The Euro and the Stability Pact

Martin Feldstein’

This paper is an expanson of thetak that | gave at the Allied Socia Sciences Association
meeting on January 8, 2005. The first part of the paper presentsthat text which discusses the inherent
conflict between the smultaneous existence of asingle currency and the independent fiscal policies of
the member countries of the European Economic and Monetary Union (EMU). | describe how that
has led EMU governments to ignore the Stability Pact’s constraint on budget deficits and how they are
seeking to undermineit by changing the rulesthemsdves. Thefind part of the paper, written a the end
of March 2005, describes the actua resolution of the issue by the agreement reached at the end of
March by the European Council. The new policy effectively abandons the Stability Pact and leavesthe

way open to much larger sustained deficits.

The Single Currency and Independent Fiscal Policies

| want to talk today about the relation between the Euro and the much maligned Growth and
Stability Pact. My basic point isasmple one: the European inditutiona structure with a centralized
monetary policy but decentraized fisca policies creates a very strong bias toward large chronic fisca
deficitsand risng ratios of debt to GDP. An effective politica agreement among the Eurozone countries

is needed to prevent those deficits.

“Professor of Economics, Harvard University, and President of the Nationa Bureau of
Economic Research.
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The reason for this biasis that the existence of a single currency for the entire Eurozone means
that excessve fisca deficitsin any individua country do not cause the rise in that nation’ s interest rates or
the change in its exchange rate that would occur in a country with its own currency. In short, thereis no
market feedback to discipline large budget deficits.

But cumulative deficits are harmful, not only to the countries that incur them but aso to the other
countriesin the EMU. The vaue of the Euro and of the long-term red interest rate in the EMU countries
will respond eventudly to the sze of the fiscd deficit and of the nationa debt in the Eurozone as awhole.
Large cumulative deficits may also lead to increased pressure on the European Central Bank to permit
higher inflation asaway of eroding the red vaue of those obligations.

A country that increasesits own budget deficit contributes to this Eurozone problem but does
not bear any disproportionate share of the adverse effect. This free rider problem becomes increasingly
important as the number of countries in the European Economic and Monetary Union (the EMU)
increases. It isthisfiscal externdity that judtifies an agreement among the countries to limit their deficits.

A chronic fiscd deficit may sart as atemporary deficit in response to acyclical weakness that
continues on after the weakness ends and is never reversed. The pressure on nationa governments
within the Eurozone to use fiscd policy to counter acyclica downturn is very clear. Because of the single
currency, the national governments cannot use monetary policy to offset temporary economic
weekness. There can be only one monetary policy and essentially one leve of interest rates for dl of
the Eurozone countries. So even the natura decline in interest rates that would normally occur in
reponse to aweakness of domestic economic activity in a country with its own currency cannot happen

to a Eurozone country. The same is true about the exchange rate.
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Without either discretionary monetary policy or an autométic cyclica adjustment of interest
rates or of the exchange rate, a country can stimulate aggregate demand only by fisca policy. Whilea
fisca policy can in principle take the form of arevenue neutrd change in fiscd incentives—eg., an
investment tax credit offset by atemporary rise in the corporate income tax rate —the usua fiscal
response to an economic downturn isatax cut that increases the budget deficit. Moreover, deficit-
expanding fiscal policy has greater potency with the interest rate and exchange rate essentialy fixed than
it would if the country had its own currency.

There is dso agreater need in Europe than in the United States to use discretionary fiscd policy
to respond to an economic downturn in a“loca” area—i.e., in a European country or an American
gate. This reflects both fundamenta labor market differences between Europe and the US and
differences between thetwo fiscd sysems. By fundamenta labor market differences | mean the much
greater geographic mobility and wage flexibility in the US than in Europe. A sharp decline in demand for
the products of Massachusetts, my own state, some years ago led to arelative decline in the
Massachusetts labor force (more out-migration and less in-migration) and to a decline in the rdlative
wage of Massachusetts workers.  The European labor force is much less mohile (because of differences
in language and culture and a generd reluctance to move even within countries) and wages are much less
flexible

The contrast between the centralized fisca system in the United States and the decentralized
fiscd system in Europe is dso very important in this context. A decline of economic activity in asingle
US date automatically causes a substantia declinein the flow of taxes to Washington from residents and

businessesin that ate and an increase in trandfer payments from Washington. The magnitude is roughly
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equd to 40 percent of the locad declinein GDP. Thisnet fiscal swing conditutes a Sgnificant externd
fiscd simulusto the local economy.  In contrast, with the decentralized European fiscd system, afdl of
GDP in any country causes a contraction in tax revenue in that country but very little net transfer from
outside.

