects of such shocks and thus, to determine the level of aggre-
gate output for the monetary union. Fiscal policies at the national
level are reduced to determining the distribution of the shock over the
two countries. Unless the governments recognize the situation, their
reactions to demand shocks will be inefficiently large.
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Consider the scenario where only the first country is hit by a posi-
tive, exogenous demand shock. The output of this country then rises
as does the level of output of the monetary union. Faced with a rising
inflation rate, the central bank responds by tightening monetary con-
ditions, thereby pulling back the union’s aggregate output. Assuming
that the central bank is willing to tolerate some additional inflation,
the level of aggregate output will lie somewhat above the initial one;
the first country’s output will be larger and the second country’s out-
put will be smaller than before. Monetary policy thus determines both
the aggregate effect of the shock and its distribution over the two
countries. The governments can obviously try to use fiscal policy to
change the aggregate and the distributional outcomes before the
monetary union settles down in a new equilibrium. An extreme ver-
sion of this would be that fiscal policy in the first country entirely ab-
sorbs the shock. But it is far from clear that governments would agree
to this. In general, a conflict between monetary and fiscal policy can
thus not be avoided in the short run.

Finally, consider the case of structural policies, which increase the
first country’s equilibrium level of output. With no adjustment in
monetary policy and government deficits, inflation declines in the
monetary union, and output expands in both countries. As a result,
both member states benefit from the improvement of the first coun-
try’s supply conditions. The central bank might ease monetary policy
in view of the falling inflation rate and hence, induce a further expan-
sion of aggregate demand and output, which would benefit both
countries. If the monetary union’s inflation rate depends negatively on
its long-term aggregate output level because of credibility effects, fur-
ther benefits of reduced inflation arise for both countries. Thus, sup-
ply-side policies yield positive externalities in the short run. In the ab-
sence of policy coordination, these externalities are unrecognized and
the incentives for undertaking such policies are too low.

1.3. Macroeconomic policy coordination in the long and the
short run

A first point to take from this discussion is the stark difference be-
tween the interaction of monetary and fiscal policies in the short and
the long run. In the long run, there is no point in coordinating mone-
tary and fiscal policies in the monetary union beyond the long-run
deficit constraint, for there is no conflict between the two. Thus, the
central bank can be entrusted with the mandate to maintain price sta-
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bility in the monetary union and the governments can adopt fiscal and
structural policies as they see fit. In the short run, this separability of
monetary and national economic policy does not hold, however. As
long as changes in nominal demand have real effects, monetary and
fiscal policies interact in determining aggregate output; an interaction
which creates the potential conflict between monetary and fiscal poli-
cies and a scope for beneficial policy coordination.

Our simple framework allows us to discuss several options for pol-
icy coordination. A first point is that there is no need for coordination
between the governments and the central bank, if the latter has a lexi-
cographic preference function with price stability as its overriding
policy goal. As noted above, however, such a scenario sharpens the
distributional conflict between the member governments and thus
there is a need for cooperative policies among the governments.

A second point is the suggestion that the central bank could avoid
the conflict between monetary and fiscal policy by declaring that its
monetary policy was strictly oriented towards price stability in the
“medium run”, as the ECB currently does. Defining price stability as
a rate of inflation below two percent in the medium run might signal
the central bank’s willingness to tolerate inflation rates above two
percent, provided that they are expected to be temporary. In strategic
terms, such a declaration constitutes a central bank commitment to
set monetary policy before fiscal policy and refrain from reacting to
changes in aggregate spending caused by fiscal policy. It is quite obvi-
ous, however, that such a policy entails a risk of undermining the cen-
tral bank’s ability to effectively maintain price stability, as the gov-
ernments might choose to engage in fiscal expansions for long peri-
ods of time. In the context of models of central bank credibility, such
a declaration would destroy the commitment value of a “conserva-
tive” central bank placing higher weight on price stability than the
governments (Dixit and Lambertini, 2001).

Another suggestive solution to the problem might be the proposal
that the central bank should manage aggregate demand in the mone-
tary union, while fiscal policy is responsible for eliminating differ-
ences in aggregate demand among the countries.” This proposal is
unrealistic for at least two reasons. The first is that it assumes that this
will always be desired by the governments, i.e. all governments have

9 As noted by Pisani-Ferry (2001), this suggestion is implied by the EU’s Broad
Economic Policy Guidelines.
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the same preferences regarding output, employment and inflation,
and that these are compatible with those of the central bank. The sec-
ond is that governments are unlikely to find the proposal to make the
level of public spending a function of asymmetric shocks to their
economies attractive, as this would expose public sector activities to
the risk of such shocks. It is implausible to expect that a government
would cut back on public policy programs to adjust to an exogenous
increase in the demand for its country’s output.

