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1 In tro d u ctio n
The ratification of the Maastricht Treaty on the one hand, and the ERM 
crises of 1992-93 on the other hand, show that the final steps to achieve - 
according to Maastricht, by the end of the Century- a united Europe ,with an 
European Monetary Union (MU), will not be straightforward, in fact, as the 
“finish line1' gets closer most European governments seem to be more centered 
on domestic problems, than on building up the last stages of the European 
unification. More or less openly, a reappraisal of the European perspective 
is taking place. This reappraisal has been triggered by two contradictory 
facts: first, the evidence that the MU can be made a reality, almost at any 
time, before the end of the century -at least for a subset of countries-, and 
second that, in a time of economic distress, such as the last business cycle 
downturn, it has been difficult to achieve unanimity on the policies to follow 
-in particular, monetary policy. To a certain extent, these two facts are only 
the expression of three -unwritten- lemmas which characterize the develop
ment of the European community in the last part of the XXth Century: i) 
with enough political will (and institutions) stronger forms of economic uni
fication are -immediately- possible; ii) there are persistent differences among 
countries that repeatedly call for preserving a nation’s sovereignty and au
tonomy, and Hi) even if a country was to seek autonomy from the rest of 
the community, to have a high degree of autonomy is becoming more and 
more infeasible. The Maastricht treaty is a compromise on the above three 
lemmas, which should be accounted for by a reappraisal of the treaty itself.

The aim of this paper is to provide a reassessment of the MU perspective 
from the point of view of an heterogeneous Europe.

If convergence had been achieved in all fronts, then there would not be 
much room to discuss monetary union; it would probably be in existence.

Furthermore. heterogeneity is also the norm across regions within Euro
pean countries and within states in other currency areas. We focus, therefore, 
on what this heterogeneity implies for the choice of an exchange rate mech
anism -MU, in particular- in the context of capital market liberalization. 
Once the international flows of capital -in particular, portfolio investment- 
take a wide lead on trade flows, and the stocks involved are several dimen
sions higher than a country’s foreign reserves, there are not many sensible 
choices for an exchange rate policy. In particular, and as the recent experi
ence with the ERM has confirmed, Jixed-but-adjustable exchange mechanisms
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are unstable1.
The discontinuity of the choice -free floating vs. currency union- makes 

the decision and implementation of an exchange rate policy more difficult. 
For some “core” countries, exchange rate stability has been preserved in the 
new -post 1993- floating rates regime. This may suggest that the choice is not 
actually a dilemma, and therefore it may be easier to simply preserve floating 
rates. Past experience, however, suggests that real exchange rates are more 
volatile in periods of flexible exchange rates. Furthermore, the experience of 
speculative attacks also to some of the core currencies -such for instance the 
french franc and the Danish Krone- and the 1995 aftermath of the Mexico 
devaluation crisis, with the March devaluations vis a vis the DM followed by 
partial revaluations in April, suggest that a decisive move towards the MU is 
called for to have a the smooth functioning of the Single European Market. 
The question is then if the Maastricht treaty is the way to MU.

In spite of all the open debate and criticism, the ratification of the treaty 
is an important step towards ML: the problem is that the closer we are 
to the treaty’s deadlines the more the current design becomes an obstacle 
to building an operating currency union. This appears similar to what has 
happened with the ERM. It helped first as a commitment device, but the 
closer it has been to achieving its goal of exchange stability, the more its 
obtrusive nature has dominated.

Most of the attention has concentrated on whether countries were sat
isfying the convergence criteria, since the design of Maastricht is based on 
achieving a relatively homogeneous Europe before MU. We think that now 
that the “reputational effects” of the process of European integration have 
been, to a large extent, exhausted, the focus should be on having an appro
priate MU design2. Ideally one would start the design with a clean piece 
of paper. This, however, would be politically irresponsible. One must take 
the treaty as a blueprint for the European Monetary Union, the European 
System of Central Banks (ESCB), European Central Bank (ECB),etc. The 
1996 conference, and all the work in preparation for Stage Three, provide a 
forum in which the treaty must be appropriately revised.

In this paper, after a brief review of the “convergence record” in Section 
2 (with a more detailed account in the Appendix) and a discussion of the

1 We discuss in Section 3 the ERM crisis.
“We discuss the Maastricht’s MU design in Section 4.
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choice of the exchange rate mechanism in Section 3, we concentrate our 
attention on the political economy aspects of the design of the ESCB in 
Section 4. Our critical assessment leaves us to consider alternative proposals 
(revisions of the Treaty), mainly concerning the allocation of resources and 
voting mechanisms within the ECB and the rules for joining the MU (the 
Maastricht criteria) in Section 5 and in the Conclusions (Section 6).

2 A  H etero g en eo u s E urope at th e  end  o f  th e  
X X th  cen tu ry

European unification has been viewed as a process of economic integration. 
In particular, the Maastricht treaty assessed that few convergence criteria 
had to be met for a successful monetary unification. From the point of view 
of economic integration, however, a much larger set of criteria has to be 
accounted for. Considering a broad set of economic indicators to assess the 
degree of “European convergence”'3 in the last thirty years, we do observe 
a process of convergence , which is. however, neither uniform nor linear. In 
particular, after a growing convergence in the levels of per capita income from 
1950 to 1975. there has not been further convergence afterwards (cf. Graph 
1 and Graph 2). This stability of the distribution of per capita income is 
verified across countries, as well as regions of Europe (cf Table I). This 
also reflects the fact that, after the productivity slowdown that followed 
the first oil crisis, internal European migrations ceased to be an important 
equalization mechanism. As a result, only the countries that were close to 
the European average in 1975 are close to it in 1994. Nevertheless, behind 
this lack of GDP convergence, the productive structure of countries tends to 
converge. The countries that, in terms of income per capita, have been close 
to (or above) the average in this period also show a fairly stable distribution of 
employment and production across main sectors (with an increase in services 
and more substantial changes when finer levels of aggregation are considered, 
cf.the Appendix). In contrast, those countries, such as Spain, that have been 
constantly below the European average, have experienced important changes 
in their productive structures, and. as a result, are now much closer to the 
rest of European countries.

3VVe prov ide a detailed description of the indicators considered in the Appendix.
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The main convergence has been experienced in the role of the public sec
tor in the economy (cf. Graph 3). Even if the European welfare state has 
been increasingly questioned, there has been a remarkable convergence in 
terms of the share of the public sector in the economy, and other social wel
fare indicators, such as social protection. Nevertheless, the “public sector 
picture” also shows its heterogeneous face: “social insurance” provided by 
the state still differs across countries, government revenues have fairly dif
ferent composition (in spite of the efforts to homogenize fiscal policies) and 
public debts also differ. Furthermore, the relative importance of government 
revenues and of the state as a “social insurance” mechanism imply that even 
if productivity shocks do not have an important national component, small 
business cycles differences across countries are magnified when government 
revenues and payments are accounted for.

At a first glance, the macroeconomic indicators show convergence, too. 
With the exception of Greece, price stability has been achieved to a large ex
tent, although the more recent experience of countries that have experienced 
large devaluations -for example, Italy- shows that inflationary episodes may 
recur. In spite of the ERM crises, interest rates do not show much disper
sion (cf. Table 2 and Graph 5). The widening of the exchange rate bands 
within the ERM furthermore has not translated into more exchange rate 
uncertainty, although weaker currencies, such as the peseta, have seen their 
position deteriorate in front of a persistently strong mark (not to mention 
the lira with the cost of Italy’s political-transitional problems).

Regarding Maastricht’s convergence criteria, the difficulties rely mainly 
in debt management (cf. Table 3). This is not a serious problem for the 
implementation of Stage Three since the treaty itself has many escape clauses. 
It is, however, a problem in that persistent divergence of long term (debt) 
interest rates can be seen as a sign of insolvency for some countries -Italy, 
in particular. It is also a problem for those countries that, in spite of an 
announced policy of fiscal restraint, have seen their primary deficit increase 
in the last few years (e.g. Spain).

The integration of goods and capital markets is also a salient feature of 
the convergence process. Across the border capital transactions dominate the 
“integration picture” and, within this, portfolio and other short term capital 
movements have the largest share. This has made countries’ capital accounts 
much more volatile than before, while the shares of foreign direct investments 
remain relatively low, in spite of their growth. Notwithstanding the process
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of financial integration and liberalization, heterogeneity remains regarding: 
i) the link between the central banks and the financial sector; ii) the link 
between the financial sector and firms (firms’ external financing), and iii) 
the maturity structure of private and public debt (cf. Table 4). These three 
factors contribute to the heterogeneity of the “transmission mechanism” (of 
monetary policy) across European countries, that is of the final (short and 
long) real effect of monetary policy, in particular, of changes in the (central 
bank discount window) interest rate4. For example, since in the UK the effect 
of interest rate changes seems to be important and immediate, a low interest 
policy has helped the UK recovery in 1992 and has not translated into high 
inflation.

In summary, the “convergence record” is relatively mixed. It is possi
ble, however, to group countries which are fairly consistent across different 
convergence indicators (and. in some cases, policies towards Europe). More 
specifically, we identify four groups: the European cove, formed by Belgium 
(mostly due to its exchange rate record), Denmark, France, Germany, Luxem
burg and the Netherlands: the catching up countries, namely Greece, Ireland, 
Portugal and Spain (within this group Ireland and Spain are closer to the 
core); the idiosyncratic group, formed by the ERM defectors: Italy and UK, 
and the newcomers, i.e. Austria, Finland and Sweden. Even within these 
groups, however, there is not an overall convergence (see the Appendix). 
In the following we want to assess whether there are elements of European 
diversity that can make a monetary union infeasible, unstable, or simply

4Germany and UK represent polar cases for the working of the monetary transmission 
mechanism. In Germany the level of home ownership is low, mortgages tend to be at fixed 
interest rates (cf. Table 4), public debt is at sustainable levels and has a residual fairly 
long maturity, firms financing does not depend much on external financing. Hence, the 
main vehicle by which credit conditions affect the economy are long term interest rates. As 
a consequence, high short term rates are widely used by the Bundesbank to fight inflation 
or to support the exchange rate, because they do not have major effects on the real side. 
On the other hand, in the UK and Ireland mortgages are linked to short term interest 
rates, the level of home ownership is very high, many mortgages borrowers have high levels 
of indebtness relative to income so that consumer expenditure is very sensitive to short 
run interest rates. As a consequence, UK and Ireland are potentially more vulnerable 
than Germany to the persistence of high short term interest rates. Italy is vulnerable 
too, though for different reasons. The level of public debt is very high and the residual 
maturity of it is very short (almost 2/3 has a remaining term of less than 2 years), so that 
the impact of high interest rates on the fiscal position can be destabilizing.

6

©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



unattractive for a particular country.

2.1 P otentia l sources o f conflict
Regarding the creation of a MU, the standard academic question has been 
to ask whether the European Community is an optimal currency area or not. 
That is, whether there are country specific shocks, and not enough factor 
mobility and price flexibility, and therefore an active exchange rate policy 
has to be used to avoid costly real adjustments, in which case monetary 
policy should be kept at the national level.

There is a substantial amount of empirical evidence (see, for example, [33], 
[16] and [59]) showing that productivity shocks are not particularly country 
specific. Furthermore, as we have mentioned above, in a world of integrated 
capital markets competitive devaluations can have negative feedback effects. 
Italy and Spain, for instance, have benefited in the 1992-1993 aftermath of 
their devaluations, which made their economies more competitive. However, 
this was with respect to a situation in which these currencies were “ERM 
hostages” (in the sense of having undergone a substantial real appreciation 
in the period 1987-92). It is more controversial whether the 1994-1995 slide 
of their currencies is helping Italy and Spain. The divergence of long-term 
interest rates seems to indicate that it is not5.

Using standard arguments Europe may well be an optimal currency area, 
(the evidence is not conclusive), but there are three elements of our list of 
“national” divergences which are potential sources of conflict.

The first is fiscal disparities. Debts and deficits differ, countries with high 
debts and difficulties to further raise taxes are likely to create inflationary 
pressures. Furthermore, tax structures are relatively different. These differ
ences mean that, at the moment of evaluating the possible distortions created 
by an inflation tax, governments are likely to have different preferences.

The second element is the, so called, identity between fiscal and currency 
areas. European governments, which guarantee a high degree of social insur
ance, are very sensitive to business cycle downturn (at the same time that 
they may be affected by capital outflows) and they may want to pressure -not 
necessarily at the same time- for more accommodating monetary policies.

devaluation  has certainly helped Italian exports but has also triggered inflation. Fur
thermore it is having disruptive effects on the “single” European market. The MU was 
designed with the idea of avoiding such “competitive devaluations.”
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The third element, which may amplify the other disparities, is the fact 
that the transmission mechanism of monetary policy is not homogeneous 
across European economies. Avoiding fiscal pressures calls for Central Bank 
independence -say, with counter-inflationary commitments- along the lines 
defined in recent years by the Bundesbank. However, the German experience 
-where long term relationships between banks and firms, and long term debt 

f  positions, dominate- may be far from representing other European economies.
These three heterogeneous aspects are likely to persist in the near future; 

hence they will be present in the MU if the Maastricht calendar is maintained. 
A good design for the MU must take into account these potential sources of 
conflicts, which can be key elements in evaluating a country’s benefits in 
joining the union. It should be noted that only the first (fiscal discipline) is 
considered in the Maastricht treaty.

We have excluded from our list of conflicting interests important ‘ na
tional” divergences, such as the divergence of unemployment rates, income 
per capita, etc. These differences tend more to affect the trends than the 
cycles and should not, in principle, call for divergent stabilization policies. 
However, they can play two roles regarding MU. First, they may determine a 
country’s option not to join the union. If a country considers the seignorage 
tax an important source of revenues and/or believes that repeated currency 

v devaluations are a rapid way to improve its coinpetitivness, it may opt for 
staying out of the union6

Second, persistent differences also have an important indirect effect in 
shaping the MU. For example, the “cyclical government insurance” problem 
could easily be solved by having a European program of social protection, 
or at least a program of (pool) sharing of country risks. As any insurance 
program, these programs would be much easier to implement if countries were 
similar. With persistent differences -say, in unemployment rates- stabilization 
policies are difficult to isolate from redistributional policies. In spite of the 
community (FEDER) regional policies (or because of its performance), one 
doubts that such policies will be implemented.

The fact that social protection is mainly national also shows an indirect 
form of potential conflict: the main concern of reforming the European wel

6This could have been the argument in the past for countries, such as, Portugal or 
Greece to stay out, but their recent record -particularly, of Portugal- shows their willing
ness to participate.
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fare state (with similar problems and possible proposals in most European 
countries) is mainly a ‘national’ concern. European monetary policy may 
take a second place and be distorted by ‘national agendas’ (similarly to the 
fact that elections to the European parliament are dominated by national 
politics).