In short, the combination of a centraized monetary policy and a decentrdized fiscd dructurein
Europe increases the need for and the effectiveness of countercyclicd fisca policy. The problem arises
when the resulting budget deficit is not reversed in ardaively short time.

But the temptation to have chronic budget deficitsis more than just apolitica difficulty in
reversng acyclicd policy. A budget deficit isatempting way to finance additiona spending in any
economy. The reaction of financia markets to chronic deficits acts as a deterrent when countries have

their own currenciesin away that no longer happensin the Euro area.

Recent Fiscal Deficits

The current debate in Europe about modifying the Stability and Growth Pact shows how difficult
it isto bring fiscal deficits under control. 1t was Germany that that originally ingsted thet arule limiting
fiscal deficits to no more than 3 percent of GDP be made part of the Maastricht agreement.
Nevertheess, by 2002, Germany and France were running deficits of more than 3 percent of GDP. In
2004, deficits rose to be more than 3.5 percent of GDP in France and Germany and reached more than
3 percent of GDP in Greece, Itay, the Netherlands and Portugdl .

It was dso agreed in the Stability and Growth Pact that countries should achieve fisca balance

over the cycle. No provison was madeto alow deficitsto increase beyond three percent during
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recessions, as some now advocate. The requirement of fiscal balance over the cycle implied that the
budget should be in surplus during norma years and that a deficit should be alowed during recessons,
but not to exceed 3 percent of GDP. Thislimit on the maximum deficit was backed up by the prospect
of hugefines, requiring national governments that violated the deficit condition to pay up to one-half
percent of GDP. No such fines have actualy been imposed.

Long term interest rates on the government bonds of the Eurozone countries do not reflect
differences in budget deficits or in the relative sze of government debt. The 10-year government bond
rates at the end off 2004 were 3.72 percent in France, 3.71 percent in Germany, 3.88 percent in Italy
and 3.76 percent in Spain — al essentidly the same. Spain received no reward from the bond market
for itslow deficit (1.1 percent of GDP) or itslow debt (lessthan haf of Italy’s debt to GDP ratio of 106
percent.) Thisis not surprising because there is no reason for markets to pendize individua countries for
borrowing excessvely. A single country apparently does not move up its own supply curve of funds.
And dthough the treaty explicitly precludes abailout of any country that cannot pay its debt, the market
discounts completely ether the possibility that a Eurozone country would be unable to pay or the
unwillingness of other EMU countriesto cometo its rescue if that should occur.

Instead of imposing the fines called for in the tregty, the European Union's Council of Ministers
voted to suspend enforcement. In arather remarkable display of political wrangling, the Europesn
Commission (effectively the executive part of the EU governing apparatus) then brought a case in the
European Court of Justice seeking to set aside the decison of the Council of Ministers. Perhaps not
surprisngly, the European Court took the treaty obligation literally and said in duly of last year that the

Council of Minigters did not have the right to suspend enforcement. But, asof now, no pendty has
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been paid and no oneis expecting any pendty to be paid. So much for the treaty obligation.

Thereisnow akind of gentlemen’s agreement among the Euro countries that the budget deficit
limit will be redefined to focus on longer-term deficits rather than single years and on deficits that occur
because of dow growth aswell as outright recessions. In the same spirit, a country would be judged
more favorably if its debt to GDP rétio islow and if it is making progressin deding with itslong-term
pension obligation. Some kind of peer pressure isto replace formal rebukes and pendties. Exactly how
thisisdl to be reconciled with an unambiguous tregty obligation is not clear.

Thereisnow aflurry of activity in Europe about proposals to revise the way budget deficits are
caculated. Germany, the largest contributor to the EU common budget, has proposed that contributions
to the EU budget be excluded from government spending for the purpose of caculating fiscd deficits.
France, with the largest European military spending as a share of GDP, has suggested that military
spending not be counted. And Italy has proposed that government outlays for research and devel pment
be dropped. These proposals have been rgjected by the new EU president, Jean-Claude Juncker, who

says that he will develop a new approach to the problem sometime in the next few months.