For similar reasons, the suggestion that policy conflicts disappear if
governments focus on supply side policies (such as the reduction of
distortionary taxes), is unconvincing. Ultimately, this amounts to pro-
posing that the central bank can choose its most preferred rate of in-
flation by controlling aggregate demand at the monetary union level,
while governments choose the level of output by controlling aggre-
gate supply. This is an appropriate assignment in the long run, but not
in the short run, for in the latter case the rate of inflation is deter-
mined by the interaction of aggregate demand and supply in the
monetary union. Even refraining from the use of deficits to control
aggregate demand at the national level would, therefore, not eliminate
the interdependence between monetary and fiscal policies, which cre-
ates the need for policy coordination in the first place. Furthermore,
in many EMU countries today, there may be a consensus that output
and employment could be increased by improving the incentive ef-
fects of tax systems and by deregulating labor markets. Once the cur-
rent distortions have been reduced, however, it is hard to imagine that
governments and their constituencies would accept subjecting tax
codes and labor market protection to frequent changes in response to
exogenous shocks. The suggestion then simply comes down to asking
governments to refrain from using fiscal policies to counteract fluc-
tuations in output and employment, i.e. assuming away that govern-
ments have preferences over short-run economic outcomes.

Thus, there is no easy way out of the short-run conflict between
monetary and fiscal policies in a monetary union. As argued above,
non-cooperative policies are unlikely to achieve optimal outcomes in
this context. One alternative would be that the two governments set
their fiscal policies cooperatively, while the central bank plays non-
cooperatively against the two. There would thus be a framework for
fiscal cooperation but not for cooperation between fiscal and mone-
tary policy, which would lead to a different combination of output
and inflation, but not necessarily a more desirable one than the fully
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non-cooperative outcome. As is well known from game-theoretic lit-
erature, cooperation among subsets of players can lead to worse re-
sults than those achieved without coordination.10

1.4. Cooperative solutions

A convenient way of considering solutions to the short-run policy
problem in the monetary union is to divide it into two sub-problems,
the problem of choosing a point on the aggregate output-inflation
trade-off at the monetary union level, and that of solving the distribu-
tional conflicts across the members of the monetary union. Looking
at the problem in this way suggests a two-tier approach. The first tier
consists of reaching an agreement on a joint fiscal stance at the mone-
tary union level among the member state governments. The second
tier consists of reconciling the fiscal stance with the monetary policy
stance.

First, consider the second tier. Here, an agreement about the pol-
icy mix in the monetary union is necessary. This requires an evalua-
tion of the output inflation trade-off at the aggregate level on both
sides, and a decision-making process achieving a desirable equilib-
rium. In a world without transaction costs, the central bank would
negotiate with policy makers representing the joint view of the gov-
ernments and find an agreement. In a world with transaction costs,
cooperation could be based on rules prescribing in detail which actor
does what under given circumstances. In practice, however, it is im-
possible to write a contract specifying all contingencies between the
central bank and the governments and a combination between discre-
tion and rules is therefore necessary.

A realistic procedure would distinguish between “normal times”
and “exceptional circumstances.” In normal times, when exogenous
shocks are small and short-lived, governments set fiscal policies in
advance of monetary policy and, given their policies, leave the deter-
mination of aggregate demand to the central bank. Making such an
approach viable requires that governments can effectively commit to
fiscal programs, and that the central bank explains how it will react to
their programs and to exogenous shocks, if these should occur. As we
explain below, neither condition is fulfilled in EMU today.

10 See e.g. von Hagen and Fratianni (1991). Note, however, that the proposal not to
coordinate is not an equilibrium strategy.
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“Extreme circumstances” are characterized by large and perma-
nent shocks to the aggregate economy. The point here is that the
shocks would call for large adjustments in fiscal policies and monetary
policy to regain an acceptable combination of output and inflation in
the monetary union. Such circumstances would require an institu-
tional framework for coordinating monetary and fiscal policies, such
as negotiations between the ECB Board and a representative of the
governments. In countries with independent central banks, such ne-
gotiations typically take the form of allowing a member of govern-
ment to participate in central bank board meetings, or a direct dia-
logue between the president of the central bank and the head of gov-
ernment. While the latter is ruled out in EMU, the former is foreseen
in the Maastricht Treaty and the Statutes of the ECB, as the president
of the European Council is allowed to play that role. Such negotia-
tions can only be effective, however, if there is sufficient cooperation
among the governments enabling their representative to present a
common view and make binding agreements with the central bank
that commit them to take adequate actions.

Turning to the first tier, the purpose of policy coordination is to
develop a common fiscal stance among the member governments.
This requires mechanisms to express and aggregate preferences over
the output-inflation trade-off at the EMU level among the govern-
ments, and mechanisms to solve the distributional conflicts between
them. In the next Section, we will argue that the existing framework
for policy coordination in the EMU does not meet these require-
ments. Existing processes might provide a basis for expressing the
distributional conflicts among the member states, expressing concerns
about policies in one country that could have negative effects on oth-
ers through the EMU aggregates, and peer pressure encouraging re-
forms. However, they provide no framework for analyzing the rele-
vant conflicts in detail nor for arriving at binding agreements among
the governments assuring the consistency of their individual fiscal
policies with their policy goals at the national and the aggregate level.
Thus, the current institutional setup largely keeps the member states
in a non-cooperative policy game. One implication is that the central
bank is rightfully reluctant to engage in cooperative policymaking with
the fiscal authorities, as it cannot count on the reliability of agree-
ments it might enter into with the governments. Thus, the lack of
commitment among governments implies an inability to commit be-
tween the monetary and fiscal authorities.
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2. Policy coordination in the EU and EMU

2.1. Methods and principles of policy coordination

Before EMU, policy coordination in the EU relied on two main
methods, harmonization of policies based on common rules of be-
havior, and delegation to community institutions (Jacquet and Pisani-
Ferry, 2000). The administration of the Internal Market is a prime ex-
ample of delegation, as the authority over common policies was given
to community institutions. The rationale was to ensure free disposi-
tions of private agents throughout the member states as a common
objective of the Single Market. An example for rules-based coordina-
tion among national authorities was the coordination of monetary
policies within the European Monetary System.