3 C ap ita l flow s and exch an ge  rates in  E u
rope: som e facts and  issu es.

A unique currency, within a unique European market, was first envisioned as 
a form to reduce transactions costs and avoid competitive devaluation wars. 
The move to a unique currency, however, requires to define first the exchange 
rates at which currencies are finally fixed. The Exchange Rate Mechanism, 
with its narrow fluctuation bands (and possible adjustments) was seen as a 
natural transition mechanism from a system of relatively flexible exchange 
rates to a system of irrevocable fixed exchange rates. In the early 1990s, 
the ERM seemed to have achieved its goal of exchange rate stability, and 
was considered a de facto fixed exchange rate system. At the same time, 
capital controls were removed to form an integrated European capital market. 
The two ERM crisis of 1992 and 1993 have, however, shown how unstable 
fixed-but-adjustable exchange regimes can be when short-term capital flows 
dominate international financial markets and currencies can be easy targets 
of speculative attacks7. Capital and exchange rate movements in the last 
three years have also shown that a major reason to have a currency union is 
to isolate, as much as possible, trade flows and domestic assets from exchange 
rate fluctuations due to sudden shifts of capital flows, as in the first months 
of 1995.

In this Section we first review some of the facts on international capital 
movements in relation to the recent experience of the ERM, and second we 
discuss the choice of the exchange rate regime -in particular, the possible 
transition to the MU- in the current context of integrated capital markets.

7For an account of the crises see [34] and [53].
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3.1 T he dom inant role o f  international portfolio  capi
ta l flows.

Between 1987 and 1993, cross border capital flows, and their variability, has 
increased substantially. “Gross capital outflows from the main industrial 
countries (excluding official and short-term banking transactions) came to 
about S850 billion in 1993. Such flows averaged around 8500 billion during 
the 1985-93 period as a whole, compared with only about 8100 billion a 
year in the first half of the 1980s.” (Bank of International Settlements, 
Annual Report, 1994.). The value of the underlying transactions, namely 
all sales and purchases by resident and non residents has increased even 
more, reaching peaks of for instance 274.6%GDP in Italy (not to mention 
1015.8 %GDP for the UK in 1991; see, Table 5). The size reached by these 
flows has dwarfed transactions on current accounts and as a consequence 
has dominated international financial markets. The amount of capital flows, 
however, undervalues their importance. Capital flows -in particular, short
term capital flows- are characterized by their volatility. The recent European 
experience has been no exception (see Table A7)8.

With liberalized capital markets, arbitrage conditions determine the link 
between (nominal) interest rate polices, (expected) inflation rates and (ex
pected) changes in exchange rates. These simple identities determine the 
basic arithmetic of different policies within and between countries9. Expec

8To have a measure of the size and volatility of these flows consider that in Italy net 
capital inflows grew from lit 3.6 trillion in 1986 to lit 51.5 trillion in 1990. The short 
term capital inflows show a more pronounced pattern of sudden inflows, mostly reflecting 
activities of the banking sector, which tripled during 1989-91, reaching lit 36.2 trillion. In 
1991 there was a shift from predominantly long term capital inflows to short term flows 
(together with a change in the italian yield curve). The data for Spain reveal a similar, 
although less pronounced development. Net capital inflows increased from pts 1.4 trillion 
in 1987 to pts 3.2 trillion in 1991. As in Italy, most inflows were long term, but in contrast 
to Italy there was no significant shift toward short term flows in 1991. However, in line 
with the speculative attacks against the peseta, in 1992 short term capital were directed 
out of Spain. Finally, it is worth to draw attention on Germany. There were large net 
capital outflows from 1986 to 1990. This trend changed in 1991 (in the wake of German 
Unification): capital started fleeing into the Deutsche Mark. In 1992, 106.8 billion of 
foreign capital flowed into Germany (vs 18 billion in 1991), of which DM 80.5 billion in 
the month of September (and this also gives a measure of the size of speculative attacks).

9If we denote by i j t  the nominal interest rate in country j ,  the expected inflation
rate, e* the exchange rate between country A and B  at t (i.e., units of A’s currency per unit
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tations about future inflation and/or exchange rates changes feedback into 
current prices and exchange rates10; this implies that to avoid capital out
flows (or to defend a currency from speculative attacks) an active policy 
must be implemented. But, integrated capital markets, allowing for greater 
substitutability between domestic and foreign assets can also make less effec
tive the attempts by central banks to alter exchange rates by changing the 
composition of private portfolio through official market interventions.

3.2 Som e lessons from th e  1992-95 experience w ith  the  
European exchange rate regim e.

3.2.1 T he failure of th e  ERM .

Between 1987 and 1991, cross-border investments increased substantially, 
as investors had taken advantage of higher yields on some ERM currencies 
(namely, lira, peseta and pound) in a context of relatively stable exchange 
rates. However, in early 1992, as prospects for realignments increased, sizable 
amount of capital left those countries (e.g Italy, Spain, UK) which seemed 
more likely to realign their currencies. The outflows were mainly portfolio 
investment and banking (short term) flows. Against this situation, some 
countries were unable to maintain their currencies within the ERM bands 
and the September 1992 crisis resulted in the Lira and the Pound Sterling 
leaving the ERM and in five realignments in the following months involving, 
together with the “weak” peseta and escudo, also the Irish pound (despite 
the noticeable relative improvement of the Irish economy, cf. Table 3). The 
pressure of capital flows was also felt by stronger currencies, such as the 
French franc and the Danish krone, even though, according to the Maastricht 
criteria, their respective economies had “sound fundamentals” (cf. Table 3).

In the summer of 1993, the situation paralleled that of September 1992. 
The amount of currency traded was so high that no Central Bank could win

of B ’s currency), and ef+1 the expected exchange rate for (t+1), then, i f  everyone shares 
the same expectations, the non-arbitrage conditions imply that: ,t+1 =

10This also implies that if we use a simple measure of expected inflation -say, the last 
three months average inflation rate- we should not expect the equality of expected real 
interest rates (see, Graph A5 in the Appendix).
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speculation with the use of foreign reserves. If this phenomenon is consid
ered together with the fear of the Bundesbank to increase the German money 
supply in order to avoid domestic inflationary pressures, the success of the 
speculative attacks of July 1993 can be explained. The official sales of DM 
in the EMS in July 1993 totalled DM 107 billion, of which 24.7 compulsory 
and the rest intramarginal. This, which was not enough to deter speculators, 
nevertheless had an unwanted expansionary effect on German liquidity (58.6 
billion of DM, Bundesbank calculations, Deutsche Bundesbank Annual Re
port, 1993), which, in turn, explains why the German Bundesbank did not 
intervene further.

It is interesting to compare the 1992 and 1993 crises with the wave of 
capital flows following the Mexican devaluation of December 1994 and the 
March 1995 crisis. With a weakening of the dollar and a flight of capital 
towards the DM, if the narrow fluctuation bands had been maintained or 
restored, this would had meant a new generalized ERM crisis. As it is, 
even the peseta and the escudo (devaluated on March 6th) and the lira have 
recuperated, at least partially, their value and have not been the target of 
special speculative attacks.

In summary, the crisis of 1992 showed the instability of a system of nar
row bands in a context of free capital movements: the crisis of 1995 has 
showed that with wide bands there can be no mutual commitment to help 
countries to remain within the bands (in this case, the peseta) and maintain, 
at the same time, a national commitment to price stability (for example, the 
Bundesbank). These crises show the failure of the ERM. Nevertheless, the 
fact that, as of May 1995, the European countries that have suffered major 
devaluations -with respect to the DM- are outside the ERM (cf. Table 6) 
seems to indicate that ERM countries have efficiently pursued a policy of 
exchange rate targeting, in spite of not having had much help from other 
ERM central banks.

3.2.2 T he role o f in terest rate policies.

Even though Maastricht criteria point to ’’price stability”, most speculative 
attacks were linked to expectations of interest rate policy, mainly because 
of existing significant differences between internal and external requirements 
for monetary policy -at least in certain EEC countries. For instance, in 
situations where the private sector has a high debt/income and debt-servicing
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positions, a high interest rates to sustain external exchange makes it more 
difficult to reduce ratios to more manageable levels- without slowing down 
economic activity. In countries with weak fiscal fundamentals and a large 
share of short term and floating rate government debt, a high interest rates 
can feed back quickly to the government fiscal deficit. A high level of the 
interest rate may actually weaken the attractiveness of the domestic currency 
(e.g if market participants believe that they increase debt-servicing problems 
or if interest volatility implies higher risk). Furthermore, the same level of 
interest rate that serve to squeeze speculators can also squeeze the funding 
of securities and banking markets (risk of insolvency can therefore increase).

Several of these constraints and concerns were evident during the ERM 
crises, when different countries reacted in very different ways to the exchange 
rate developments during the 1992 crisis. The most spectacular case is that of 
Sweeden (a non ERM pegged, however, to the DM) increasing the overnight 
rate to 500%. In contrast, the UK defended the pound with minimal use of 
the interest rate, opting for massive central bank intervention11.

3.2.3 A possible degree o f “successful m onetary autonom y”

As soon as the pound was released from the constraints of the ERM, the base 
interest rate was slashed (down to 6% in January 1993). As with the Lira 
or the Peseta, the pound devaluation of 1992-93 (see Graph 8) represented 
an improvement in the competitive position of the UK economy. In contrast 
with these other currencies, however the pound recovered a stable position in 
1993. As we described in Section 2, the transmission mechanism in the UK 
is characterized by strong and almost immediate effects. The large impact 
of lowering interest rates in 1992 confirms this feature.

3.2.4 Political news and capital m ovem ents.

The experience of the lira and the peseta in 1994 and the asymmetric re
action of the “core” currencies, in particular the franc vs the DM, to the 
post Mexican devaluation turmoil at the beginning of 1995, are examples of

11Only when it became clear that intervention was not working, the UK resorted to an 
increase in the interest rate, which, however, was very short-lived, (from 12% to 15% on 
September 15th, back to 12% on September 16th and down to 8% only a month after 
suspension of sterling’s membership of the ERM, on October 16th).
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important capital flows reacting to “domestic news" (for example, the polit
ically unstable Italian situation when the country has yet to find a credible 
solution to its debt problem) and to “outside the union news" (the Mexican 
devaluation and consequent weakness of the dollar). News like this are bound 
to happen if Europe is a unique currency area; the difference would be that 
“domestic news” would be reflected, for example, in different risk premia for 
a country’s debt, as they are reflected now if a city in a country is under 
fiscal strain. “Outside the union news" should have an effect on the union, 
as they do now for different regions of a country.

3.2.5 The external position  o f European financial m arkets.

While most of the debate on MU and ERM has focused on the European 
market, the process of capital integration is worldwide; in particular it is 
strictly connected with the relative position of the G3 (US, Japan and Ger
many) currencies. That is, given the increasing loss of “leadership" of the 
dollar, the DM -without MU- or the ECU -with MU- are bound to play a 
major role in the international financial markets. The recent experience is 
a good example of this. This means that with a MU we will only isolate 
some of the current exchange rate risks, the community as such will have to 
deal with worldwide capital fluctuations. As we have said, interest rates are 
the likely (most suitable) instruments to protect the ECU and the European 
capital markets of these exchange risks, but then the exchange rate policy 
and the -community- interest rate policy are necessarily linked and become 
the central part of the MU monetary policy. This, as we will see, has impli
cations for the design of the European Central Bank operating procedures, 
as well as. for the possible interest of some countries -say, Germany- in the 
MU.12

3.3 Legal restrictions, currency su bstitu tion , and the  
choice o f an exchange rate m echanism .

The recent European experience shows the complexity of the choice of an 
exchange rate regime when (short-term) capital flows are a dominant player

12In the next Section we discuss the inconsistencies and weaknesses of the Maastricht 
blueprint in this respect.
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in international financial markets. Qne. lesson. is clear: fixed-but-adjustable 
exchange rate regimes become unstable unless relative supplies of currencies 
are allowed to fluctuate with almost no bound. Otherwise, speculative at
tacks betting on adjustments are likely to be successful. In other words, if 
-say, the peseta and the DM- are fixed at a rate (or the peseta reaches a pre
specified band), no speculative attack against the peseta would be successful 
if DM were printed to satisfy the new demand of DM against pesetas. How
ever, quantities are not allowed to fluctuate that much, i.e., the Bundesbank, 
because of its commitment to price stability, does not allow an arbitrary 
expansion of its money supply to help the peseta. Hence, existing Central 
Bank reserves cannot offset capital flows and central bankers are bound to 
loose against (large enough) speculative attacks. Instability, therefore, does 
not arise from the “unwillingness” of the Bundesbank to help the peseta, but 
from its commitment to price stability. The fallacy of the ERM is to use the 
fixed-but-adjustable exchange mechanism as a commitment device while, in 
fact, commitment is needed for the stability of the system.

The main issues are the extent of the legal restrictions on currency trans
actions and the corresponding degree of substitution among currencies. With 
fairly restricted across the border capital movements, currencies are poor sub
stitutes. With the liberalization of capital markets, some legal restrictions, 
such as the restriction preventing private citizens Trom borrowing in other 
currencies, have been lifted. As a result, European currencies are now closer 
substitutes than they were before 1992. In fact,, after the suspension of the 
lira and the pound from the ERM in 1992 and the widening of the ERM bands 
in 1993, the European exchange rate system is, as close as it has ever been, 
to a pure system of floating exchange rales with free capital movements. The 
MU is. with respect to Europe, on the otEer side of the spectrum: first ex
change rates will be fixed and then only an European Central Bank will have 
control of the European money supply. But, as we have seen, the existence of 
large capital markets makes unstable any other intermediate solution. Does 
it have any other implication regarding the choice between a floating rate 
regime vs. a currency union regime?

Let us consider first the present situation with flexible exchange rates. 
Hedging against exchange risks has become less costly, but this, in turn, can 
make exchange rates more volatile. It is convenient to consider the extreme 
case where currencies are almost perfect substitutes. With high substitutabil

15

©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



ity, small events can trigger large shifts on currency holdings13. Say that in 
a particular day, because expectations of a local currency devaluation, there 
is a move away from this currency making its value fall. Some agents will be 
caught carrying relatively more of this currency and suffer a loss, others will 
gain from their appreciated currency holdings. This currency risk is usually 
the cost associated with flexible exchange rates.

If we consider, for example, that both currencies are legal tender and all 
agents are free to choose in which currency payments will be made, then 
there should be no well defined pattern of whose agents are carrying more 
of one currency. The distributional effect of a move away from a currency 
should not be predictable ex-ante. This also means that any news concerning 
agents, say about an unexpected loss of income, should have no bearing on 
which currency is likely to devalue.

