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What, if any, is the role of fiscal policy in a monetary union? What implications would this have for the future development of the EU Budget?
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Introduction

The problem we are facing is that, with the launch of the Euro, responsibility for monetary policy has been taken by the European Central Bank (ECB) whereas responsibility for fiscal policy remains with the national governments. But, since monetary stability depends on - amongst others - the public budget deficit/surplus and the financing of it, from now on, eleven national fiscal policies have to be brought into line with one central monetary policy. We might consider the situation as a moral hazard problem giving incentives to the national governments to finance their deficit to the expense of the community.

Deficit Financing

The underlying arithmetics describing the above mentioned problem is the equation for the debt dynamics. That is:    G-T+rB = dB/dt + dM/dt    where G indicates public spending, T stands for tax revenue, r is the interest rate, B the accumulated government debt and t indicates time
. That means that the public deficit equals the increase in debt plus the increase in money supply. Expressing all the parameters in relative terms referring to GDP we obtain:    g-t+rb = db/dt + dm/dt.    If we incorporate the growth rate of GDP into this equation we will get the following in terms of db/dt:    db/dt = (g-t) + (r-x)b - dm/dt    where x indicates the growth rate of GDP (= dY/dt). Setting the increase in public debt to 0 we obtain:    (r-x)b = (t-g) + dm/dt.    Thus, we can see that if r exceeds x, either t will have to exceed g or m will have to be high. In fact, that does not leave many options to national governments since monetary policy, and thus the increase in money supply, is ruled by the ECB.

The utmost problem of this arithmetics is that an increase in taxes (t) extracts money from the economy and that will result in even smaller growth rates of GDP, which in turn, will affect the deficit negatively again. This phenomenon is known as the debt trap.

As we can see, the monetary union ties the policy options of national governments to a minimum. Exchange rates, interest rates and money supply are ruled by a central institution whereas shifts in national GDP have to be corrected by national fiscal policies which can solely be influenced by issueing debt, increasing taxes or decreasing public spending. Both of the latter possibilities have negative effects on GDP and thus, they worsen the competitive situation of the country. That again worsens the long-run performance of an economy since spending has to be increased and tax revenues decrease.

Prior to a monetary union, a national government had the chance to react to an economic crisis by adjusting any of the above mentioned policies. After a monetary union it does not. So, there must be some means of redistribution between the economies forming a monetary union in case of asymmetric shocks.

Asymmetric Shocks

Asymmetric shocks affect at least one economy of a monetary union negatively, whereas others are not affected at all or even benefit from it. Adjustments to this are either made by flexible labour mobility and flexible wages or by redistribution schemes between the respective countries.

For the countries forming European Economic and Monetary Union (EMU) wage and labour flexibility cannot be assumed due to collective bargaining of wages and due to a lack of labour mobility that still remains although it has been made one objective of the Single European Market
.

Thus, fiscal policy, or at least parts of it, should be somehow centralised in order to compensate suffering countries. Of course, a country suffering from decline in economic growth could also borrow money from countries that still prosper but that would limit the future fiscal position of the borrowing country as it would have to serve the lenders.

As a result, if we do not allow for an increasing public deficit, which is the case for EMU, we will have to assure some means of redistribution. That is not just an issue of generosity or fairness but it assures monetary and interest rate stability for the whole union.

Because, bearing in mind that economic agents assign risk premia to public issued debt, the decrease in credibilty of one country could lead to an increase in interest rates for the whole union and thus, countries that still have sound budgets would suffer from the budget deficit of one particular country
.

Another issue of a monetary union is the loss of seignorage revenue of the national fiscal authorities. That can create pressure on the European Central Bank, originated by these authorities, to increase money supply in order to finance budget deficits. If the national authorities succeed in doing so, the independence of the ECB is "an empty shell", i.e. the common currency is prone to inflation
. Here, some kind of centralised fiscal policy could help avoiding that pressure and thus lower the risk of inflation
.

Thus, fiscal policy has to be centralised in a way that allows for reasonable redistribution and compensation between countries in a monetary union. That obviously gives the best possibility to iron out asymmetric shocks. But, of course, it is not that easy.