EMU has expanded the scope of coordination using both meth-
ods. The conduct of the common monetary policy by the Eurosystem
is an example of delegation. The fiscal strictures of the Excessive
Deficit Procedure and the Stability and Growth Pact are examples of
rules-based coordination in EMU. But in addition to these traditional
methods, the Maastricht Process and the development of the union
during the 1990s also introduced new forms of coordination, based
on dialogue, exchange of information, peer pressure, and persuasion.
The reliance on “soft” enforcement, i.e. peer pressure and persuasion,
indicates that the EU member states were unwilling to give up further
sovereignty over their economic policies. The scope of policies cov-
ered by the existing coordination processes ranges from budgetary
policies over labor market policies to regulatory policies at the na-
tional level.

Policy coordination can have a narrow or a broad agenda. With a
narrow agenda, coordination is limited to monitoring the national
economic policies of the member states and challenging practices ex-
pected to worsen the quality of the EMU’s macroeconomic perform-
ance, e.g. with regard to price stability. The Excessive Deficit Proce-
dure is an example of coordination under such a narrow agenda. Co-
ordination with a narrow agenda leaves the member states the free-
dom to choose their policy goals, instruments, and methods of im-
plementation. With a broad agenda, policy coordination goes beyond
this and develops an explicit framework for cooperative policies. This
requires an agreement on a set of common policy goals and methods
for achieving these goals. Apart from the single monetary policy and
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the administration of the Single Market, policy coordination in EMU
today proceeds under a narrow agenda.

Apart from the single monetary policy and the administration of
the Single Market, policy coordination today also is of an “uncondi-
tional” nature in the sense that the participating member governments
(and the ECB, where applicable) inform each other about their in-
tended actions, given their expectations about future economic cir-
cumstances. What will happen if these expectations fail to materialize
is not part of the various procedures, however. This limitation is par-
ticularly important in the context of coordination between monetary
and fiscal policy in the EMU, where the development of transparent
rules for reactions to shocks could greatly help guide private sector
expectations.

2.2. Actors

According to Article 99 of the Treaty on European Union (TEU),
member states coordinate their economic policies at the EU level
within the Council of Ministers with the participation of all 15 mem-
ber states and the presence of the European Commission and the
European Central Bank where deemed necessary. The Council of
Economics and Finance Ministers (ECOFIN) is the forum for dis-
cussing and deciding on government deficits, spending and taxation,
while the Labor and Social Affairs Council deals with employment
and social policies. In the coordination procedures established by the
Treaty, the Council adopts economic policy guidelines and recom-
mendations by majority voting on a proposal from the Commission.
There is also a host of ministerial committees working below the
Council to prepare its work.

Although the title of ECOFIN suggests otherwise, it is noteworthy
that the members of this body are far from a homogeneous group, as
the functional and political roles of finance ministers varies consid-
erably across EU member states. The degree to which individual
members can enter credible commitments for the macroeconomic
policies of their governments thus also varies.

In recognition of the specific coordination requirements among
participants of the euro area, the 1997 European Council in Luxem-
bourg established the Euro Group (also known as the Eurol2-
Group) of the finance ministers of the EMU member states. The
Euro Group has no formal decision-making authority and it is limited
to assessing the economic situation and discussing the major policy
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issues for the euro area. The group is chaired by the finance minister
of the state holding the EU presidency if that state is a member of
EMU, and, in periods when a non-EMU member holds the EU pre-
sidency, by a minister of the next EMU member state to hold the EU
presidency. This subgroup of ECOFIN gathers in connection with
ECOFIN meetings.

The European Commission is present both at Council and Euro
Group meetings. The Commission has the right to set the policy
agenda for Council meetings and to provide analyses for multilateral
surveillance. The Economic and Financial Committee (EFC) has ad-
visory and preparatory functions for the Council meetings. It consists
of representatives of the national administrations and the national
central banks, as well as two representatives of the European Com-
mission and the ECB. Within the limits set by the consensus agree-
ments of the national governments, both the EFC and the European
Commission have played leading roles in the development of the co-
ordination process, e.g. by proposing and developing the various pro-
cedures reviewed below. While the European Commission and the
EFC cover macroeconomic and financial issues, the Economic Policy
Committee (EPC), which consists of officials from economics minis-
tries, is primarily concerned with structural policies.