The situation is different when some legal restrictions on currency hold
ings still apply. For example, in the current free floating rate system, taxes 
must be paid in national currencies, most labor contracts, and an important 
share of domestic assets, are denominated in national currencies. Govern
ment debts are either denominated in local currency or in some other cur
rency -say, ECU- and the shares are publicly known. These legal restrictions 
imply that currencies are not perfect substitutes (for example, agents must 
still keep a fraction on local currency). However, what distinguishes most 
this situation of close substitution to the one of perfect substitution is that 
now there are well defined patterns of who is holding which currency. In 
particular, the government collects taxes in local currency and must satisfy 
debt commitments. If these are denominated in another currency, the pub
lic sector will suffer from a devaluation, if they are mostly denominated in 
local currency, the debt holders will suffer. In any case, a seemingly small 
political event is likely to have the same meaning to all agents (e.g., Italy’s 
political instability). A huge capital outflow may be generated prompting 
the expected devaluation (and possibly, overshooting)14.

With capital mobility, the problem of floating exchange rates is not just

13ln fact, when currencies are perfect substitutes the exchange rate is indeterminate 
(see, [54] [79]).

14The Mexican crisis at the end of 1994 is a good example. As a ‘commitment de
vice1 when Mexico had to negotiate NAFTA, a large fraction of the Mexican debt was 
denominated in dollars. News of possible insolvency had a devastating effect causing the 
December devaluation (it seems beyond the previous peso appreciation).
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that exchange rates may fluctuate, it is that, as long as an important share of 
the assets of an economy are denominated in a specific currency, news about 
these assets’ prospects are likely to have a feed back effect. There is an agent 
that always has a name: the government whose revenues (taxes) and debts 
have publicly known denominations15.

In summary, with flexible exchange rates and capital mobility, it is dif
ficult to avoid that perturbations of the public sector will not have a much 
larger effect on capital and exchange rate fluctuations. There are two partial 
solutions to this problem. One, which has been suggested under different 
forms (e.g., the Tobin tax) as a general way to smooth capital fluctuations, 
is to introduce some additional legal restriction or tax on capital mobility, 
(see [35], [42] and [56]). This may slow things down, but hardly seems a solu
tion. First it is moving in the “wrong direction” by introducing distortions, 
second, as it has been pointed out, sophisticated capital markets tend to find 
ways around such distortions.

A second form of “isolation from political events” is to diversify, as much 
as possible, government portfolio. In particular, public debt. While a stan
dard argument of time-consistency will call for debts to be denominated in a 
foreign currency, the portfolio diversification argument outlined here shows 
that this is not a correct solution.

A common currency, or a fully fixed exchange rate regime, avoids these 
capital fluctuations among participating countries. Money is more likely to 
satisfy better its roles of: store of value (presumably real returns fluctuate 
less); of medium of exchange (trade within the community does not require 
costly hedging operations) and of being a “safe” asset (exchange rate risk dis
appears within the community)16. However, as we have noticed, in describing

15This is also true of the stock market, where assets are close substitutes and firms 
and managers have names. There are, however, important differences: with some legal 
restrictions agents must hold the domestic currency or use it to denominate contracts, etc. 
(no one is forced in to hold a particular stock); the government may have more direct 
monopoly over the money supply than managers have over issuing stocks (here is where 
Central Bank independence can help); for most firms if the value of sales (or cost) change 
the value of the stock may be affected, but changes in value of the stock do not feed 
back into changes of the value of sales, in contrast governments receipts and payments are 
affected by the value of domestic currency, and, last but not least, money is fiat, while the 
value of the firm is linked to its expected net gains.

16T o our knowledge, the discussion of the “public sector” effect is new. A good discussion 
of some of the other issues discussed here can be found in [24], However, these issues can
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the “heterogeneity of the transmission mechanism”, a common currency is 
likely to perform worse than national currencies in its role of “liquid” as
set. The example of UK in 1992 shows that the cost of giving up monetary 
autonomy may not be trivial. Our view, however, is that it is likely to be 
outweighed by the benefits of a common currency (if properly managed).

4 T h e  P o lit ic a l E con om y o f  th e  E u rop ean  M on 
eta ry  U n io n

As we have seen, the ERM crises of 1992-93 and 1995 reflect problems which 
are specific to the ERM, but also more general problems which show the 
difficulties of coordinating monetary -and, as much as it is required, fiscal- 
policies. With a monetary union in place, the ERM problems -such as, specu
lative attacks- will disappear for the member courftries17. Differences among 
countries (regions and economic sectors), however, will persist. A careful de
sign of the institutions that will have to carry out monetary policy is a first 

^ s te p  towards a successful coordination and integration of these differences.
The Maastricht treaty provides a first general blueprint of the MU institu

tions: the European System of Central Banks (ESCB), the European Central 
Bank (ECB) and, the transitional, European Monetary Institute (EMI). A 
central task of the EMI is to ‘'specify the regulatory, organizational and lo
gistical framework necessary for the ESCB to perforin its tasks” (“At least 
by 31 December 1996”; [21] art. 4.2).

The Treaty, together with the corresponding Protocol [21], define basic 
organizational principles for the ESCB. With the constitution of the EMI 
the more detailed designing process is underway18. Many elements of this 
design will probably shape the future ECB. In our opinion, there are “design 
problems” that, if not corrected, may jeopardize the same constitution of the 
ECB. More specifically, we think the main problems with the current design

only be treated properly in the context of an explicit model. For example, here we do not 
take into account for the fact that, with a currency union, the possible effects of currency 
competition disappear (see, [57]) and that there may be other strategic delegation problems 
(discussed in the next Section).

17Although they may persist with ‘‘outside” or “derogated” countries if the external 
exchange mechanism is not one of free floating rates.

18Some of this development is reflected in [18] and [38].
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are:

1. The inconsistency between the choice of price stability as ‘‘priority $1 ,” 
and the ambiguous role of the ECB and the national banks as financial 
intermediary. As we will see, this inconsistency shows the need to 
clarify the role of the ESCB.

2. The lack of accountability inherent in the “independent” status of the 
ECB. This problem also reflects the general institutional weakness of 
the European Union as it is designed in the Maastricht Treaty.

3. The conflicts and moral hazard problems that can be generated by 
the present design regarding how policies are ’’delegated” and ’’coordi
nated.” In particular, the allocation of resources within the ESCB, the 
internal voting rules and the rules regarding membership (and deroga
tion.)

One could extend the list to cover many more aspects that are insuffi
ciently developed in the Treaty and Protocol, but we think the above list- 
covers most of the difficulties that lie ahead19. As we said, some of these dif
ficulties will be present in any design trying to integrate in a unique ESCB 
a heterogeneous Europe. It is better, however, to be explicit about these 
difficulties. Minor modifications of the Treaty may result in design improve
ments. We now briefly discuss these problems20.

4.1 T he E SC B , th e Federal R eserve S ystem , Fried
m an’s proposal and th e R eal B ills D octrine

The main reference for the ESCB has been the US Federal Reserve System 
(FRS). However, when the FRS was created, it was considered a central bank

19We have not mentioned an important one: the role of the ECB as th e  len d er o f  last 
re so rt. If we do not elaborate on this issue it is because we think it is fairly clear and we 
do not have much to add: the ECB must take this role as most current central banks do 
(e.g., the Federal Reserve System in United States).

20Some of these problems have been already been pointed out by other economists. In 
particular, the lack of accountability of the ECB (see, for example, [19] and [46]) and 
the “inconsistent” delegation of the exchange rate policy (see, for example, [7]). We have 
not seen, however, an explicit treatment of the “real bills” problem discussed below, or a 
discussion of “derogation” problem, nor a joint treatment of the problems here discussed.
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should have a major role in providing liquidity to the system. The founders of 
the FRS were clearly influenced by the real-bills doctrine, as it can be seen in 
its legislation. The real-bills doctrine calls for an active policy of open-market 
operations in private securities and, possibly, an active discount window to 
enhance financial intermediation21. It is precisely against this mix of ‘credit 
policy’ and ‘monetary policy’ that M. Friedman launched its Program for 
Monetary Stability [41]. In the quantity theory view, monetary policy should 
be isolated, as much as possible, from intermediary credit considerations.

Without mentioning it, the Maastrich treaty, endorses Friedman’s view 
by defining that “the primary objective of the ESCB shall be to maintain 
price stability.” ([21] art. II.2). There are, however, two problems with this 
endorsement. First, the complete design (as much as it is complete), even if 
takes central bank independence much further that has ever been done, it is 
not full}' consistent with Friedman’s prescription. For example, as Goodhart
[46] and many others have pointed out, it does not define what is meant by 
price stability. Second, even if in the last ten years price stability has been 
a major concern of European monetary authorities, increasing attention has 
been placed on interest rates and, as it has been seen in the 1992-93 crisis, 
an active discount window has often been the preferred tool of the monetary 
(credit) authorities. Let us consider these two issues with some more detail.

It is not fair to compare Friedman’s proposal [41] -a  well argumented 
proposal, far from actual implementation- and the Maastricht Treaty -a 
legal document, fruit of negotiations, etc., but with a serious chance of being 
implemented. For Friedman, to be consistent with the main goal of price 
stability, one must first set an explicit rule (for example, its recommendation 
#1 is to set a 4% growth rate of the total currency held by the public), and 
second to repeal the power of the FRS to act as a financial intermediary, 
which “would eliminate any necessity for the System to establish discount 
rates or eligibility requirements” ([41] p.100). In contrast, the Treaty leaves 
the explicit rule unspecified and considers a task of the ECB to “conduct 
credit operation with credit institutions and other market participants” ([21] 
art. 18.1)22.

21See [72] for a formalization of the real-bills doctrine.
22A more recent report to the European Parliament [18] explicitly states: “Because of 

statistical difficulties an inflation rate of up to 2% can be deemed to mean price stability.” 
However, this is not defined as a target and, in fact, the same report states that: “At 
the moment, it is not possible to lay down the exact strategy and the exact means to be
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There is another important difference: while Friedman considers that 
“open market operations and debt management are different names for the 
same monetary tool” ([41] p.52) and, therefore, the FRS and the Treasury 
should be consolidated, the Treaty stipulates that debt management and 
monetary policy should be completely separated and, in particular, the dif
ferent institutions of the ESCB are prohibited from “direct” purchase of debt 
of public entities ([21] art. 21). We discuss the “debt management” problem 
below, let us consider the “credit problem”.

The “inconsistency” of the Treaty with respect to Friedman’s proposal 
would only be an academic curiosity if it was not because it has important 
policy implications. While the historical trend on central bank practices 
has been to concentrate on open market operations, the discount window 
policy is still often been used. In fact, it has been proposed that, in order to 
achieve price stability, it is better to use nominal interest rates as monetary 
policy instruments (see, for example, [67]). This view has been endorsed by 
most central banks, with the exception of the Bundesbank that -perhaps 
due to a more stable velocity of money- targets a monetary aggregate (see 
[11] and [38]). In fact, the recent documents of the community seem to 
endorse the view that “the announcement of an intermediate target in the 
form of one or more monetary aggregate by the ECB would best meet the 
criteria of transparency and accountability” ([18], p.5) while in the “day to 
day implementation of the monetary policy, the ESBC will focus in one or 
more short run interest rates” ([?], sect. 2.1)23

The divergent behavior of the prominent Bundesbank, with its success in 
keeping price stability in the last few years; the success of the Bank of Eng
land in bringing down the interest rates in 1992, and the increasing evidence, 
both from Europe and US, on the real effects of changes in nominal interest 
rates (see, for example, [14] and [15]), show that “focusing on interest rates” 
may not be perceived as simple passive monetary policy instruments. The 
different feed back that such instruments may have for different countries can

employed by the ESCB, because what the economic situation at the beginning of the third 
stage will be is so uncertain,” and, furthermore, considers “major drawbacks” in pursuing 
an inflation rate target. Such eclectic views may help a compromise, but are not very 
informative as a guide for monetary policy.

23The same report leaves open the question of whether (and which) an intermediate 
monetary target should be followed.
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be a central element of conflict within the ESCB24. The perception -say, by 
Germany- of such potential conflict may delay the creation of the ECB.

/T h e  Treaty is mute regarding how “discount window” policies should be 
conducted and leave for later definition other important aspects, such as the 
pdlicy regarding minimum reserves25. Nevertheless, how monetary policy 
will be conducted must be made explicit if Stage Three has ever to take 
place.

With Friedman’s proposal of total separation of “money” and “credit,” 
all these differences will only be reflected in the decision of whether to join 
or not to join the monetary union. With the more “flexible” rule of the 
Maastricht treaty, these differences will be the source of every day conflicts. 
These, as we said, are likely to persist, but at least “the rules of the game” 
should be clear. That is, to which extent must the ESCB respond to unex
pected liquidity problems -say, arising from a financial innovation or a “credit 
crunch”? and, how will this discretionary policy be decided and accounted 
for? As we will see, the problem is not only how to define a common policy 
for an heterogeneous Europe, conflicts and inefficiencies may arise even if 
countries were homogeneous. This bring us to consider the “independence” 
and “delegation” problems.

4.2 T he “indep en d en ce” o f  th e  EC B and the role o f  
th e national central banks

As we said, it is consistent with the goal of price stability to isolate the 
monetary authority from short run “treasury” pressures. A large literature 
on the time-consistency problem shows that the monetary authority -acting 
on behalf of society- will be systematically tempted to levy an inflation tax 
to lessen the burden of other distortionary taxes. This ex-ante inefficient 
outcome can be avoided if the monetary authority could commit to follow a 
pre-specified course of action -say, a given money growth rule (see, for exam-

24The transmission mechanism is also being affected by the increased use of derivative 
instruments, which implies that borrowers and lenders are no longer constrained to accept 
the risk embodied in the primary lending structure. It will also be affected if, as proposed 
(see [38]), the creation of the ESCB enhances the international arbitrage opportunities 
across ‘national discount windows’.

25Art. 42 specifies that minimum reserves (art. 19.2) will be decided when the “date 
for stage three” is set.

22

©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



pie, [66], [57]). This money rule need not be as “insensitive” as Friedman’s 
k% growth of money supply rule, but it must be pre-specified and subject to 
verification.

Taken to the last consequence, the best solution to the commitment prob
lem is to leave the execution of the monetary policy to an expert system. That 
is, a computer program designed by experts (such as, the ones that should 
be appointed at the Executive Board of the ECB) and previously approved 
-say, by the Council- who will specify to which events and how the monetary 
authority will react. Such a program could be revised, but the revision must 
be subject to the appropriate approval. To a large extent, such a program 
can be written. However, unforeseen circumstance may come up. Central 
Bank independence from political authorities and finance responsibilities is 
seen as a more adaptable commitment device.