For example, a common fiscal policy might not be as equally favoured by all the participating countries as a common monetary policy. With a common monetary policy the advantages quite obvious. Roughly speaking, due to low inflation and low interest rates capital will flow into the countries and generate growth and welfare. In other words, it is easy for policy-makers to sell it to the voters. It is not that easy with fiscal policy, since voters are much more affected on a personal level. For example, how can it be explained to voters in a country benefiting from an asymmetric shock to support people in a country suffering from it?

So, the necessity of having a common fiscal policy is striking
 whereas the implementation will be all but easy.

The Budget

The most important characteristics of the EU budget are firstly, that it does not allow for a deficit or surplus, i.e. it must be balanced and, secondly, that it lies somewhere between 1-2% of the EU GDP, whereas national budgets usually have an impact of about 40% of the national GDP. Furthermore, there are some pre-defined expenditures which have to be financed by the budget, e.g. the EAGGF (agricultural fund). Because of the small relative volume of the EU budget, its purpose is obviously not to redistribute between countries or to provide some macroeconomic stabilisation
.

Here, already one problem comes up: The expenditures for the EAGGF make up some 51% of the overall expenditures but they do not compensate for problems due to asymmetric shocks but for structural problems. In other words, it is pure market intervention that redistributes between producers and consumers. Subsequently, expenditures for structural development (ERDF) are kept at lower rates (ca. 32% of overall expenditures). That again shows the budget to serve for structural problems rather than one-time shocks. But that is not the underlying idea of a budget
.

The question that arises from the foregoing discussion on fiscal policy is: Does the budget have to be adjusted and if so, in which way?

An increase in the budget may only take place via an increase in taxes either raised by the EU itself or by assigning tax revenues from the national authorities to the EU level.

Taxes raised by the EU itself may apply to areas where national taxation is not yet very developed. Spahn
 mentiones ecotaxes in this context. They could be imposed on "polluters" and used to compensate "sufferers". But, concerning the budget, there are problems. Such ecotaxes are likely to create innovation in the field of energy production and thus, tax revenue will fall over time. Furthermore, it may give wrong incentives if, for example, the costs of alternative methods of energy production or the costs of innovation exceed the costs imposed by taxes. Last but not least, the money given to "sufferers" cannot help those to restore their health or the environment since these have been definitely damaged. Nevertheless, it may be a source of tax revenue.

Another possibility of increasing revenue at the EU level is to assign the responsibility of raising direct and indirect taxes from the national level to the EU. One difficulty has already been mentioned in the preceding section. A further problem with that - applying to direct taxes - is the (in-)efficiency of administration. Due to very different national taxation rules, languages, definitions and so forth, a central authority could probably not exploit economies of scale to full extent
.

Indirect taxes, on the other hand, make up the bulk of the EU budget. Thus, in 1992, the VAT and customs duties accounted for 65% of the revenues
. In fact, discussion are being held to harmonise VAT systems throughout the Union in such a way that basic taxation prnciples are harmonised and rates are kept withing certain boundaries, allowing for some particular rates outside these boundaries.

Another problem that is inherent in EU budgetary policy is the fact that it reacts in line with the business cycles of the countries, due to the GNP levy that contributes to the budget. That seems not to be very reasonable since a larger budget would be needed in times of recession in order to stabilise the national economies and the EU economy as a whole.

So, we got to know some of the problems that the EU budget faces. But so far, we assumed that an increase in the budget is necessary to fulfil some kind of redistribution between member states. Another possibility was to restructure the budget itself without raising more taxes or claiming higher proportions of national tax revenues. That, of course, would mean to restructure the expenditure side of the budget. For instance, it might be an idea to shift priorities away from market distorting interventions to economic structure & development issues. In the long-run that would decrease the risk of the EU to be hit by asymmetric shocks.

Conclusion

In a monetary union it is necessary to have a means of union wide stabilisation since it becomes more and more difficult for each country to balance their economies due to the loss of certain instruments like exchange rate, interest rates, money supply, public debt, etc. That leaves taxes as the only instrument of deficit financing. But since taxes have a decline effect on GDP in the long-run, the future tax-base will erode and the deficit will grow. The country will experience the effect of the debt spiral. Artis and Lee recommend the same when they say that "increasing trade, capital flows and internationally transmitted inflationary impulses" will more and more weaken the effect of national demand management
.

So, a (slightly) larger EU budget that undergoes some certain restructuring would be desireable in order to provide some financial backup to cope with short-term regional economic shocks.
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