According to insider views, the European Council and the Council
can hardly be regarded as effective institutions for cooperative deci-
sion-making. Padoa Schioppa (1999) argues that the Council is too
large a forum to develop concrete policy actions or policy rules. Fur-
thermore, the Council involves too many participants and catches too
much media attention to provide an environment for confidential dis-
cussions and deliberations.!! The more informal Euro Group allows a
more focused debate, since national delegations are restricted to two
persons. Its role is limited, however, since decisions can only be taken
at the Council level. Jacquet and Pisani-Ferry (2000) argue that the
Euro Group has played a useful role in developing the quality of eco-
nomic policy debates among its members, but that the role of this
group is largely exhausted with this function. In sum, the lack of a
forum for discussing and making consistent choices between alterna-
tive policies at the EMU and the national levels is a deficiency of the

1 Ttalianer (1999) states that because of the abundance of accompanying officials,
the focus of attention has shifted towards the bi-annual informal meetings of minis-
ters of finance and central bank governors, which have often given decisive political
impulses to the EMU process.
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current framework. The implicit assumption behind the current setup
seems to be that a competitive policy process, where each govern-
ment takes the single monetary policy and the fiscal constraints of the
Excessive Deficit Procedure and the Stability and Growth Pact as
given and pursues its own goals at the national level, serves best to
guarantee a good performance of the EMU under all circumstances.
As argued above, there are good reasons to believe that this assump-
tion is correct only in a ‘long-run’ world.

Experience in the EMU and other contexts suggests that the re-
sponsiveness of governments to peer pressure is not the same in all
countries. Large countries in particular are less likely to react to peer
pressure in the desired way, as the wish to be a “good European”
typically plays a much weaker role in their domestic politics than in
smaller countries.!? This is indicated by the observation that the share
of BU initiatives in the total number of legislative initiatives is usually
smaller in the parliaments of large countries such as Germany, where
15-20 percent of all initiatives are due to the implementation of EU
initiatives (see von Beyme, 1997), than in smaller countries like Bel-
gium, where it is around 50 percent. The slippage in fiscal discipline
observed in 1999-2001, and the fact that France and Germany under-
took significant tax measures without referring to them in their stabil-
ity programs (European Commission, 2000), also support the impres-
sion that the effectiveness of peer pressure for securing the commit-
ment of the large member states is limited.

The effectiveness of recommendations made at the EU level to
guide national budgetary policies is limited by several procedural im-
pediments. Although the deadline for the submission of stability or
convergence programs has been moved from 1 March to the end of
the preceding year, national budget processes and the writing of these
programs run on different and loosely connected calendars. In many
EMU member states, the budget and the stability program are pre-
pared by different administrative units and thus, the link between
these processes is then weak (Hallerberg et al., 2001). A further diffi-
culty in this context is that the procedures for policy coordination do
not always involve the relevant actors at the national level. This im-
plies that negotiations at the EU level often lead to no more than

12 In this context, it is interesting to note that during the convergence process to
EMU in the 1990s, the small EU countries were much more responsive to the pres-
sures for adjustment of budgetary policies than the large countries. See von Hagen
et al. (2001).
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statements of good intentions to influence the relevant actors at the
national level.

Recent empirical studies of fiscal practices in the EU states show a
large degree of variation in the implementation of the fiscal rules of
the Excessive Deficit Procedure and the Stability and Growth Pact
(Hallerberg et al., 2001; Fischer and Reitano, 2001). In some states,
the fiscal targets formulated in the context of the stability programs
are translated into detailed targets at the level of individual ministries,
and the governments have developed detailed frameworks enabling
them to keep their budgetary aggregates close to the target when
revenue or expenditure shocks occur. In other states, the connection
between the targets stated in the stability programs and the national
budget process is quite loose. Moreover, rules for exceptional circum-
stances do not exist. On the one hand, this suggests that the effec-
tiveness of the Excessive Deficit Procedure and the Stability and
Growth Pact as a framework for policy coordination varies across
countries. On the other hand, the political economy of fiscal policy
shows that the appropriateness of fiscal targets and multi-annual pro-
grams to guide a government’s fiscal choices and serve as a commit-
ment device depends on political factors, such as the organization of
government and electoral systems (Hallerberg and von Hagen, 1998).
Given the variance of these factors across EU member states, the
strong reliance of the EMU on this approach is questionable.

Information exchange between monetary and fiscal authorities

Article 113 forms the Treaty basis for a dialogue between the Council
and the ECB. It foresees the participation of the ECB in Council
meetings where issues relating to monetary policy are discussed. In
turn, the Council president has the right to participate in meetings of
the ECB Governing Council and submit motions for deliberation by
the Governing Council. However, note that since the president of the
EU Council represents all members of the EU, he/she is not neces-
sarily a good counterpart with whom to discuss the policy mix for the
ECB in the euro area. This is partly recognized by the practice that if
the EU presidency falls on a non-euro state, the Council president is
represented by the chairman of the Euro Group, i.e. the finance min-
ister from the next EMU member state to hold the EU presidency.
The ECB president is always invited to participate in meetings of the
Euro Group.
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In a study based on surveys of the national central banks and fi-
nance ministries, Bini-Smaghi (2000) finds that the quality and fre-
quency of the dialogue between the Council and the ECB are lower
compared to the dialogues between the national finance ministries
and the central banks before the start of EMU. As long as national
finance ministries regard their policies as a matter of national concern,
the reduced information exchange decreases the incentive to internal-
ize the ECB’s reaction and, therefore, leads to insufficient coordina-
ton.