4.2.1 T he independence o f the ECB

The status of independence of the ECB, with the long term non-renewable 
contracts for positions of responsibility, seems to be the “right answer” to 
the commitment problem. Furthermore, there is some evidence that “central 
bank independence” and “inflation” are negatively correlated (see, for exam
ple, [48], [26] and [27]). Therefore, it is not surprising that the independence 
status of the ESCB in the Maastricht treaty has had strong support from 
the academic community (see, for example, [7], [77]). However, economists’ 
support is, almost by definition, non-unanimous. R. Cooper, among others, 
argues that “Maastricht has taken the notion of central bank independence 
much too far” [19]26. In fact, the treaty does not provide instruments (other 
than revising the treaty) by which the Executive Board and the Council are 
accountable for their actions. An annual report to the Parliament does not 
make them accountable. An annual report (with its ex-post justifications) * 
does not commit to a future path of action. In particular, an annual report 
that only has to respond to “having pursued price stability.”

The problem with the independence of the ECB is not a problem of the 
Protocol of the ESCB, but of the Treaty itself. In particular, of the lack

26ln fact, the consensus among lawyers and political scientists seems to be on Cooper’s 
side, and the “exceptional” independence of the ECB is seen as another instance of the 
“democratic gap” of the Maastricht treaty (see, [32] for a recent lawyers’ appraisal of the 
treaty).
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of power of the European Parliament. Under a normal federation, such as 
Germany, an ‘'independent” Central Bank, such as the Bundesbank, will 
be ultimately accountable to the parliament, who will be responsible of the 
pertinent legislation. Explicit legislation can make meaningful the account
ability of an annual report. The revision of such legislation may be subject 
to special clauses (of qualified majority, timing, etc.) to avoid pre-electoral 
time-inconsistencies, but a design that leaves a policy unspecified, and calls 
for a treaty revision if the parliament, or the Council, is not satisfied, is 
time-inconsistent.

4.2.2 The ESCB: a federal organization in a confederate state

The ESCB, as any organization involving multiple government bodies, has to 
balance the representative aspect of being an intergovernmental organization 
and the efficient aspect of being an organization with a supranational task. 
There is a long historical debate on whether the European Union should 
be a federation or a confederation. We do not want enter this debate here, 
we just take as a fact that the Maastricht treaty, by compromising among 
both structures, defines a union that will be “operating as a federation but 
working with the institutions of a confederation”([8], p.24). That is, since 
the Single European Act, the EC is operating as a federation in as much 
as countries have lost their veto power. This aspect is strengthened by the 
Maastricht treaty, where majority rule (possibly qualified) is the general de
cision rule, and, even more, with the possible expansion of the community 
with the corresponding practical impossibility of having country delegates 
in all committees. In other words, the community, as long as it develops, is 
evolving into a federation2'.

The ESCB fits much better within a federal state. For example, as we 
have argued, it could be made accountable to a more powerful Parliament, 
without loosing independence, in this case, the Governing Council could be 27

27The confederative structure of the EMU gives rise to the principle of co-deciston (be
tween the Council and the Parliament on one hand, and the Commission on the other), 
articulated in one of the most baroque pieces of legislation in the history of constitutional 
law: [20], art. 189c. It is difficult to think that such a decision procedure will ever be 
operative (Article 189c must be one of the ‘‘pieces to be revised” in the 1996 conference!). 
Fortunately, thanks to its independence, the ESCB is not directly affected by these cum
bersome, co-decision, procedures.
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less of a Council of “representatives”, without jeopardizing its authority. 
That is, the ESCB suffers from a problem of ‘external inconsistency’ due, 
in part, to the hybrid design of the community and, in part, to the fact 
that, as long as fiscal and other policies are decided and implemented at the 
national level, citizens’ delegation to the European institutions will maintain 
a strong national identity (reinforcing cultural differences). This ‘external 
inconsistency’ complicates the accountability problem since, for example, a 
parliament of ‘national delegates’ is not an adequate institution to supervise 
the work of the ESCB. Nevertheless, this is probably a better alternative 
than the current one.

4.2.3 T he subsidiarity principle w ithin  the ESCB

There is an “internal inconsistency,” associated with the “external inconsis
tency,” that may be a permanent source of potential conflicts. It is reflected 
in the statement that “the implementation of the common monetary policy 
must take place in accordance with the principle of subsidiarity, with the 
national central banks taking as full a role as possible.” ([18], A. p. 5). As in 
other aspects of the Treaty, what the subsidiarity system means -within the 
ESCB- is not clear. That is, it is not clear what the role of the Central Banks 
will be. If a Central Bank is a passive local window of the ECB, a country 
may as well decide to close it if costly to operate. If, on the contrary it is 
an active window (subject to the restraints that capital mobility imposes), 
then it is not clear that the treaty (art. 14.3) assigns the ECB with enough 
power over central banks as to prevent unwanted competition or deviations 
from central policies, or that powerful national parliaments and governments 
will not try to influence their national central banks28.

While it has not been decided, the current trend seems to be that, with 
respect to open market operations, “decisions on the provision of liquidity and 
the condition for providing it could come under the ECB, but implementation

28In fact, the initial attempts to create a Federal Reserve System in United States and 
the final evolution of the Federal Reserve Board, is a good example of how a system based 
on regional representation has finally evolved into a system where regional representation 
has ceased to be important. It is not clear, however, that such evolution would have been 
possible in a confederate state. As a compromise solution, von Hagen and Siippel [78] 
have suggested a system where the Governing Council meets much less frequently than 
the Executive Board. One should add to proposals of this type that the Executive Board 
should have enough power over national central banks.
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would be left to national central banks” ([18], B p. 6). However, it remains 
an open question “'whether one or more standing bank-refinancing facilities 
would be desirable. In such cases, national central banks and the ECB would 
provide liquidity at a fixed rate as and when requested by banks.” ([18], B 
p. 7). That is, the more detailed design seems to be evolving towards a 
system of “passive national windows” and “delegated national open market 
operators.” This may be attractive (outweigh its operating costs) since even 
in a world of integrated capital markets, credit (and liquidity) markets-which 
take into account reputation (and local shocks), etc.- have an important local 
component.

Two things are, however, not clear: i) that the optimal decentralized 
configuration would be the actual one of national central banks (why not 
regional?)29, and ii) that, the national central banks, directly-taking advan
tage of the imperfect monitoring and weak political power of the ECB- or 
indirectly -through their “national representatives” in the Council- will not 
feed back their national concerns as to distort the common monetary policy. 
This last point bring us to consider in more detail the problem of delegation 
within the ESCB.

4.3 D elegation  and policy coordination  w ith in  th e ESCB
As we have said, a successful delegation requires accountability. However, 
delegation -and accountability- becomes increasingly difficult when different 
“delegated authorities” cannot act independently or, alternatively, when they 
may easily perform tasks for which have not been delegated. In the Maas
tricht treaty, the first type of problem arises regarding the delegation of the 
exchange rate policy; the second, with the possible indirect debt management 
of the monetary authority.

4.3.1 T he M U  exchange policy

One of the rationalizations of the MU is to improve competitiveness of Eu
rope in the world through a coordinated policy. The exchange rate policy of 
the community -say, vis a vis US and Japan- will affect its relative compet
itive position. Perhaps because of this importance, the treaty defines that

29The principle of “continuity” ([18], B p. 6) seems to be the only justification.
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exchange rate policy will be decided directly by the Council and not by the 
“independent” ECB (who will be consulted). Unfortunately, different poli
cies (fiscal policy, money supply, interest rates and exchange rates) cannot 
be chosen independently30. This inconsistency is another source of poten
tial conflicts, but it is not unique to the ESCB design. Independent central 
banks (often following an exchange rate target) usually depend on their na
tional governments for decisions concerning exchange rate policies (see, [38]). 
As in the ‘national’ case, independence must be constrained by the need to 
coordinate non-independent policies. A clean solution would be to delegate 
exchange rate policy to the ECB and enhance its accountability. This, how
ever, is not the choice that emerges from the Treaty and -day to day- forms 
of coordination between the Council and the ECB will have to be found to 
design and implement exchange rate policies.

4.3.2 T he ’’unpleasant arithm etic” of po licy  coordination, seignor
age, and debt m anagem ent.

As we have seen, in contrast with Friedman’s proposal [41], the treaty calls 
for independence from Treasury pressures. This takes several specific forms: 
fiscal polices are decided at the national level; the union has a very marginal 
budget and no power to levy taxes (it can only keep a fraction of “national” 
indirect taxes); the ESCB cannot directly trade government bonds (art. 21 
[21]). On the other hand, (seignorage) profits (and losses) should be dis
tributed between “the general reserve fund” and the “shareholders of the 
ECB” (art. 33 [21]).

This is another piece of engineering ingenuity. Not dealing directly with 
“public debt instruments” does not prevent the ESCB (the national central 
banks, the national delegates in the Governing Council, etc.) from favor
ing the purchase of such instruments (through the friendly private banking 
system, for example)31. Of course, the more important a country’s debt is 
(and the risk premium paid on it!) the more the pressure that can be felt 
on the corresponding central bank and ’’delegates.” In particular, as Sargent 
and Wallace [73] have pointed out , fiscal and monetary policies cannot be

30This problem was already noticed by economists when the first drafts of the treaty 
circulated (see, for example, [7]).

31 Again, this has been noticed by many economist familiar with “moral hazard” 
problems.
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treated as independent and certain debt paths must result in their moneta- 
rization. This is true even if they are ‘'delegated’" to independent -but not 
perfectly committed- authorities. Correspondingly, lowering the level of debt 
can ease this pressure. The Maastricht convergence criteria, and the treaty 
recommendations about fiscal policy in the monetary union, point in this 
direction. However, as we discuss below, there may be alternative -possibly, 
better- commitment technologies.

In a monetary union, the links between (decentralized) fiscal and (central
ized) monetary decisions go beyond the standard “unpleasant arithmetic” of 
the pressure to monetarize large debts. As long as there are profits (seignor
age) and these are returned to the “shareholders of the ECB,” there is an 
extra source for distortions. The simplest case is when, as it happens now. 
shares in the ECB do not match the relative holdings of currency. Then, for 
example, a country vfath more than average shares and below the average 
money holdings may want to vote for higher inflation (even if as a separate 
country had an impeccable record of price stability) and. this way, enlarge its 
fiscal base with the residents of other countries paying the inflation tax. But 
even if all countries are equal (share the same preferences, etc.) and have the 
same shares, the distortion is still present. It is in the interest of a country 
to have their member in the Governing Council of the ECB voting for higher 
inflation, while the local tax authority tries to reduce money holdings. At 
equilibrium all countries do the same and no country is effectively shifting 
the tax burden to other countries. Nevertheless, fiscal policy is distorted32.

In summary', in a monetary union (a la Maastricht), there is a double 
“unpleasant arithmetic” on the interdependence between fiscal and monetary 
policy that must be taken into account. The possibility of having fiscal 
deficits may feed back as a pressure to increase inflation. The possibility of 
having a community inflation tax may' feed back as a possible distortion on 
fiscal policy.

4.3.3 T he M aastricht discontinuity

The “low debts and deficits” and “low inflation” “principles” of the Maas
tricht treaty go in the direction of avoiding fiscal pressures on monetary

32Here we refer to an optimal fiscal policy which takes into account marginal conditions. 
Of course, one needs an explicit model to properly discuss these issues. The above result 
is formally developed in [57]).

28

©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



policy. However, while the criteria are somewhat clear as convergence crite
ria, they are very ambiguous as operating rules of the MU. Somehow, there is 
the implicit idea that, if countries have behaved before the formation of the 
union, they will keep doing so within the union. Inertia and reputation are 
certainly important elements of policy formation, but what should be clear 
is that under a union regime the system of incentives changes. Rather than j 
‘hope for the best’ it would be better to specify mechanisms that, as much 
as possible, generate the right incentives. A set of mechanisms is to pre set 
strict rules, such as Friedman’s k per cent rule, balanced budgets amend
ments, etc. another is to set delegation mechanisms which create the right 
incentives. This bring us to discuss in some more detail the organizational 
form of the ESCB, its voting procedures and an alternative proposal.

4.3.4 V oting procedures w ith in  th e  ESCB

Within the ESCB there are three alternative decision procedures. The first 
is the ‘delegation’ to national central banks following the subsidiarity princi
ple. As we have seen, the tendency is not to delegate decisions but only the 
implementation of policies decided by the ECB (although the current level 
of ambiguity does not preclude other options). The second is the simple 
majority of the members the General Council of the ECB (President, Vice- 
President and the Governors of the national central banks; [21] 45.2), which 
parallels the procedures of the Council33. Monetary policy decisions of the 
ECB should be adopted according to this procedure. The third is the ‘share
holders majority’ of certain ECB (Governing Council) decisions ( [21] 10.3). 
That is, a country’s vote is weighted by its ECB shares34. Decisions concern
ing allocation of resources (ECB capital, monetary income of national central 
banks, seignorage and losses of the ECB35) should be adopted according to 
this procedure.

There is a substantial correction from the ’one country one vote’ rule of or
dinary policy decisions to the ‘shareholders vote’ of allocation decisions. Sim-

33The General Council is a subset of the Governing Council, which also includes the 
other four members of the Executive Board. According to [21] 10.2 for most decisions the 
Governing Council shall act by simple majority.

34ECB shares are assigned according to the relative importance of a country, and im
portance is measured, fifty-fifty, in terms of population and GDP (art. 29 [21]).

35Art. 10.3, 28,29,30,32,33 and 51 of the Protocol [21].
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pie majority rule do not reflect the different importance of countries within 
the community and, with its potential expansions, is unlikely to be a stable 
mechanism (or weaken the role of the institution as it has happened with 
ONU, UNESCO, etc.). While a shareholder rule tends to reflect the relative 
importance of countries, there is no political-economic basis for the current 
sharing rule. Theoretical models of cooperative agreements will suggest that 
shares should be related to a country’s contribution to the community and 
to the gains -for this country- in joining the community. This gains and 
losses depend on the activity of the union, and may be poorly represented 
by measures of population and GDP size. The policy followed by the union 
will affect the value of the union to a country, however if shares where to 
depend on the policy there will be a feed back mechanism that can create 
many distortions. Shares can not change with changes of policies. But even 
fixed policies will affect a country’s evaluation of the community. This is 
the case, for example, if seignorage is an important source of revenue in the 
community36. As we have said, a raison d'etre for price stability is to avoid 
strategic behavior. Unfortunately, if there is no explicit rule binding the 
ECB. the inflation level will be endogenous to the Governing Council. Even 
if we assume that the objective of price stability will be followed, we think 
that the actual voting and allocation procedures should be revised.

