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TheEMU Sability and Growth Pact: Isit Dead?
If So, Doesit Matter ?

IN DECEMBER 2004, the new Barroso Commission brought
the saga of the French and German infringements of the
Stability and Growth Pact toacloseby lifting the® excessve
deficit” procedurelaunched in 2003. That samemonth, the
Commission launched infringement proceedings against
Greecethat has been providing inaccurate public deficit
statistics since the creation of the Pact in 1997. The new
head of the Commission & so declared that therewould be
no mgjor overhaul of the Pact. Inthe November 2003 crisis,
when the Council suspended theimplementation of the Pact
at atime France and Germany overshot itsdeficit ceiling,
most observers called the Pact dead and many rejoiced
sincethe Stability and Growth Pact had come under heavy
criticismfor sometime.

A year after, we asked four leading scholarsthat have
studied monetary integration: have newsof the death of the
Stability and Growth pact been grosdy exaggerated? Should
it be resuscitated? Why or why not? Amy Verdun and
Nicolas Jabko arguethat the Pact will survivefor lack of an
alternative ableto gather the support of alarge bipartisan
cross-nationa codlition. Henrik Enderlein then arguesthat
the pact should not befixed but broken. Finally, Andrew
Martinexplainswhy thereal problem doesnot somuchlie
withthePact per se, but instead with the philasophy behind
theEMU policy mix (regtrictivefisca and monetary policies).
It createsviciouscircles: By keeping economic growth too
low the European central bank retarded the expansion of
public revenue, making it more difficult to meet the Pact
requirements.

-Mirginie Guiraudon, EUSA Forum Editor

TheRiseand Riseof the Stability and Growth Pact
Amy Verdun

DURING THE CREATION OF ECONOMIC AND MONETARY UNION
(EMU) in the European Union (EU) it was prophesized
many timesthat the single currency would never happen,
andif itdid, that it wasdoomedtofail (the“riseandfal” of
EMU). It hasoften been argued that the Stability and Growth
Pact (SGP) will likely lead asimilar life. However, itismy
view that the SGP might lead the same life as the euro:
strengthening when many believeit will not be asuccess.
Hence: theriseand rise of the SGP.

First conceivedin 1995 by Theo Waigdl, the SGPwas
eventually agreed to at the June 1997 Amsterdam Summit
by all fifteen Member States (in theform of two Council
regulations 1466/97 and 1467/97 and aEuropean Council
resolution 97/C 236/01). Themainideawasto make sure
that Member Stateswould continue keeping their budgetary
deficitsunder control after having entered EMU. The Treaty
on European Union (TEU) or Maastricht Treaty (1992)
stipulates that Member States should avoid excessive
deficitswhich are defined in aprotocol to the Treaty as
budgetary deficits not exceeding three per cent of Gross
Domestic Product (GDP). Yet, the Treaty does not spell
out indetail how thisaimisto beachieved or what todoif
theseexcessveddicitsexig. Infact, it spesksabout possible
sanctions, but containsonly avery rudimentary version of
theexcessivedeficit procedure.

The SGP was created in the wake of the Maastricht
Treaty. It should comeasno surprisethat the Germanswere
themost concerned about possiblefiscal profligacy once
the euro would have beenintroduced. It wasthe Germans
who wereleading the pack in thetwo decadesprior tothe
signing of the Maastricht Treaty that spelled out theroad to
EMU. They werea so theoneswho would losethemost if
EMU turned out to beless successful than they hoped for.
The Germans saw their stableand strong deutschmark asa
point of national pride, indeed nationa culture (referred to
as' gtability culture’) which secured low inflation following
currency insecurity in Germany inthe first half of the 20"
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century and indeed in therest of Europe throughout the
1980sand 1990s. They werethetrendsettersin monetary
policy —apolicy that wasfollowed unquestioned by the
national central banks of the other countries that
participated in the Exchange Rate M echanism (ERM) of
the European Monetary System (EMS). The Germans
weremost concerned about possibleincreasesininflation
oncetheeurowasintroduced and therisk of ‘freeriding’
when some Member Stateswould run high budgetary
deficits