Monetary and fiscal anthorities and wage setters in “Structured dialogne”

The Cologne Process, an informal macroeconomic dialogue, was in-
troduced under the German presidency in 1999. It consists of bi-
annual, informal consultations between public authorities and repre-
sentatives of the social partners, without setting objectives. The social
partners are represented by their respective organizations at the
European level and the dialogue focuses on issues of monetary, fiscal
and wage policies. The exchange takes place on a political and techni-
cal level between the ECB, ECOFIN, the Labor and Social Affairs
Council, the Commission, and the social partners.

Although the dialogue explicitly recognizes the necessity of wage
policies at the national level being consistent with price stability in
EMU, the forum is unlikely to play a major role in the coordination
process. This is due to the fact that the European federations of trade
unions and employers do not have the authority to represent the
common views of their respective partners in all member countries
and, therefore, cannot assure the enforcement of any agreements on
guidelines for wage policies at the national level. This, in turn, is due
to the institutional heterogeneity of social partner organizations in the
member countries (See OECD, 1996).13

2.3. Processes for macroeconomic policy coordination

Table 1 presents an overview of the processes of economic policy
coordination in the EU. They include the Broad Economic Policy
Guidelines (BEPGs), the process of multilateral surveillance, the Ex-
cessive Deficit Procedure and the Stability and Growth Pact, the Co-

13 Wyplosz (1999) argues that further centralization at the EU level is also hindered
by the diverging labor costs throughout Europe, e.g. labor costs in Germany are
five times larger than in Portugal.
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logne Process, the Luxembourg Process, and the Cardiff Process.
While the latter two mainly address structural issues, the first five
procedures intend to coordinate the macroeconomic policies. Finally,
the open method of coordination, introduced at the Lisbon Summit,
aims at coordinating the coordination processes with respect to EU
goals. The last method is not an additional process alongside the oth-
ers, but a concept of how to link existing procedures. Its task is to
exploit the fact that the processes interact with respect to policy goals,
such as employment and growth.

According to Article 99 of the TEU, the BEPGs form the center
of the economic policy coordination process at the community level.
The BEPGs consolidate the different existing processes (Luxem-
bourg, Cologne and Cardiff, see below) and aim at exploiting the syn-
ergies between these. BEPGs also constitute the reference for the
multilateral surveillance procedure, under which the consistency of
national economic policies with the BEPGs and the functioning of
EMU in general are monitored. The Multilateral Surveillance Proce-
dure includes the possibility to make (confidential or public) assess-
ments of the policies of individual member states and to give (confi-
dential or public) recommendations to their governments. The Euro-
pean Council decides by unanimity vote on the BEPGs, upon pro-
posals by the European Commission and recommendations by
ECOFIN. Since 2001, an enhanced framework for preparing and
monitoring the implementation of the BEPGs is used, including ex-
plicitly different decision-making levels and actors at national and EU
levels, in order to strengthen the responsibility for the final imple-
mentation.

The difference between the EU and the EMU is of particular im-
portance in this context. The BEPGs do not sufficiently distinguish
between economic goods shared among all EU members, such as the
Single Market, and those shared only among the members of the euro
area, such as price stability in the EMU. At the EU level, the Internal
Market constitutes the reference point for policy coordination. As in
pre-EMU times, the coordination of economic policies assures that
countries do not engage in policies undermining the smooth function-
ing of open markets—competitive devaluations being the traditional
example. The euro area has a broader need for policy coordination,
however.

The BEPGs thus do not constitute an adequate framework for de-
veloping the macroeconomic policies for a proper policy mix in the
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euro area. When the European Commission explicitly considered
EMU issues in the BEPGs for 2000, Council ministers, including
some EMU members, objected to that distinction. When the BEPGs
in the following year did not distinguish between the EU and the
EMU in their analysis, some of the same Council members claimed
that such a distinction would have been useful. This example suggests
that the process of policy coordination is still in a flux.

Moreover, the BEPGs include recommendations for the behavior
of the social partners. It is unclear whether the bodies developing and
discussing the BEPGs can really make commitments on behalf of the
social partners in the member states and secure the implementation of
this part of the guidelines at the national level.

Fiscal policy remains a national competence for EMU member
states, but under several constraints. EU Procedures for the conduct
of fiscal policy are the Excessive Deficit Procedure, the Multilateral
Surveillance Procedure (Articles 99, 100, and 111 of the TEU) and the
Stability and Growth Pact (Regulations 1466/97, 1467/97, and
97/C236/01-02). The No-Bail-Out-Rule (Articles 103 of the TEU,
Article 21 of the ESCB Protocol) protects member states from be-
coming responsible for the financial liabilities of other member states
against their will. The Excessive Deficit Procedure includes the man-
date (Article 3 of the Protocol) that the member states of EMU
should implement appropriate institutions at the national level that
will enable them to fulfill their obligation for maintaining sustainable
finances. In contrast to the obligation for all member states to have
independent central banks, there is, however, no explanation of what
this means in practice. For members of the EMU, the Excessive
Deficit Procedure is an unconditional obligation to avoid excessive
deficits. In addition, the Stability and Growth Pact calls for medium-
term budgetary positions close to balance or in surplus. The higher
the debt-to-GDP ratio of a country, the greater must be its efforts to
rapidly reduce it. Member states are required to take immediate cor-
rective actions if they are found to have an excessive deficit. The Ex-
cessive Deficit Procedure and the Stability and Growth Pact allow for
imposing financial sanctions in such cases—a feature distinguishing
them from other coordination procedures.
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Table 1: The annual EU procedures and actors involved