4.3.5 The derogation status

The question of the ‘power of one vote’ arises, for example, when the “dero- 
 ̂ gation” principle is taken into account. According to this principle, a country 

of the community that does not satisfy the convergence criteria can be in a 
“purgatory'" state. In practice, this should mean that the country is not in 
the union although he would like to be part (if the country has no interest 
in the union, then his non presence should not be qualified). Other coun
tries may prevent its entry either because the country: i) presents serious 
instability problems that could contaminate; ii) does not satisfy some nom
inal convergence criteria, and/or ill) does not satisfy a budget management 
criteria. The first problem is strictly political and, presumably countries of 
the community are not subject to serious instability; the second problem, to

36For example, Casella [12] uses a model where seignorage is the only source of revenue 
(and monetary policies are strategic complements) to show that small countries must be 
given more than proportional shares in order to keep them in the community.
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a large extent, disappears once the country is in the monetary union; the 
third problem is the one that creates a problem: accepting a highly indebted 
country may be a form of giving voting power to a country that may want 
to follow inflationary policies.

The Treaty’s way to deal with the problem of “avoiding that the fiscal 
problems of a country will not translate into monetary weakness of the com
munity” is, on one hand, radical and, on the other, inconsistent. It is radical, 
since by keeping a country in a ‘derogation’ status may further weaken the 
position of this country (e.g., increase the risk premium on its debt). It is 
inconsistent, since once the country is admitted to the Monetary Union there 
are no clear punishments to prevent the country from falling into new debt 
problems.

The recent experience of Mexico and the NAFTA is an example to keep in 
mind. First, it shows that, once market integration is pursued, contamination 
is spread even without a monetary union. Second, it shows how a country 
may “force the situation” in the transitional process. In the case of Mexico, 
by not devaluating before signing the NAFTA agreement; in the potential 
case of the European Monetary Union by -for example- postponing necessary 
public expenditures or levying special temporary taxes as to ‘satisfy the 
Maastricht criteria’.

In summary, we do not think that current decision rules are appropri
ate mechanism neither for the operation ECB nor for the transition to its 
constitution and possible amplification. This takes us to consider other al
ternatives.

5 A ltern a tiv e  v o tin g  and a llo ca tio n  proced ures  
w ith in  th e  E C B

In any committee with delegates, such as the General Council of the ECB, 
we can consider three different hypothesis regarding how delegates vote. One 
is that delegates “behave as professionals” and make the decisions that will 
guarantee the success of the task that have been assigned. In the ECB context 
this corresponds to the view that independent central bankers will profession
ally pursue price stability. In fact, central bankers’ independence can be seen 
as a form of “strategic delegation” to achieve the necessary degree of commit-
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ment (see. for example, [69]). It should be clear from our previous discussion, 
that in the ECB context this view -endorsed by the Treaty- is fairly naive. 
A second hypothesis is that delegates behave as country representatives, a 
possibly more realistic hypothesis. In this case, however, different countries 
are likely to have different preferences for monetary policies and will vote 
according to their preferences. There is also a third case to consider which 
is that of "perverse strategic delegation” in which all countries send the rep
resentative who are more likely “to bring the bacon home”, for example the 
most pro-inflation if a seignorage is to be returned home (see, for example, 
[13]).

A good design must take into account of this possible problem of “per
verse strategic delegation” in the allocation procedure. The current system 
of shareholders’ vote for the allocation of seignorage does not preclude such 
distortions. There is, however, a relatively simple solution: to transfer all 
the net benefits of the ECB to the general reserve fund17. That is, the share
holders of the ECB must be shareholders of a firm which never distributes 
dividends and, if anything, may be asked for help in case of losses37 38. It should 
be noticed that this does not completely solve the problem of “strategic be
havior” since the general reserve fund will have to be managed by the ECB, 
but it certainly reduces the possibility that a “country representative” will 
distort the policy of the Governing Council in an attempt to manipulate the 
ECB policy. In fact, any amount of seignorage above a certain limit could 
be transferred to some other instance of the community -say, for the ‘foreign 
aid' policy of the community.

This simple reform will not preclude, however, that “country representa
tives” vote according to their country preferences. After all, even they have 
an ‘independent status’, they are selected by their country of origin and their 
future career may be at home more than in the community. It is not obvi
ous how to represent a country’s preferences on monetary policy, presumably 
they are shaped by those economic indicators that may be affected by such 
policies. According to this view, we assume that a country’s preferences on 
monetary policy are determined by its relative position in some economic

37This requires to modify the current Article 33.1 of the Protocol [21] which limits such 
transfer to no more than 20%.

38 Article 33.2 [21], concerning losses, should not be changed or, if modified, some proviso 
should be made for the -unlikely- case that the ECB has losses that can not be covered 
with the general reserve fund.
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indicators, such as debt/GDP. Then given any configuration of the ECB, we 
can characterize the ‘'median preferences.” That is, we can construct a ‘po
tential median delegate' as an approximation to the preferences that should 
define the monetary policy in the case that such policy is chosen by ‘majority 
voting" and delegates follow their country’s preferences39.

In Table 8 we show the ‘median economic indicators" for different ECB 
arrangements: EC 15, EC 12, the current 9 ERM countries and the ‘core 6" 
countries (Belgium, Denmark, France, Germany, Luxemburg and the Nether
lands). We consider the 1994 values of Deficit/GDP, Debt/GDP, Inflation, 
Long Term Interest Rates and Unemployment as possible indicators shaping 
a country’s preferences on monetary policy40. We first consider the current 
rule of ‘one country, one vote’41. It should be noticed that the resulting 
‘median values' are fairly similar. For example, comparing the two extreme 
arrangements, CORE 6 and EC 15, we see that only the deficit and the inter
est rate indicators are slightly higher with the EC 15 than with the CORE 
6, while the debt indicator, in fact, is lower. There is, however, not clear 
indicator that our ‘potential median country’ corresponds to any particular 
country (although Belgium appears repeatedly).

Since ‘one country one vote’ rules do not take into account the different 
importance of countries we consider applying the Maastricht’s shares rules

39Voting mechanism which are not subject to manipulation ( “strategy-proof’) are of 
the median voter type, even in multiple dimensions (see [51). We build on this idea here. 
Our dimensions are characteristics of the countries. That is, we consider as if countries 
first were to decide which values of certain indicators (unemployment, debt, etc.) had 
to be taken into account in order to choose on monetary policy -say, growth of money 
supply. With many dimensions (indicators) affecting the choice of monetary policy, the 
choice of a ‘potential median delegate", constructed out of all the ‘median’ indicators, is 
not equivalent to the ‘median’ choice of the delegates. However, if the ‘potential median 
delegate’ corresponds to few countries (or one) our procedure provides a reasonable (exact) 
approximation to the ‘median’ choice.

40Notice that we do not include indicators of differences on the monetary transmission 
mechanism or the fiscal business cycles, differences that we have identified as potential 
sources of conflict. We have not included such indices for lack of data.

41 In fact, Article 10 [21) prescribes simple majority voting for the Governing Coun
cil which includes as members the Governors of the national central banks and the six 
members of the Executive Board. Again, the members of the Executive Board can act as 
“professionals” or take into account the preferences of their countries of origin. How they 
vote will affect our characterization of the ‘potential median voter,’ but at this point it is 
more clear to only account for country votes.

33

©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



(see. Table 7) as defining the shareholders majority within the ECB. That is, 
as if the weights affecting now allocation decisions (Art. 10.3) were always 
in place42. As it can be seen, not only the median values are more uniform 
across different ECB arrangements but also large countries are obviously 
more likely to represent the median choices. For example, Germany appears 
as the country characterizing the median level of debt and inflation.

As we have said before, one can design voting mechanisms that prevent 
countries with fiscal debility from affecting the community monetary policy. 
Such mechanisms have the double advantage of eliminating the 'derogation' 
status and of designing a preventive mechanism for the future operation 
of the ECB. Along these lines we also consider in Table 8 the following 
simple exercise: the characterization of the 'potential median voter' when 
the simple majority rule is applied with ‘punishments'. In particular, we 
consider two possible punishments: first to exclude from voting decisions 
those countries with more than 100% Debt/GDP ratio, and second to exclude 
those countries with more than 6% Deficit/GDP ratio (of course, alternative 
punishments may be considered). We have chosen numbers much larger than 
the Maastricht convergence criteria to illustrate the impact of such preventive 
measures. Notice, for example, than when the deficit punishment is applied 
to the EC 15 (which is the double than the Maastricht 3%!) the resulting 
median values correspond to the values obtained with the CORE 6, with the 
exception of the debt indicator which is now lower.

In summary, three lessons can be learned from this exercise of considering 
the “potential median voter” of the ECB: i) even with current rules there is 
not a substantial difference from considering a reduced CORE 6 Monetary 
Union or a wide EC 15; ii) taking explicit account of the relative weight of 
different countries implies that different ECB configurations are likely to be 
characterized by the same median countries, which may also help possible 
future expansions, in) relatively weak fiscal criteria for preventing a country 
from vote on monetary policy may have an important impact in the final 
policy choice. These three lessons point out in one direction: there does not 
seem to be much justification for considering a small monetary union, such

42Following the previous footnote, one can see that the seats on the Executive Board 
could be assigned to correct the ‘one country one vote’ rule in favor of the ‘most important 
countries’. This, which is a standard procedure within the community, has the disadvan
tage of not being ex ante explicit and of distorting the supposedly ‘professional’ character 
of the Executive Board.
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as the CORE 6.

6 C onclusion: a m ove tow ards th e  M U  w ith  
a rev ised  treaty .

As we have seen in Section 2 important differences between European coun
tries are likely to persist well into the XXIst Century. Some of them call 
for autonomous monetary policies. In Section 3 we supported the viewjdmt. 
with integrated capital markets the only stable exchange rate systems are: 
floating exchange rates (and other forms of increased currency substitutabil
ity) or a monetary union. We have also argued that to isolate money from 
financial fluctuations (in particular from fluctuations triggered by national 
fiscal and political events) the best choice was to establish a monetary union. 
Furthermore,we have identified the differences that, we think, can be more 
destabilizing for a currency union and can be a reason for a particular coun
try not to join the MU: public debts and fiscal diversity; the effect on public 
finances of business cycle differences; the heterogeneity of the monetary trans
mission mechanism, and, finally, the differences in position with respect to 
the rest of the world economy.

More detailed studies of the magnitude of these differences are in order43. 
In a first approximation, however, in the EC12 the only countries that present 
idiosyncrasies that may prevent them from joining a MU at this point are: 
Greece (for many indicators, in particular, its high debt and no clear indi
cation of its attaining the necessary fiscal discipline to finance it through 
taxes; although it is making an effort to reduce deficits) and UK (for being 
the country that may gain more from monetary autonomy; although in other 
dimensions ranks well within a MU). Other countries with high debts, such 
as Ireland, Belgium and Italy, have had positive primary surpluses in the last 
years, and if they consolidate their fiscal policies should not present special 
inflationary pressures (in this regard, Ireland seems to have passed the test, 
while Italy has not reached the necessary political stability as to consolidate 
the recent reforms introduced by the Dini government). Spain, is a non-core

43ln particular, of the transmission mechanism of monetary policy (see, [3] for a recent 
study for Spain) and of the effects on public finances of business cycle differences ([62] 
provides a first approximation).
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country that does not present serious divergence problems, except that cur
rent primary deficits raise questions about mid-term fiscal plans. Similarly 
happens with Portugal that, although in the past has followed a policy of 
competitive devaluations, it is now on a path to convergence in its macroeco
nomic indicators. Finally, Denmark and Germany are two ‘‘core” countries 
that having relatively more commercial links with the outside community, 
than the other EC12 countries, may have different preferences on the con
duct of the external policy of the community. This is reinforced, in the case 
of Germany, by the capital inflows generated by the strength of the DM after 
Mexico’s end of 1994 devaluation crisis.

Whether these differences will indefinitely postpone the MU, or whether 
there will be an European Monetary Union by the end of the Century de
pends, to a large extent, on the final design of the MU (ECB, ESCB, etc.) 
and the political willingness to implement such design. As we have seen 
in Section 4. it is unlikely that the MU will take place without some basic 
changes in the current design, since, with the current design, some unneces
sary conflicts may arise.

We have identified two main types of inconsistency: external and inter
nal. The external inconsistency is due to the fact that the design of the 
ESCB will fit better in a federal structure than in the proposed confederate 
structure. Within a federal structure, the ECB could be made accountable 
to the parliamentary institutions without losing its independence. However, 
it may not be politically feasible to revise the treaty to such an extent It 
is not a question of political opportunism, it is more that, as long as fiscal 
policy remains a “national policy,” and the community does not extend its 
responsibilities in other areas (for example, defense)/’ political delegation” 
is likely to have a strong national character irrespective of the exact institu
tional form (parties’ main concern in front of the community is to win over 
its national constituencies)44. The internal inconsistency is due to the appli
cation of the principle of subsidiarity within the ESCB. Decentralized policy 
implementation can be a source of coordination problems if the ’’liquidity of 
the system” is one of the policy concerns.

To overcome these inconsistencies with respect to the design of the ESCB 
we propose that:

44Regarding the global constitutional design, the proposed principle of co-decision (Art. 
189c [20]) should be revised if the community has ever to operate effectively.
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1. The ECB is made accountable to the community: if not to the Euro
pean Parliament, at least to the Commission. That is, these institutions 
should be ultimately responsible for the legislation of the ESCB (Ac
cording to the treaty, a revision of the treaty itself is required to change 
such legislation45).

2. The ECB should operate under explicit rules regarding price stability, 
interest rates and exchange rate policies46. In particular, deviations 
from past rules should result in some form of “punishment” to the 
Executive Board of the ECB, or else such “justified deviations” should 
be incorporated into the operating rules.

I

3. Either “national representation” (through the Governors of the Central  ̂
Banks) in the Governing Council of the ECB is in a minority position, 
or operating procedures are revised as to guarantee a dominant role of 
the Executive Board within the Governing Council.

4. In the election of the Executive Board and, with respect to the decisions 
of the General Council (as well as the decision of the Governing Council 
covered by Art. 10.3), simple majority should be changed to a system 
of shareholders majority according to ECB shares (with no shares for 
the President and Vice-President of the ECB).

5. The General Council shall be informed by the President of the ECB 
of decisions of the Governing Council47 and, if deemed appropriate, 
communicate (possibly, by urgency procedure) to the corresponding 
decision-making body (see (1) above) of the activities of the Governing 
Council.

6. ECB capital shares should be determined, and revised, not only as a 
function of GDP (and population), but should also be appropriately 
discounted by the level of the country’s debt and/or deficit.

7. The Governing Council of the ECB must be responsible for the ex
change rate policy of the ECB.

45This point has been raised previously by R. Cooper [19].
46This point has been raised by many economists (see, for example, [46]).
47This first part reproduces Art. 47.4.
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8. The ESCB should be a “lender of the last resort.”48 49

9. Seignorage gains should not be returned to the member countries, but 
should be transferred 100% to the general reserve fund. If the ESCB 
were to incur in losses larger than the existing general reserve fund. 
ECB shareholders will contribute in proportion to their paid-up shares.

10. The operating procedures for open market and credit operations and 
operations with foreign reserves by national central banks (arts. 18.2 
and 31.3 of the protocol) must be pre-specified19.