The governments these Member States would be
borrowing fundsin amarket that wasnow opentoal and
not paying the same pricefor thesefundsasthey would
have had they stayed outside EMU. The excessive
borrowing could bring about inflation and interest rates
whichwould be covered by al Member States, but could
be benefiting only the countries that were borrowing
excessively (or running an excessivedeficit). Without the
corrective mechanismsof devaluationsor significantly
higher interest ratesfor nationa governmentswith higher
debt or deficit ratios, the cost would be carried by al. It
wasclear that if the Germanswere dissatisfied with the
EMU regime, themoveto stagethreeof EMU, and thereby
theeventual introduction of theeuro, might beat risk.

TheGermansdid, however, voiceaconcernthat others
shared, dthough no onewasclear from the outset how to
go about arranging agood system to avoid excessive
deficits. The German government waskeento havedtrict
rulesand, for the sake of credibility, have sanctionsbe
applied automatically. They did not trust politiciansto be
ableto takethisdecision asthey would succumb to time
inconsistency. The French by contrast were not keen on
automatic rules but rather wanted Member State
governmentsto retain political control over the process.
The other Member States acquiesced to having the
Germans and the French sort out their differences
between themsd ves asthey represented thetwo dominant
viewsamong the Member States. The end-result wasa
compromise package that had some degree of
automaticity but il 1eft afew momentsof decison-making
to the Member States (Ecofin).

When the SGPwasfirst created the general feeling
wasthat it wasarather strangepolicy. It wasthefirst that
would penalize Member Statesthat badly if they indeed
went overboard (as stated in the Council regulation No
1467/97, the sanction would be equal to 0.2 % of GDP,
and a variable component equal to one tenth of the
difference between the deficit asapercentage of GDPin
the preceding year and the reference value of 3 % of
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GDP). Though it had preventive measures as well
(surveillance, economic coordination of policies, and anearly
warning mechanism) the SGPwasgenerally seen asastick
(asopposedtoa‘carrot’) or assomedaringly said ‘ anatomic
bomb'. It wasto scare governmentsaway from certain deviant
behavior (fiscd profligacy), butit did not offer many red carrots
(incentivesrewards/encouragement) for ‘ good behavior’. The
stick-no-carrot problem is at the heart of the problems
surrounding the SGP. Another problem wasthat it assumed
thelongevity of government. In fact, many of the national
governmentsin officeinthelate 1990sshould havemade some
cut-backswhen thetimeswere good, in order to beinagood
position to spend more (or collect fewer taxes) whenthetimes
werebad. Thisbehavior did not occur, notably in Franceand
Germany during the upturn of 1999/2000. Furthermore, the
SGPwasamed at smplerulesthat could be understood by
all. So rather than complicated cal culations about how to
calculate an excessive deficit based on what the government
might be spending the money on (e.g. investment versus
consumptive expenditures) wasnot taken into account. The
aim, again, wasclarity, not necessarily any other indicator.

The SGP came under attack whenit becameclear that if
the excessive deficit procedure (EDP) wereto be applied it
would requirethat governments, of Franceand Germany for
example, pursue’ counter-cyclica’ policies, they would have
to tax more and spend less in an economic downturn. An
economic adviser would recommend that governmentsdo
exactly the opposite. Thisphenomenonthendrew criticismto
the SGP. The clashing point camewhen France and Germany
managed to hold the Pact in abeyance when the Ecofin Council
of 25 November 2003 decided not to moveto the next stage
of the excessive deficit procedure (therewasno * qualified
majority’ to carry through that decision). At this point most
newspapers declared the SGP dead.

Today, ayear later, wefind that the SGPis still on the
agenda. Noisesare being made about making the SGP more
intelligent, trying to increase the number of carrots, possibly
examining thegolden ruleof finance or thequestion of whether
deficits are being used to pay for investment rather than
consumptiveexpenditures. All these suggestionsof reformhave
not been settled, but various optionsare being considered.