Procedures

Broad Economic Policy Guidelines
(BEPGs)
(Article 99 Amsterdam Treaty)

Multilateral Surveillance
(Article 99(3) Amsterdam Treaty)

Excessive Deficit Procedure (EDP)
(Article 104)

Stability and Growth Pact (SGP)
Regulation 1467/97
Luxembourg Process

(Article 128 Amsterdam Treaty)

Form of coordination and instru-
ments

Core of economic policy coordination
within the EU defining common ob-
jectives

Annual guidelines and recommenda-
tions to member states
Implementation reports

Monitoring process
Peer review

Common rules and objectives
Budgetary surveillance
Pecuniary sanctions

Member states annually submit sta-
bility or convergence programs

Open coordination: guidelines and
recommendations

Peer review

Benchmarking, best practices
Pecuniary incentives  (European
Structural Funds) for member states
to provide high quality information
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Actors

European Council

ECOFIN Council (Euro Group)
European Commission

Member states

Economic and Financial Committee
Economic Policy Committee Euro-
pean Parliament

ECOFIN Council

European Commission

Member states

Economic and Financial Committee

ECOFIN Council

European Parliament

National governments (finance minis-
tries)

European Commission

Economic and Financial Committee
European Council

Council of Labor and Social affairs
and ECOFIN

European Commission

National governments

European Parliament

Employment Committee

Tasks

The BEPGs define the economic
policy orientations for the EU in ac-
cordance with Article 2. The BEPGs
integrate the different processes
mentioned below.

The process monitors and assesses
the economic developments and
policies in member states as well as
in the community as a whole. It forms
the basis for the community compli-
ance procedure (Article 99 (4))

The EDP and SGP represent an
obligation for member states to
achieve medium-term  budgetary
positions close to balance or in sur-
plus.

The Luxembourg Process coordi-
nates the European employment
strategy. The purpose is to improve
the effectiveness of national em-
ployment and labor market policies
by better focusing on the respective
problem groups, thereby improving
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Cologne Process
(ECOFIN 1999)

Cardiff Process
(ECOFIN 1998)

Open method of coordination
(ECOFIN 2000)

Member states annually submit Na-
tional Action Plans and implementa-
tion reports.

Informal macroeconomic dialogue at
the community level

Informal exchange of views

2 meetings per year on technical and
political levels

Monitoring process within the Single
Market

Identification of best practice

Peer review

Coordination among existing proc-
esses

Fix guidelines and timetables for the
union

Set national implementation targets
Establish performance indicators and
benchmarks where appropriate
Monitoring, evaluation and peer re-
view
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Committee of the Regions
Economic and Social Committee

ECB (+ representative of non EMU
central banks)

European Commission

Troika of current, subsequent and
preceding presidency of ECOFIN and
Labor/Social ministers

Social Partners

European Commission

Economic Policy Committee

National governments (economics
and finance ministries)

the set of instruments and establish-
ing a continuous evaluation process.

The Cologne Process aims at im-
proving the interaction between wage
developments and monetary, budg-
etary and fiscal policy at the EU level.
The process was introduced to com-
plete the Cardiff and Luxembourg
processes.

The Cardiff Process is a multilateral
review of economic reforms in prod-
uct, capital and labor markets. The
purpose is to improve the market
efficiency of member states' econo-
mies so as to enhance the favorable
environment for growth, high em-
ployment and social cohesion.
Enhancing the consistency between
the different processes
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In the context of the Stability and Growth Pact, the EMU mem-
bers are required to produce annual stability programs that present
the main fiscal decisions and budgetary choices in order to attain the
medium-term objective for budgetary positions close to balance or in
surplus (2001-2004 for the latest programs). The Council considers
whether the budget policy strategy and the economic targets continue
to meet the requirements of the Stability and Growth Pact and the
BEPGs. To prevent the occurrence of excessive deficits, the Council
may give an early warning in line with Article 99(4) of the Treaty.

While the combined Excessive Deficit Procedure and Stability and
Growth Pact acknowledge the importance of fiscal discipline for con-
ducting monetary policy, the setup is still unsatisfactory with respect
to the EMU for several reasons. First, the procedures focus on indi-
vidual member country performance, with no regard for the aggregate
fiscal policy stance of the euro area as a whole. Implicitly, the setup is
based on the assumption that being close to balance is uncondition-
ally the proper contribution of fiscal policy to macroeconomic stabil-
ity in the euro area. While this may be true in the long run, conven-
tional macroeconomics hold that stability demands different constel-
lations of monetary and fiscal policy at different stages of the business
cycle.

Second, the Excessive Deficit Procedure and the Stability and
Growth Pact narrowly focus on deficits and debts and ignore other
aspects of fiscal policy affecting the common exchange rate and ex-
ternal balance as well as the contribution of fiscal policies to growth,
employment and prices, such as the level and structure of public
spending and taxation.!* In the context of policy coordination, the
emphasis of the Excessive Deficit Procedure and the Stability and
Growth Pact on government borrowing is only justified if assuming
that national fiscal policies affect the macroeconomic performance of
EMU and predominantly cause horizontal spillovers through their
capital market effects.