11. Similarly, the “complementary legislation” concerning minimum re
serves and other operating procedures (art. 42 of the protocol) must 
be pre-specified (before “the decision on the date for the beginning of 
the third stage”).

12. The principle of “derogation" should be eliminated.

Note that our proposals attempt to make more consistent the current 
blueprint for the ESCB50. First, it is more consistent with a “central bank” 
independence principle to define its accountability and then reduce the in
ternal “regional” representation. Second, some internal inconsistencies must 
be fixed. In particular, in those places where countries' representation is ap
propriate it is better to have it in the form of shareholder's majority. Third, 
some operating procedures must be defined before there is commitment to 
a “date for Stage Three” otherwise this stage may never happen. Fourth, 
changing shareholders rights may smooth the transition to MU and future 
integrations, making it then possible to eliminate the “derogation” status 
(which without ERM is already fairly meaningless).

It remains then to specify the transition to MU. We share the view, ex
pressed by de Grauwe [29] and Fitoussi [40], among others, that the best is to

48These last two points have also been raised by many economist -in  particular [7].
49The “quantity theory” position consistent with the stable price principle calls for 

closing such operations by Central Banks. We do not favor this position, at this point, 
since national central banks can act as useful domestic intermediary which will ease the 
transition to MO. However, as we argued in Section 5, until these operating procedures 
are specified it will not be clear what the IfSCB is.

50Of course, other possibilities can also be considered along the same lines. Furthermore, 
some of the above proposals would have to be more carefully drafted in order to make 
them operational.
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“jump to MU”. Irs contrast with de Grauwe, however, we do not characterize 
the MU as a club in which anyone can become a member. In our proposal, 
membership can only be proposed when there are no insolvency problems 
and it may be qualified by the rights within the club. Our proposal implies 
a reassessment of the Maastricht convergence criteria and the ERM. In some 
sense, it is not a new reassessment since the recent exchange rate experience 
has shown first that the Maastricht criteria are unlikely to be the “final test” 
applied to all countries with the same rigor51, and second that the ERM 
cannot be the final anchor for fixing exchange rates. We now briefly discuss 
these points.

An interesting feature of the Maastricht treaty is its ex-ante specification 
of “rules of membership.” This, in principle, seems an appropriate approach. 
Rules are specified and, then, whoever satisfies these rules can be a member 
of the “club”. However, this non-discrimination procedure was not used in 
the community (a country has to be admitted first to the community), nor are 
the rules very clear. For example, the debt/deficit convergence criteria have 
several escape clauses, which are subject to arbitration. In fact, in a com
munity that has been operating under the principles of “renegotiation and 
arbitration,” it is not credible that the convergence criteria will be applied 
very strictly (otherwise the Maastricht calendar will not be followed). The 
widening of the ERM bands is further proof of this renegotiation principle. 
We think, it is better to be explicit about it.

With the modification of the share rules, proposed above, the debt/deficit 
criteria are not needed, unless a country shows signs of having unsustainable 
debts (when the future inflation tax is excluded). Setting a fixed number 
for this is not to recognize that what is sustainable for one country may not 
be for another. A commission of experts should evaluate if there are severe 
debts problems and the country’s authorities must present a viability plan 
(as they already do). The price criteria are fairly irrelevant once the MU is in 
place. For a country with high inflation there should also be a viability plan 
under a change to a “price stability” regime. In fact, important divergences 
on inflation or long-term interest rates, most likely reflect underlying fiscal 
problems. It is better to evaluate them directly and to have the possibility 
to make an offer to “join without votes.”

51For example, the 1995 devaluations have had little relation with the Maastricht indi
cators (compare Tables 3 and 6).
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The ERM bands were, in part, designed as a means of smoothly arriving 
at well defined fixed rates. Now, in practice without ERM, a rule for defining 
final exchange rates must be decided. There is a classical one: negotiation. 
Which means that in the original formation of the community, negotiation 
should be among the possible countries -say, EC15 or some suitable subgroup. 
After that, between the member countries and any possible candidate52.

With these principles, and an appropriate revision to the treaty a “jump 
to MU” is possible in the immediate future, and we consider it desirable. 
This does not mean that it will happen this way, what should be the policy 
to follow in the interiml. Our list of “important divergences” suggests that 
a country should evaluate them (for example, its own “transmission mecha
nism”) to determine its advantage of joining MU and, if the are advantages, 
the country should try to accelerate convergence in the dimensions that may 
constitute potential handicaps within MU (for example, move towards long
term financing).

In the interim, the current floating exchange system should prevail (with
out even considering the wide bands). Fluctuations of exchange rates are 
likely to occur, in particular, in response to domestic political or fiscal events, 
and to international financial events. A country should follow a policy of 
portfolio (assets and liabilities) currency diversification (and hedging). In 
particular, debt denominations should be diversified.

The “jump to MU” can be done with different subgroup of countries. As 
we have seen, this will not only preclude the smooth functioning of the single 
European market, but it is unnecessary. Even if countries vote according to 
their preferences, even with current rules there is not a substantial difference 
in the outcome when considering different MU sizes (within EC 15). Fur
thermore, alternative voting mechanisms, as the ones here proposed, may 
guarantee that the monetary policies of a EC 15 or a CORE 6 unions should 
be practically the same. Therefore, it does not seem reasonable to exclude 
EC countries willing to participate.

The calendar of the Maastricht treaty keeps its own countdown. We 
have made some suggestions to revise the treat}' with the aim that, as the

52Negotiation of a number -say, the exchange rate with the ECU- may be difficult. A 
possible form for such a negotiation can be as follows: through a process of negotiation, 
arrive to an acceptable range of exchange rates, then use the observed distribution of ex
change rates -say, for the last two years- within the specified range and use this distribution 
to obtain (extract) the final exchange rate.
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Maastricht calendar foresees, MU will not be delayed.
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A p p en d ix : C onvergen ce: th e  facts
This Appendix examines the convergence of European countries accord

ing to a number of indicators. Our aim is to discuss convergence in a broad 
(multidimensional) framework in order to assess whether any particular as
pect is crucial for the transition to Monetary Union.

We emphasize aspects in which convergence has been reached and aspects 
where there are notable differences in (at least) some countries. We divide 
the EC countries into three groups where the countries included present a 
high degree of similarity, namely, core countries, catching up countries and, 
separately, Italy and the UK (which are no longer in the ERM and seem 
very idiosyncratic). A fourth group, the newcomers (Sweden, Austria and 
Finland) is also added, when data are available, to evaluate convergence at 
EC 15 level.

A .l .  R eal convergence:
G D P  per head

An overall process of income convergence, measured in terms of GDP per 
capita at current PPPs53, prevailed in the ’60s and the first half of the ’70s 
(cf. Graph 1 ), but has been stalling since 1975, in spite of greater integration 
amongst European countries. The existing (and persisting) divergences in per 
capita income are fairly large. Setting the GDP of Europe of twelve to 100 
(including East Germany would lower the index to 97.9 for 1994), in 1994, 
GDP per capita measured by PPPs of the four poorest countries (Greece, 
Portugal, Ireland and Spain) is between 48,5 and 75,5 of the Community 
average. Furthermore, the same four countries are below 100 for the whole 
period54.

The same pattern is reproduced at regional level, too. All the regions 
of Greece and Ireland and most regions of Portugal have a GDP per capita 
below 75% (cf. Table 1 ). In Italy and Germany the dispersion between 
regions is particularly high (around 25%): Hamburg, for instance, has a 
GDP per capita 2.2 times higher than the community average, while the

53The PPP standard allows a comparison of GDP per head because it takes into account 
the price level in each member country and excludes short term exchange rate fluctuations.

54UK is below the Community average in the ’80s, with a minimum of 94,9 in 1991 
and is the only country with a drastic reduction of relative GDP per capita in the period 
considered.
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East Germany lander are experiencing serious development problems (GDP 
is below 100); In Italy and Spain highly dynamic regions coexist with regions 
experiencing difficulties. Calabria, with a GDP per capita of 56.7 coexists 
with Lombardia, 134.4 and Madrid (96.6) and the Baleares (102.3) with 
Extremadura (50.5) and Galicia (59). It should be noted, however, that for 
some countries, in particular Spain, there is a much higher convergence if we 
use GDP per employee rather than GDP per capita

European economies seem however to have converged more in their struc
ture in the last 20 years than was suggested by the comparisons of GDP per 
capita. To have a complete picture let us look at other aspects of convergence 
in a more detailed way.

P roductive structures and em ploym ent patterns

The level of unemployment is very different in different European coun
tries (cf. Table Al). However, to a large extent, differences of employment 
correspond to differences in the employment structure in the mid-seventies. 
Furthermore, almost all EC countries witnessed a similar profile over time, 
with a peak of unemployment in 1985, a declining trend till 1990 and a 
new increase after 199055. This path and the relative differences can have 
strong consequences for government current expenditure (e.g. increase of so
cial transfers) and for Monetary Union itself. If we consider value added and 
employment by sector, however, we can see (cf Table Al) that there is a sub
stantial convergence amongst European countries in the period 1975-1990, 
with a shift out of agriculture into the service sector for the countries of the 
mediterranean area, along the lines of what had happened in the rest of Eu
rope in the previous decades. In Spain, for instance agriculture employment 
goes from 21.5% of total employment in 1976 (the EC9 average was 8.4%) 
to 10.1 % in 1992 (EC10 average 5.4 and EC12 average 6.4).

T he Public Sector

The State is a major economic agent in European economies: Graph 3 
shows that in 1994 its weight ranges from 42.2% of GDP in Ireland to 62.7% 
of GDP in Denmark, with a fairly low dispersion (EC12 average is 51.1%,

55See [59] for such an account of European unemployment patterns.
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EC10 average 51.2%) and that its role has been increasing almost every
where over the period 1965-94 (notable exceptions are the UK and Ireland). 
Furthermore, total expenditures of general government are much higher in 
Europe than in the US (37.2% in 1994) and Japan (32% in 1992).

The main differences in expenditure between EC12 countries correspond 
to: i) the development of social protection indicators (namely transfers to 
households), and ii) the different sizes of debt, which translate into different 
amount of interest payments.

As far as the development of social protection indicators is concerned, 
in turn, two main features can be mentioned. First, social protection ex
penditure as percentage of GDP increased substantially in most European 
countries up to the mid-TOs and has then tended to stabilize around the 
level achieved (cf. Graph A1 and Table A3). Notable exceptions are Greece, 
Portugal and Spain, where the increase (which had, however, started much 
later) has continued up to the end of the 80s. with a catching up of other 
European economies. It can be noted that there was an increase in social 
protection expenditure in the Netherland, too, due to important reforms at 
the end of the 80s. .

Second, despite the convergence, there are significant differences in the 
evolution of these expenditures over time. On average for EC 12, social 
security expenditures were about 17% of GDP in 1970, reaching 23% in 
1980 and 26% in 1992. However, the Netherlands, the top country for social 
security, still has a level of social protection 13 points higher than Portugal, 
the bottom country (down from 17.1 percentage points in 1970).

As far as the dangers of an escalating deficit/interest burden spiral is con
cerned, it is interesting to look at the developments in primary balances (i.e. 
excluding interest payments), which provide evidence on the determination 
of governments to reduce their deficits. The main issue raised in this context 
is whether a country with a primary surplus but with a high percentage of 
interest payments can have sounder fundamentals than a country in primary 
deficit. Most member States with large budgetary disequilibria actually have 
attained primary surpluses, clearly indicating that measures have been taken 
to consolidate in those areas where room for manoevre existed. Such efforts 
have been particularly marked in Italy (where the primary balance has im
proved by 3.3 percentage points of GDP in the period 1990-93), Belgium and 
Ireland. However, the primary surpluses have not been enough to reduce the 
government debt level. In particular, the combination of a high level of gov-
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eminent debt and high interest rates has led to increasing interest payments. 
Table A3 shows that interest payments as percentage of GDP have increased 
everywhere, though with huge differences amongst different countries. In the 
EC as a whole the interest payments represents more than 5.6% of GDP, 
with peaks of 12.7% for Greece , 11.5% for Italy and 9.6% for Belgium, in 
1993.

On the revenue side, it can be noted that General government total tax 
revenue as a percentage of GDP (Table A3) is increasing over time and 
converges strongly in the last twenty years. However, if we consider the 
composition of total receipts, we can point to differences. Notwithstanding 
the overall convergence, in 1992, taxes on income have a weight varying from 
17.3% of total taxes for France to 39.1% for Italy, taxes on goods and services 
range from 26% of Italy, Germany and France to 46% of Greece and social 
securities contributions span from 15.3% of Ireland to almost 45% of France 
(cf Graphs A2a and A2b). More specifically, the*relative share of taxes on 
income is very low in France (17.3% of total taxation and 7.6% of GDP in 
1992) and in Greece (18.2% and 7.4% respectively) and above average in 
Italy (39.1 and 16.6, respectively) and the UK (36.1 and 12.7), the EC 12 
average being 14.1% of GDP and 33.6% of total taxation. In Italy and Spain, 
furthermore, indirect taxes still represent less than 30% of total receipts (and 
slightly more than 10% of GDP), while in Ireland, Greece and Portugal they 
represent between 40 and 46% of total taxes (14-18.5% of GDP). It may be 
worth noting that in the UK, the proportion of indirect taxes with respect 
to total taxes has increased substantially in the last 3 years (from 30.5% to 
34.4% of total tax and from 11.2% to 12.1% of GDP) without apparently 
affecting the inflation performance.

The different composition of receipts is due to different ways of financing 
social securities as well as different preferences in tax structure56 and provide 
hints on how increases in receipts could be implemented (see, for example
[37]).

The fluctuations in government receipts and spending depend on a num

56The creation of a single integrated market, free of restrictions on the movements of 
goods requires that products taxes are closely coordinated. To that end, in the ’80s, 
Greece, Portugal and Spain introduced the Value Added taxes. By now the tax base of 
VAT is nearly fully harmonised across EC 12. In 1992, the minimum VAT rate was raised 
to 15%, as for January 1993
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ber of different factors57 which may or may not be influenced by discretionary 
policies. The pattern of expenditures and receipts resulting from these fluc
tuations has however induced a generalized worsening of the budgetary sit
uation in all the European countries at the beginning of the ’90s (after an 
improvement in the late ’80s: cf. Table A2). In Belgium, Italy and Greece, 
the size of debt exceeded that of GDP (respectively 142,2%, 118,3% and 
145,2% in 1993).