Rules That Could Work

Itisclear that fiscal virtue cannot be |eft to nationd decisonsin a system in which centrdized
monetary policy is combined with decentralized budget authority. But what kind of rules could actudly
work?

Defining acydlicaly adjusted budget deficit in Europe is difficult because unemployment rates

are chronicaly high. Governments are tempted to cal those high unemployment rates evidence of
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inadequate demand even though most experts believe they reflect structura problems. The clearest way
to resolve the dispute about what is a cyclica deficit isto recognize arisein the deficit as“cydicd” only
when unemployment has temporarily increased. By that standard, a country that has a 10 percent
unemployment rate and that has had a 10 percent rate for the past three years does not have a cyclicaly
elevated unemployment rate and is not in atemporary downturn. The entire budget deficit is therefore
“dructurd.” In contrast, a country in which the unemploymenet rate rises from a previoudy stable level
of (say) 7 percent to 9 percent does have acyclical budget deficit. If that principle is accepted, the
meagnitude of the shift in the dlowable fiscd Stuation per percentage point of unemployment (i.e, the Sze
of the cyclica component of the budget deficit), isatechnica issue that can easly be solved.

Much more difficult is the question of what isto be included in receipts and outlays. A relatively
easy part of that question is the trestment of one-time balance sheet transactions, including the sde of
public sector assats or the assumption of private sector lighilities by the government in exchange for
cash. Such transactions do not change the net “wedth” of the public sector and therefore are not on a
par with taxes or with changesin program spending that do raise or lower the deficit and therefore the
nationa debt. .

What is needed to make afisca agreement effective are widdly agreed rules for deding with
such things as deficits and surpluses in state owned industries, in subnational governments, and in other
quasi-public groups.  One reason that thisis so hard to do is that countries differ in their indtitutiona
arrangements. A common set of budget accounting principles, creasted and monitored by an independent
entity — perhaps the European Central Bank — could dedl with these issues as well as making certain that

the numbersthat are reported to Brussals are an honest picture of government deficits and borrowing.
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Theissue of limiting fiscal independence would not be such a pressing problem if the existence of
asngle currency did not create abiasto chronic budget deficits . But that isthe current European

gtuation.

The March 2005 European Council Agreement

The uncertainty about the Stability and Growth Pact was resolved for now by the
European Council, meseting in Brussalsin late March of 2005. The heads of government issued an
agreement entitled “Improving the Operation of the Stability and Growth Pact” that proclaimed that the
basic rules would be retained: a maximum budget deficit of three percent of GDP and maximum debt to
GDP ratio of 60 percent.

At the same time, the Council specified exceptions to the interpretation of these rules that made
them effectivdly meaningless. Firg, ingtead of an annud limit on the deficit, a country that isfacing
economic problems now has five years from the time that it breaches the deficit celling to get back under
it. Moreover, a country can legitimately exceed the three percent ceiling (and presumably the 60 percent
debt limit) if the pending that causes that violation is deemed to amto “achieve European policy gods’
or “fogter internationa solidarity.” The agreement made clear that this could include spending on
education, research, defense, financid aid as well as unspecified things that might contribute to European
unity.

Itisclear from thislist and from the rgjection of the attempt by EU President Jean-Claude
Juncker to impose tighter controls that the Stability and Growth Pact no longer redtricts fisca deficits.

The Economigt , in its March 26" edition, concluded that the “rules have been so loosed
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that they have been rendered dmost entiredly meaningless”

Not surprisngly, the central banks were very critical. Mervyn King, Governor of the Bank of
England, said that the European centra bank governors were “dismayed” by the decision. The European
Central Bank said they were “serioudly concerned.” Standard and Poors warned that French
government bonds would be downgraded to “junk” status within 20 yearsif current deficit and debt

trends continue.

So there is no longer any restraint on individual country deficits. Already five of the 12 euro area
countries have deficits that exceed the 3 percent ceiling, with Greece topping 6 percent.
And yet the bond market has ill shown no tendency to punish those with high deficits or to reward
those with low deficits and nationa debt. The range of 10 year government bonds rates among France,
Germany and Spain was till only 4 basis points.

The danger looking forward is that each country will find ways to retiondize growing fisca
deficits, comfortable in the knowledge that there will be no formal pressure from other EMU countries
and that the interest rate effects will be the samefor al EMU countries. The European Council has done

nothing to reconcile the independent fisca decison making with the

sngle currency.

March 30, 2005
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