Third, the Excessive Deficit Procedure and the Stability and
Growth Pact are designed to prevent countries from running exces-
sive deficits defined in terms of fixed, numerical thresholds. No guid-
ance is provided for the member countries’ fiscal policies in times
when the numerical limits have been achieved, however. There is now

14 The Lisbon Council asked the Commission to develop a concept of “Quality of
Public Finances” as a broader framework and to evaluate the connection between
public finances and economic growth (e.g. European Commission, 2000).
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ample evidence showing that problems with non-sustainable public
finances are typically the result of policies allowing a small number of
spending items to run out of control (e.g. Perotti et al., 1998). The
reemergence of fiscal laxity in the EMU member states after 1999
(von Hagen et al., 2001) is consistent with that experience. It suggests
that the rules for fiscal policy are not sufficient to guide fiscal choices
in good times and prevent the emergence of excessive deficits.

Within the existing framework for policy coordination, the place
for formulating and monitoring the achievement of such objectives
would be the BEPGs. Other processes such as the Excessive Deficit
Procedure and the Stability and Growth Pact as well as the Cardiff
and Luxembourg processes described below should provide a detailed
analysis of the respective policy areas. Therefore, it is interesting, to
note that the Commission’s and the Council’s 2001 recommendations
for more fiscal discipline in Ireland were made under Article 99.4,
which refers to the BEPGs, although the analysis was made in the
context of the Stability and Growth Pact (Fisher and Reitano, 2001).
Thus, there seems to be some recognition of the incompleteness of
the framework for fiscal policy coordination provided by the Exces-
sive Deficit Procedure and the Stability and Growth Pact. But the
weaknesses of the BEPGs for policy coordination in the EMU con-
text also suggest that the potential for using these for the above put-
poses remains limited.

2.4. Structural reforms: The Cardiff and Luxembourg Processes

Structural reforms are national responsibilities, as most of the reform
effects on employment and output are experienced by the country
undertaking them. However, since structural policies of member
countries can affect the output-inflation trade-off for the whole euro
area, there is a reason for monitoring them and assessing their impli-
cations for the aggregate level. The “Cardiff Process” monitors the
structural reform efforts of member states in product, capital and la-
bor markets. Here, the Economic Policy Committee plays a leading
role by conducting a process of multilateral surveillance (Synthesis
Report). The instruments used for coordination are peer pressure and
an extensive reporting, monitoring and evaluation system. In accor-
dance with the open method of coordination, more emphasis has
been put on the identification of best practices. The Cardiff Process is
now joined with the Single Market Report. The objectives of the Car-
diff Report rely on the concept of competition between national eco-
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nomic policies and aim at abolishing barriers to the free movement of
goods, services, capital and workers. In 2000, quantitative indicators
were developed by the Commission in order to better assess the pro-
gress in this regard.

The “Luxembourg Process” was launched at the end of 1997 and
reinforced by the inclusion of the Employment chapter (Title VIII) in
the Amsterdam Treaty.!> It aims at building a coherent approach for
dealing with structural labor market problems in EU countries. The
purpose is to improve the effectiveness of national employment and
active labor market policies by better focusing on problem groups,
improving policy instruments, and establishing a continuous evalua-
tion process. Four ‘pillars’ and more than 20 ‘guidelines’ serve to
guide labor market and employment policies and also constitute a ba-
sis for the assessment of country activities. The Employment Com-
mittee, working closely with the Economic Policy Committee (EPC),
advises the Council on the preparation of guidelines and recommen-
dations and serves as a principal vehicle for policy debates and peer
review. The Treaty sets up a framework for an annual multilateral
surveillance procedure, similar to the Multilateral Surveillance Proce-
dure of Article 99 and in some respects goes even further by giving
the Council the possibility to adopt incentive measures. Specifically,
the disbursement of monies from the European Structural Funds has,
in some categories, been made conditional on the member states’
compliance with the Luxembourg Process.

One intention of the Luxembourg Process is to spread best prac-
tice among member countries. This is problematic because policies
cannot simply be translated from one country to another, as is sug-
gested by the current evaluation process. For example, active labor
market policies can improve the overall employment performance
targeted at specific market failures. A review of the individual labor
market performances (Mundschenk, 2001) shows that some countries
have achieved full employment, while others have not. Among the
latter, some countries predominantly have regional unemployment
problems (Italy and Germany), while others have problems with spe-

15 The Treaty recognizes that member states retain the principal responsibility for
employment policies. Nevertheless, Article 125 calls for the development of a co-
ordinated employment strategy by the member states and the community, and Arti-
cle 126 calls upon the member states to contribute to the objectives of this strategy
through their employment policies, to regard promoting employment as a matter of
common concern, and to coordinate their actions in this respect.
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cific social groups, which may be age-related (youth unemployment in
France) or skill related (e.g. in the UK). These differences suggest that
trying to commit all countries to adopting similar policies is not a
promising approach.

Practical experience with the process so far has shown that moni-
toring labor market policies across countries is not an easy task. The
Luxembourg Process requires a common evaluation of the ‘input’ and
‘output’ of labor market policies. The definition and use of common
indicators are complicated by the prevalence of different statistical
conventions and different institutional settings, which imply that the
same indicator can mean very different things in different countries.