Intra-EC trade

Most of the convergence in trade flows amongst European countries was 
again already attained before 1975. More precisely, considering Europe as a 
whole, for exports as well as for imports, three main periods can be identified: 
from a level of about 40% of total exports in 1960, intra-EC exports jump to 
about 55% in 1970. they are fairly constant between 1970 and 1985 and they 
peak at 60% in 1990: intra-EC imports as percentage of total imports follow 
pretty much the same pattern: from 35% to 60% (cf Table A5). Of course, 
individual countries have different levels and speed of integration. Belgium, 
Luxembourg, Portugal, Spain, Ireland and the Netherland seem to be clearly 
specialized in intra-EC exports (cf. Table A5). Germany, where the intra-EC 
export share is almost 10 points lower than the extra EC share, and Den
mark are instead more oriented towards non-EC markets, compared to the 
EC average. Table A5 also presents total intra-EC exports (imports) as a 
percentage of total export (imports) in 1958 and 1992 and intra EC imports 
and exports as percentage of GDP in selected years. With the notable excep
tion of Denmark, where exports to EC countries slightly decrease, it can be 
noticed that the increase in exports (imports) within the Community is very 
large. The Table also presents some data on current account developments58.

a7Some of these factors are exogenous and cause automatic fluctuations in revenues and 
expenditure. For instance, the age structure of a country’s population determines spending 
on education, pensions, public health: the rate of growth affects revenues; inflation reduces 
the real value of government debt and increases tax receipts, unemployment reduces pay
ments to the social security system, while at the same time increasing the payments from 
it and so on.

58Current account developments are difficult to interpret in integrating economies. The 
financing aspects of current account imbalances lose most of their significance in a fully 
integrated capital market.
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Graph A3a and A3b emphasize the degree of openesss of Belgium, Luxem
burg, the Netherland and Ireland with respect to Spain and Greece but also 
how the differences between countries have tended to decrease over time.

D irect Investm ent

Direct investment has been one of the salient features of European Economies 
since the mid-80s: inflows, but also outflows, of capital within Europe have 
been increasingly relevant. Greater integration (one of the consequences of 
1992 liberalization) in fact means that firms have incentives to invest in the 
lowest cost location in which to produce (e.g. Portugal), since they can -at 
least in principle- serve the whole european market from anywhere in the 
EC. Notwithstanding a generalized ’’Europeanisation” process, i.e. an in
creasing percentage of mergers and acquisitions between EC companies, the 
individual country patterns have been fairly different.

Table A6 shows direct investments as % of GDP providing a measure 
of the relative importance of exports (and imports) of capital by way of 
direct investment. Portugal and Belgium stick out as the main recipients of 
foreign flows in percentage of GDP, even though, most likely because of the 
oil industry, the UK is the main recipient of foreign flows in absolute terms.
In Germany, despite unification, the size remained rather low (0.2% of GDP).

As far as direct investment abroad is concerned, the differences between 
European countries are more relevant than for foreign direct investment (cf 
again Table A6). Small countries, such as the Netherland and Belgium and 
Luxembourg have invested abroad about 4% of their GDP (The Nether
land reached a peak of 5% in 1989), outflows from the UK were three times 
as much as from France and Germany in the late 80s (respectively, 4.2%, 
1.9% and 1.2% of GDP for instance in 1989) even though in the 90s they 
seem to have converged. Reasons for these developments should be related 
to industrial structure (e.g. the UK has two of the largest oil companies, 
big multinational are in the Netherland and Belgium; Italy and Germany 
have man}' small competitive firms producing differentiated products etc.) 
and a complete analysis is outside the scope of this Appendix. Outflows to 
European countries have, however, increased, on average from 30% of total 
investment abroad in the early 80s to about 50% of total outflow in 1992 
triggered by the creation of the single European market 59.

59Some anomalies of behaviour are due to Middle Eastern countries, which had invested
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A .2. T he M aastricht Criteria

The Maastricht Treaty provides quantified criteria for convergence re
garding inflation, long term interest rates, debt management and exchange 
rates.

Inflation

The convergence criteria on inflation is stated in terms of a threshold 
value calculated on the -at most three- best performing countries in terms of 
price stability in the previous year60.

As Table 3 shows, the three lowest annual inflation rates in 1993 and 
1994 were around 2% (Denmark, Ireland and the UK in 1993 and France, 
Denmark and Luxembourg in 1994) but most of the other countries had low 
inflation rates too. Hence, the Maastricht price stability criterion was fulfilled 
by half the EC countries (6 out of 12) and, apart from Greece and Portugal, 
the dispersion of inflation rates was low61.

Furthermore, sensible progress has been made in terms of convergence of 
inflation rates with respect to the period 1987-92. Portugal, in particular, 
has halved its inflation rate, down to 5.2% in 1994; also Greece has improved 
its performance though still having a two digits inflation (10.8% in 1994). 
However, the fact that in the last few months inflationary pressures have build 
up in some countries (specially, those experiencing large devaluations, such 
as Italy) shows that inflationary episodes may recur in the current floating 
exchange rate regime.

Interest rates
substantially in Europe in the early - mid 80s and have disinvested afterwards, for instance 
in Italy in 1986.

60The lack of an absolute standard has been criticised, on the ground that there are 
potential costs in entering a monetary union unless the starting inflation rate among the 
members of the union was close to the Maastricht Treaty price stability objective (see, for 
example, [24]). It must be noted that there are some problems of comparability between 
countries for different definitions of CPIs

61 Notice that the price criterion is satisfied also if the threshold is calculated on the best 
performing country rather than on the three best performing, a slightly more restrictive 
criterion which implies a target inflation rate of 2.8% for 1993 and 3.1% for 1994.
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The Maastricht criterion on long run interest rates states that:”..observed 
over a period of one year before the examination, a Member state has had 
an average long-term interest rate that does not exceed by more than two 
percentage points that of, at most, the three best performing States in price 
stability.” (Article 109j and Article 4 of the Protocol). Hence, the refer
ence interest rates are not necessarily the lowest ones. For instance, in 1994, 
France had the lowest inflation rate, even though its long run interest rate, 
7.2%, was higher than that of Luxembourg (6.4%), the Netherlands (6.9%) 
and Germany (7%). (see Table 3). In line with progress in reducing inflation, 
the Maastricht criteria on long run interest rates is satisfied by 8 out of 12 
countries both in 1993 and 1994, exceptions being the southern countries, 
Spain, Portugal, Italy and Greece62. It must be noted that yearly data (such 
as those reported in Table 3) may conceal some differences in developments. 
For instance, in the last months of 1994, there was an increase in the differ
entials on long term interest rates between Spain, Italy and Portugal on the 
one hand and Germany (and other best performing countries) on the other 
hand (cf Graph A4). This development can be accounted for by concerns of 
the markets on the fiscal situation, and on risk premium on long rates, given 
the wide fluctuations bands.

B udget m anagem ent

The fiscal conditions have in the Maastricht Treaty a different role from 
the nominal criteria. The protocol requires that the fiscal criterion is subject 
to a degree of discretionary decision. In particular, while reference values are 
set out for the general government deficit (its ratio to GDP should not exceed 
3%) and for gross government debt (its ratio to GDP should not exceed 60%), 
a number of escape clauses is provided63.

62Again the criteria is equally satisfied in the more restrictive case of the best performing 
country in terms of inflation, in which case, in 1993, the target long run interest rate 
would be 9.2%. As in the case of inflation, and even more so, there are some problems 
of comparability, since long term interest rates are not completely consistent in European 
countries.

63As it has been pointed out in the literature, it is worth noting that the two criteria 
are mathematically linked: if a country is able to hold its deficit to less than 3% of GDP 
and GDP is growing at 5% in nominal terms then the debt/GDP ratio will stabilize below
60%.
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It is clear from Tables 3 and A2 that convergence in the domain of public 
finance is far from having been reached among the EC 12. and that fiscal 
issues are the dimension on which potential MU members differ most. Fur
thermore, no progress has been registered in 1993 and very little in 1994. In 
the last two years the situation has even worsened with respect to 1992. Only 
Ireland, Luxembourg and Germany out of the EC of 12 managed to keep the 
public budget deficit below the ceiling of 3% stated by the Maastricht Treaty 
in 1994 (Ireland and Luxembourg in 1993). Few EC countries kept the ag
gregate public indebtness below the ceiling of 60% of GDP (namely, France, 
Germany, Luxembourg, and the UK , while in 1993 Spain, too).

The adoption of binding fiscal rules has been subject to a number of 
objections and criticisms (see, for example, [9]). Mainly, the Maastricht 
fiscal criteria are considered ’’economically undesirable, necessarily arbitrary, 
and in any case ineffective”, since they are based on the current economic 
conditions of the late 80s. and are likely not to be credible in a different 
condition (which may induce a choice of different ceilings). Furthermore, 
national government may need to use fiscal policy (not having monetary 
autonomy) for stabilization purposes.

Exchange R ates

According to the Maastricht Treaty exchange rates should be stable for at 
least two years prior to the transition to monetary union. However, since mid 
1992 the ERM has experienced a series of crises, which altered its operation as 
a framework for monetary policy coordination in the EC. As Graph 8 shows, 
since early August 1993, , when the band were widened to 15% (apart from 
the bilateral exchange rate DM florin) ERM exchange rates have fluctuate 
over a wider range than that of the previous band. On average, the use of 
wider bands has been around 6% in 1994, (with some episodes bringing it to 
8%) but in March 1995 a further realignment was needed for the peseta and 
the Portuguese escudo. However, these currencies seem to have recovered 
their previous level vis a vis the DM in May 1995. The 1993 and 1995 crisis, 
in contrast with the outcome of the earlier turmoil, did not result in a major 
realignment of exchange rates. Hence, a striking feature of the last two years 
is the stability of exchange rates of ERM currencies . Preservation of central 
parities within a wider band (de facto flexible exchange rates) may have made 
this stability achievable. Three countries, namely Italy, the UK and Greece, 
have remained outside the ERM of the EMS.
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A .3. T he convergence o f Spain

We now address the specific case of Spain in relation to the "community 
standard”.

G D P  per head

In line with most European countries, Spain shows a very strong conver
gence from 1960 (59.0 over EC12) till 1975 (79.4). Then, in the first years of 
the democratization process, GDP slowly starts to diverge, the lowest level 
is reached in the mid 80s. However, there has been a boost of catching up 
since Spain accession to the EC in 1986 and convergence has picked up again, 
though at a much lower speed, to reach 75.5 in 1994, a level still lower than 
in 1975 (cf. Graph A6). It is worth noting that the same pattern can be ob
served with respect to OECD countries. Spain has recovered in 1992 the 1975 
value (respectively, 70 and 71) and the pattern is exactly the same than ver
sus EC countries, namely catch up (60-75), reversion of the process (75-85), 
narrowing the gap (85-91), worsening of the relative position (91-94).

T he P ublic Sector

This is one of the areas where convergence has been more striking. The 
weight of the public sector has increased from 21.4% of GDP in 1970 to 48.8% 
in 1994, very close to the EC12 average of 51.1.

Furthermore, in 1965, in Spain the total tax receipts were representing a 
mere 14.7 % of GDP while in Germany they were 31.6% (in EC 27.3%). In 
1992 the proportion has reached 35.8% in Spain and 39.6% in Germany (EC 
average of 41.4) (cf. Graph A7)64. As far as the structure of tax revenue is 
concerned, Spain has a very high marginal rate on personal income, but its 
revenue is still less than the EC average (probably due to a large amount of 
evasion), value added taxes (introduced in 1986) are much below EC average 
(and therefore there is room for an increase), although a series of reforms has 
recently narrowed the gap.

64lf we exclude social securities the convergence is even more evident: the share of taxes 
to GDP is significantly lower, but the adjustment is spectacular, in Spain taxes go from 
10.5% of 1965 to 35.0% of GDP in 1992, and in Germany from 23.1 to 24.4 in the same 
period.
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As a catching up country, Spain has witnessed a huge increase in spending 
over the last 20 years. More specifically, social protection expenditure passed 
from 15% of GDP in 1980 (earlier data are not available) to over 17.5% in 
1990 and social security transfers jumped from 7.5% in 1970 to 15.9% in 
1990, very close to the European average. Interest payments have also been 
increasing steadily above nominal GDP since the early ’80s. In 1993, they 
accounted for 12.1% of total current expenditure and 4.8% of GDP.

Trade

Trade integration has progressed in Spain at a very high speed. Only in 
the 80s, in fact, Spain started opening up to international trade. Against 
this background, intra-EC exports of goods pass from about 5% of GDP in 
the early 80s to almost 9% of GDP in 1994 (extra-EC exports in the same 
period remain fairly constant, from 4.6% to 4.7%); intra-EC imports increase 
in the same period from 4.9 of GDP to 10% (extra-EC imports decrease from 
10.8 to 7%)still placing Spain at the lower end of EC countries in terms of 
degree of openness. Trade integration has been significant in general, but 
much higher within the European Community than with the rest of OECD 
countries (a number of nontariff barriers -e.g. quotas- exists with respect to 
third countries, for instance Japanese cars). Trade is probably the aspect 
where Spain has converged at the highest speed.

Foreign D irect Investm ent

Foreign direct investment to Spain show a strong increasing trend from 
1986 to 1990, when they peaked at 2.8% of GDP . Afterwards there is a 
reversal and FDI drop to 1% of GDP in 1992. Outflows in the same period 
are fairly constant, around .2% of GDP (never very relevant). Considering 
intra-EC flows, investment from EU countries was 64% of total in 1992 but 
slipped to 55% in 1993.

T he M aastricht criteria

One of the main features of the Spanish economy in the 80s has been the 
gradual decline in inflation (from 15% in 1982 to less that 5% in 1988). With 
the hope of enhancing the credibility of its monetary policy, Spain entered the 
ERM in 1989 with a wide (-fi-6%) band. Inflation discipline, however, did not
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materialize and the rate of inflation increased to more than 6% in 1989 and 
stabilized at this level, about 2% higher than the average of ERM countries 
till 1992. As a consequence the real value of the peseta increased substantially 
between 1989 and 1992 (i.e., competitiveness decreased; cf. Table A7). Nor 
in 1992 nor in 1993 Spain matched the Maastricht criteria on price inflation 
even though some progress has been registered. There is an issue of serious 
concern: the inflation rate of non-tradeables has been dramatically larger 
than the average of European countries, especially after 1986, when prices 
of exports, exposed to competition, adapted to prices of competitors (see
[4]). This development, not emphasized by the Maastricht criteria, could be 
problematic to choose the optimal strategy as far as exchange rate policy is 
concerned in the transition phase to Monetary union. More precisely, the 
main issues to be addressed in this context are why such a big divergence 
materialized between the price of non-tradeables and that of tradeables in 
the late 80s, how much this has affected the lack of inflation convergence and 
what is a "sustainable” exchange rate of the peseta in view of maintaining 
competitiveness.

B udget m anagem ent

When the Maastricht Treaty was ratified, the fiscal criteria did not seem 
to pose particular problems for Spain. However, both the deficit/GDP ratio 
and debt/GDP ratio increased substantially between 1992 and 1993.However, 
while the debt/GDP ratio was still satisfying the ceiling of the Maastricht 
criteria in 1993, though to overtook it in 1994, the deficit/GDP ratio has 
been higher than the threshold in both years (cf. Table 3).

The level of the deficit, furthermore, is not the only dimension of concern; 
for instance, interest payments climbed by 17.1% between 1992 and 1993, 
advancing by over half a point of GDP, a dangerous upward trend, which 
can seriously limit fiscal policy leeway 65.

65For a detailed account of determinants of the main spending categories and government 
revenues, together with a  study of margins for budget consolidation cf [45]
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- = 3. Mccstricht convergence in the EC12
63

C G u n r rv 1 87-92
inricticn

1992 1993 1994 87-92
LT in7 r e t e  

1992 1993 1994

Mccstr. . 3.9 3.1 3.5 . 10.9 9.5 9.5
Belgium 2.5 2.4 2.8 2.4 8.7 8.7 7.2 7.7
Denmark 3.4 2.1 1.3 2 10 8.9 7.2 7.8
France 3.1 2.4 2.1 1.6 9.1 8.6 6.8 7.2
Germany 2.4 4 4.2 3 7.5 7.9 6.5 7
Greece 16.5 15.9 14.4 10.8 21.3 21.7 23.4 20.8
Ireland 3.1 3.1 1.4 2.4 9.7 9.1 7.7 7.9
Italy 5.7 5.1 4.5 3.9 11.3 13.4 11.4 10.6
Lux. 2.4 3.2 3.6 2.1 7.9 7.9 6.9 6.4
Neth. 1.9 3.7 2.1 2.7 7.8 8.2 6.3 6.9
Portugal 10.8 8.9 6.5 5.2 14.2 15.4 10 10.4
Spain 5.9 5.9 4.6 4.7 13 12.2 10.2 10
UK 6 3.7 1.6 2.4 10.1 9.1 7.5 8.1

EC eve. - 5.03 4.1 3.6 - 10.9 9.3 9.2
EC coeff.var 0.78 0.88 0.69 _ 0.39 0.46 0.42

Public Debr (% GDP) Deficit (% GDP)
87-92 1992 1993 1994 87-92 1992 1993 1994

Maastr. . 60 60 60 _ 3 3 3
Belgium 130.2 131.9 138.9 140.1 6.7 6.9 6.6 5.5
Denmark 68.6 73.4 79.5 78 0.5 2.6 4.4 4,3
France 47.8 39.2 45.8 50.4 1.8 3.9 5.9 5.6
Germany 43.6 44.8 48.1 51 2 2.6 3.3 2.9
Greece 90.6 106.7 115.2 121.3 15.1 13.2 13.3 14.1
Irelcnd 1C8.1 91.6 96.1 89 3.8 2.2 2.5 2.4
Italy 97.5 108 118.6 123.7 10.5 9,5 9.5 9.6
Lux. 8.3 7.3 7.8 9 2 -2.4 2.5 -1.1 -1.3
Neth. 78.4 79.7 81.4 78.8 4.4 3.5 3.3 3.8
Porfugcl 70.6 63.5 66.9 70.4 5.5 5.2 7.2 6.2
Spain 45.2 48.8 59.8 63.5 3.8 4.6 7.5 7
UK 45.9 47.3 48.3 50.4 1.6 5.9 7.8 6.3

EC ave. . 70.1 75.5 77.1 _ 5.2 5.85 5.5
EC st dev. - 0.50 0.49 0.48 - 0.63 0.64 0.69

Inflation: annual rates. For Germany inflation refers only to West Germany 

LT int. rates: annual average, percentage values.

Source: EMI. Annual Report 1995, and BundesBank Annual Reports 1992. 1993-
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Table 5: International portfolio capital flows and underlying transactions*

Countries 1975 1980 1985 1990 1993

USA CF 0.9
(as a percentage of GDP) 

0.7 2.1 0.9 3.8
T 4.2 9.3 36.4 92.1 134.9

Japan CF 0.6 1.6 5.7 2.5 1.5
T 1.8 7.7 62.5 121 78.7

Germany CF 0.4 0.6 3.8 1.6 8.9
T 5.1 7.5 33.9 54.9 169.6

France CF 0.7 0.7 2.2 4.3 5.2
T 3.3 6.7 29.1 58.7 196

Italy CF 0.1 0.2 0.4 3.5 7.1
T 0.9 1.1 4 26.6 274.6

UK CF 0.2 2 7.4 4.4 21.7
T** na na 366 689 1015.8

C anada CF 0.2 0.7 1.1 0.5 3.1
T 3.3 9.6 26.7 64.2 152.7

Note: CF=capital flows T=undertying transactions.
* Capitcl flows are aefir.ed as the absolute value of the sum of gross oortfolio inflows and outflow 
Underlying transactions include ail ourcnases and sales by residents and non-residents.

’ * 1991; the series hcs since been discontinued.

Source: Bank of International Settlements, Annual Report, 1994.
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Devaluations with respect to DM.

Jan87-Aug 92!Sept 92-July93|Aug93-Dec 94Jan95-Mar95 Jan95-May95
coan.tr/

Be-Lux -0.9% 0.2% -3.2% 0.2% 0%
Denmark 1.4% 0.0% -3.9% 1.7% 0.0%
France 1.8% 0.1% -1.6% 2.5% 2.0%
Germany - - - - -
Greece 64.0% 8.8% 10.2% 4.6% n.a.
Ireland 0.8% 9.0% -2.2% 6.1% n.a.
Italy 7.2% 14.7% 9.7% 14.1% 9.3%
Neth. 0.1% -0.2% -0.5% 0.1% 0.0%
Portugal 12.5% 10.7% 0.4% 2.0% n.a.
Spain -7.9% 16.5% 2.8% 5.6% 1.9%
UK -0.6% 4.6% 3.2% 7.2% 7.3%

Austria 0.0% 0.0% 0.0% 0.0% 0.0%
Finland 12.3% 10.3% -10.4% 0.8% n.a.
Sweden 3.2% 25.5% 0.5% 6.1% 6.3%

Norway 5.2% 6.5% 0.5% 2.0% n.a.
Switz. 7.9% 0.1% -4.3% -1.0% 0.0%

USA 23.7% -15.6% 7.9% 8.9% 7.8%
Japan 8.2% -25 9% 4.2% -1.2% -7.1%

Source: 3unaensoanK, Monthly Bulletin of Statistics ana The Economist. Vcl.334 n. 7896 ana Vol. 335 n. 7915.
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Table7. Shares of ECB under different groupings.

EUR 15 EC 12 ERM 9 CORE 6
Belgium 2.6 3 4.55 5.6
France 17 18.3 27.05 33.3
Germany 22.55 24.2 39.1 48
Denmark 1.7 1.8 2.7 3.3
Neth. 4.25 4.55 6.1

l«C
D

Lux. 0.15 0.15 1 1.25

Ireland 0.8 0.9 1.3 not incl.
Portugal 1.85 1.95 2.9 not incl.
Spain 8.85 9.5 14.4 not incl.

UK. 15.35 16.45 not incl. not incl.
Greece 2 2.15 not incl. not incl.
Italy 15.85 17.05 not incl. not incl.

Austria 2.3 not incl. not incl. not incl.
Finland 1.65 not incl. not incl. not incl.
Sweden 2.9 not incl. not incl. not incl.

Source: Own calculations on Eurostat. European Economy, 58. 1994 

and EMI, Annual Report 1994, April 1995.
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Tabie8. Median economie indicators tor different EMU errengements (1994)

Median voter by "one country, one vote”.

EC 15 EC 12
md. country m edian md. country median

Def.%GDP Bel 5.5 Fr. & Bel. 5.6 & 5.5
Debt%GDP Port. 70.4 Dk. & Port. 78 8c 70.4
Inflation Irl„ UK, Bel. 2.4 Neth. & Irl., Uk, Bel. 2.7 8< 2.4
LT int. rate Irl. 7.9 Irl. 8cDk. 7.8 & 7.8
Unemp. Bel. 9.4 Dk. & Bel. 10.4 & 9.4

ERM 9 CORE 6
md. country m edian md. country m edian

Def.XGDP Dk. 4.3 Dk. & Neth. 4.3 8c 3.8
Debt%GDP Port. 70.4 Dk. 8c Ger. 78 8c 51
Inflation Irl., Bel. 2.4 Bel. & Lux. 2.4 8c 2.1
LT int. rate Bel. 7.7 Bel. & Fr. 7.7 8c 7.2
Unemp. Bel. 9.4 Bel. & Neth. 9.4 8c 8.8

Median voter with country (Maastricht) shares

EC 15 EC 12
m d.country m edian md. country m edian

Def.%GDP Fr. 5.6 Fr. 5.6
Debt%GDP Ger. 51 Ger. 51
Inflation Ger. Aus. 3 Ger. 3
LT int. rate Dk. 7.8 Bel. 7.7
Unemp. UK 10.5 UK 10.5

ERM 9 CORE 6
md. country median m d.country median

Def.%GDP Dk. 4.3 Neth. 3.8
Debt%GDP Ger. 51 Ger. 51
Inflation Ger. 3 Neth. 2.7
LT int. rate Fr. 7.2 Ger. 7
Unemp, Bel. 9.4 Neth. 8.8

Median voter by “one country, one vote" with punishments.

EC 15 with Debt/GDP <100% EC 15 with deficit/GDP <6%
No vote for: Bel. Gr. It. Gr., It., Por., UK, Sp„, Sw

md. country m edian md. country m edian
Def.%GDP Fini. & Aus. 4.7 8c 4.4 Dk. 4.3
Debt%GDP Fini. 8c Aus. 70 8c 65 Fini. 8c Aus. 70 8c 65
Inflation Irl.. UK 2.4 Irl., Bel. 2.4
LT int. rate Irl. 8c Dk. 7.9 8c 7.8 Fr. 7.2
Unemp. Dk. 8c Neth. 10.4 8c 8.8 Bel. 9.4

Source: Own calculations on EMI. Annual Report 1995 ana OECD. Economic Outlook. January 1995
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Graph 1: GDP per head, selected years

*EC=IOO. For non EC countries lor which OECD=l(K), l‘)7() instead of IWo and IW2 instead o f ECVOECD 
added lor comparison. Source: Eurostat. European Econoim 5S. l>4 and OECD. ME!.
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Graph2: GDP per head, convergence EC=12.
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Coefficient of variation. Source: Eurostat. European Economy 58, 04.
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Graph 3: Total expenditure; general government (% GDP)

1965 □  1975 ■  1985 1994 !

.Source: l.uropcan l.conoim. 5N. i* ,04 and O lA'O . 1 conoimc OuiKmk. \arious issue* USA ana Japan aaaeu .or comparison
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Graph4: Dispersion of inflation rates, selected ERM currencies*.
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Tacie A1: D istribuiicn of value added and employment In the EC member States.

Unemployment rateA Distribution of employment by sector
(% total GDP)___ (% of civilian labour force) (% to ta l employment)

country year Agric. Ind.+En. Services Agric. Ind.+En. Services
75 2.9 50.9 47.3 3.3 7.3 46 46.7

Germany 85 1.7 40.9 57.4 7.1 5.2 41 53.8
92 1.4 42 64.1 6.9 3.5 39.4 57

75 3.2 40 56.9 4.2 3.6 40 56.5
Belgium 85 2.4 33.4 64.2 11.8 3.6 31.9 64.5

92 2.1 33.1 68.9 10.3 2.9 30.9 66.2

75 7.4 37 55.6 3.9 9.8 31.5 58.7
Denmark 85 5.5 27 67.5 7.2 6.7 27.8 65.5

92 4.2 28.5 71.7 9.9 5.2 27.1 67.5

75 9.8 40.7 49.5 4.5 21.5 37.1 41.4
Spain 85 6 35.9 58.2 21.1 16.2 31.8 51.9

92 4.2 36.2 59.6 23.3 10.1 32.7 57.2

75 5.6 41.3 53.1 4 11.3 38.6 50
France 85 3.9 36.1 60 10.1 8.1 32.3 59.2

92 3.5 32.6 68.6 11.5 5.9 29.5 64.4

75 18.7 30.6 50.7 2.3 34.4 28.9 36.7

Greece 85 17.1 29.3 53.6 7.8 28.9 25.7 45.4
92 16.3 27.4 56.3 10.1 21.9 25.4 52.8

75 18.1 32.5 49.5 7.9 24.3 30.3 45.4

Ireland 85 10.6 34.9 54.5 18.2 16.4 29.8 53.4
92 8.1 35.8 56.1 17.8 13.7 28 58.1

75 8.7 43 48.3 5.5 15.8 44.1 40.1
Italy 85 4.9 38.3 56.8 10.1 1 1 33.5 55.5

92 3.8 37.2 67.4 12 7.9 33.1 59

75 3.5 48.9 47.6 0 6.2 47.2 46.6
Lux. 85 2.3 34.1 63.6 2.9 4.6 31.7 62.9

92 1.7 39.8 63.7 3 3.2 28.6 65.1

75 4.7 41.9 55 5.5 6.6 34.8 58.6
Neth. 85 4.3 35 60.7 10.5 5.2 28 65.9

92 4.6 34.4 68.1 10.2 3.7 23.8 68.1

75 15.6 45.2 39.2 4.4 27.4 33.2 39.3
Portugal 85 7.7 36.7 55.6 8.6 21.5 33.9 44.5

92 7.3 46.5 62.6 6.5 11.5 32.6 56

75 1.9 41.8 56.3 3.2 2.7 40.9 56.4

UK 85 1.4 41.3 57.3 11.4 2.3 34.1 61.9
92 1.5 36.2 66.3 9.9 2.2 30.1 67.3

• 1976 instead of 1975 for Spain. Greece and Portugal 

AUnemployment rate: 1994 instead of 1992.

Source: Eurostat. National Accounts. Eurostat. Labour Force Survey, 1985. 1992 and Eurostat. European Economy. 58. 1994.
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G raphAl: Socicl protection, % GDP, selected years.

'■Por G reece tirsi available year 1 '>SS i instead ol l l>S.s). Source: lairosiat. Basic Sialisiics ol the ('omrmmily.
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GraphA2b: Social security contributions as a % of total taxation

1965 C  1975 M  1985 ■  1992

su iiis ik ’s o l O FCD member eoumriesSource: O IK ’D. Revenue
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GraphA2c: Taxes on good and services as a % of total taxation

Source: OliCD. Revenue siaiisiio. 01 01:1 D inember coumries
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GraphA3a: Intra EC trade. Exports, % GDP.

H 1965 U  1975 ^  1985 ■  1994

Source: Liurosial. Liuropcun I:.conomy. 5«S.
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GraphA3b: Intra EC trade. Imports, % GDP.

Source: l-urosl.il. European lieonomy. 5S. Il>">4.
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GraphAó: GDP per head, Spain/ecl2, PPPs
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