Finally, the main actors involved in the process are the Ministers
of Labor and Social Affairs and their social partners. It is unlikely that
these actors consider the implications of their choices for price stabil-
ity in the EMU context. Thus, the process insufficiently accounts for
the interaction between, on the one hand, labor market policy and, on
the other hand, monetary and fiscal policies.

A comprehensive evaluation of the Luxembourg Process covering
the entire period since 1997 is planned for 2002.

2.5. Assessment

Our review of the existing procedures at the EU level shows that the
scope of cooperative economic policymaking is, in fact, much broader
than budgetary policy, which is the traditional reading of the concept
of “economic policy” in the EU context (Harden and von Hagen,
1997). The national policies covered by the existing processes range
from budgetary policies over labor market policies to regulatory poli-
cies.

Our discussion in Section 1 indicates that the current procedures
for cooperative policies are unsatisfactory in two respects. First, they
do not make sufficient room for formulating trade-offs or for making
the relevant choices at the aggregate level, which implies that no
mechanism for expressing preferences over the aggregate policy
stance is in place. On the one hand, the processes are rather com-
partmentalized in terms of policy fields, while the analysis and evalua-
tion of trade-offs require dealing with more than one field of policy at
a time. On the other hand, such an analysis and discussion currently
only occur in the context of the BEPGs. Yet, the specificity of the
BEPGs and the analysis surrounding them generally seem rather low.
Second, there exists no proper mechanism for addressing the short-
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run fiscal policy conflicts in the monetary union. For reasons stated
above, the ECOFIN Council, the relevant decision-making body in
this context, does not seem to be the appropriate body for a detailed
assessment of trade-offs and policy choices for the euro area.

With the creation of the EMU, governments have chosen to ig-
nore the short-run interaction between monetary and fiscal policies. A
framework for cooperative policymaking among the ECB and the
national governments has not yet been developed. Instead, the cur-
rent setup of the EMU seems to rely on the assumption that eco-
nomic policy in the euro area can be separated into the different fields
covered by the various processes, and that interdependencies between
these fields are negligible (Padoa Schioppa, 1999). In Section 1, we
saw that such a separability between policies only holds in the long
run. In the short run, a potential conflict exists between fiscal and
monetary policy together with a distributional conflict between na-
tional policies.!® So far, these conflicts have not been addressed in
existing procedures and a coherent analytical framework for policy
evaluation at the aggregate level is still missing in practice.

3. Conclusions

We have discussed the interactions and potential conflicts between
monetary policy and the national fiscal policies in EMU. The analysis
shows that in the long run, monetary policy can achieve price stability
without interfering with fiscal policies. The central bank may choose
the rate of inflation for the monetary union without affecting output
in the individual member countries or in the union as a whole. But, in
the short run, there is a potential conflict between monetary and fiscal
policies, as both interact in determining aggregate demand in the
monetary union. If the central bank firmly targets price stability, fiscal
policy at the national level results in a pure distributional conflict. If
the central bank tolerates deviations from price stability in the short
run, fiscal policy in the member states has an impact both on the level
and the distribution of output in the monetary union and on the rate

16 The existence of such a potential conflict was recognized by the Luxembourg
Council in 1997, concluding that “...To the extent that national economic devel-
opments have an impact on inflation prospects in the euro area, they will influence
monetary conditions in that area. It is for this basic reason that the move to a single
currency will require closer community surveillance and coordination of economic
policies among euro area member states.”
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of inflation. In the absence of policy coordination, the governments
and the central bank then compete in determining aggregate demand
and inflation in the monetary union. There is a risk that ignoring the
interdependencies between monetary and fiscal policies in the short
run might lead to an unsatisfactory macroeconomic performance of
the monetary union.

Our analysis suggests that, in creating the policy framework for
EMU, the governments have chosen to ignore the short-run interac-
tion between monetary and fiscal policies. The existing processes and
mechanisms for policy coordination are inadequate for dealing coop-
eratively with the relevant conflicts at the EMU level. They are insuf-
ficiently focused on EMU macroeconomic variables, and they do not
provide a framework for entering binding commitments among the
governments and between these and the central bank.

Solutions to the short-run policy problem require agreements
among the member states on a joint fiscal policy stance at the aggre-
gate level and to reconcile the fiscal stance with the union’s monetary
policy. For this purpose, there is a need for procedures to conduct the
appropriate economic analysis, to express and aggregate preferences
over the output-inflation trade-off at the EMU level, and to solve the
distributional conflicts among the governments. A practical solution
would be to make coordination conditional on circumstances. In
“normal times,” when exogenous shocks are small and short-lived,
governments would set fiscal policies in advance of monetary policy
and leave the determination of aggregate output, given their policies,
to the central bank. Coordination would then largely be rule-based.
Under “exceptional circumstances” of large shocks, adjustments in
fiscal and monetary policies would be the result of cooperative
agreements on policies, aiming at acceptable output-inflation combi-
nations at the aggregate level.

The Nice Treaty has made room for improvements in the institu-
tional framework of policy coordination, by giving subgroups of
states within the EU the option to form ‘Enhanced Coordination Ar-
rangements’. The member states of EMU could use this opportunity
to develop effective mechanisms for coordinating their economic
policies in the future.
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