What will happen? The official parlance is that the
implementation of the Pact should beimproved whilekeeping
lega changesto anecessary minimum. Inmy view, EU leaders
will find acompromisethat kegpsthe spirit of the SGPintact,
but that givesthe Member Statesmoreincentivesto perform
well intherunupto cresting apossibledeficit (henceavoiding
their creation). Why would they dothat?First, nooneisagainst
theideathat one should constrain fiscal profligacy. Second,



25 November 2003 wasnot apretty day for EU integration.
It seemed aclear caseof larger Member States getting their
way whereassmaller Member Statescould never havepulled
the same stunt. The question of equality and respect for the
rules(thesamefor al) wasat stake. If at all possible, the
Member Stateswill try toget rid of theimpressonthat larger
Member Statesare ableto ‘ bully’ thesmaller ones. Third,
not having any rulesat al might undermineEMU —whichis
an important economic and politically crucial symbol of
successful Europeanintegration. No onewantstorisk the
collapse of EMU. Fourth, avoiding excessivedeficitsalso
implicitly meanscreating abuffer that can be used to deal

with the issue of shortages in some Member States

government savings that need to befilled to pay out an
annudly larger amount of pengonsasaresult of demographic
changes. Fifth, every Finance Minister hasaninterestina
congraint that can beinstrumentd inher interactionwiththe
spending ministriesat the nationa and subnational levels.
Thusfor al thesereasonsit seemsto methat the SGPis
hereto stay —regardless of what the critics say. Wewill not
seetheriseandfall of the SGP, but rather theriseand rise
of the Pact.

Amy Verdun is Jean Monnet Chair and Associate
Professor in the Department of Political Science at the
University of Victoria, Canada.

No Immediate Death, but M ore Headachesto
Come
Nicolas Jabko

AS THE NEW EUROPEAN comMissioN and the recently
appointed chair of thegroup of euro areafinance ministers
get downtowork, thereform of the Stability and Growth
Pactisonce againthetalk of thetowninBrussels. Thisa
sengtivepolitica issuebecause of thebruising memoriesof
the November 2003 crisis, when Germany and France
overshot thebudget deficit calling of the Pact and the Council
agreed to suspenditsimplementation against the opinion of
the Commission. EU officiadsare now scrambling to come
up with away to mend the Pact, so asto avoid arepetition
of thiskind of crisisinthe near future. Contrary to what
many observerssaid ayear ago, nobody inofficid EU circles
seemsready to pronouncethe Pact dead. Yet nobody hasa
miraclereform solution ether.

Atfirst glance, itisnot easy to grasp why the task of
reforming the Pact should be so difficult. The Pact was
established in 1997 in order to ensure acertain level of
fiscal disciplinein the European Union and thusbuttressthe
credibility of Europe’snew currency. It was supposed to

prevent member statesfrom freeriding ontheir neighbors
by running high budget deficits. Inamonetary union, fiscal
profligacy entaillsacollectiverisk of inflationary pressures,
higher interest rates, or even thedemise of thenew currency.
Everybody inthe EU agreesthat thiskind of behavior should
not be allowed. Everybody also agreesthat areasonable
bal ance must be found between the need for commonly
agreed rulesand member states' understandablereluctance
to run economic policieson automeatic pilot. What isthebig
fussabout reforming the Pact, then?

Thefact isthat areform of the Pact raisesmuch bigger
Issuesthan thetechnical problem of improving the current
set of rules. At stakein thisreformisafundamental tension
between two opposite sets of motivationsuponwhichthe
eurowashbuilt.? For afirst group of actors, the euro meant
carried the promise of moreorthodoxy in economic policy-
making. This neo-liberal dimension of EMU has been
described asadelayed Europeanreactionto theinflationary
economic recession of the 1970s.® From this perspective,
itisimportant to seethat the Pact wasmorethanjust away
of dealing with thefreerider problem. It wasalso thelast
pieceinaframework of Economic and Monetary Union
that essentidly enshrined Germany’ sstability-oriented moded
in EU law. Beforethe Pact was adopted in 1997, the 1992
Maastricht Treaty already provided for an independent
European Central Bank focused onthefight againgt inflation
andfor an e aborate mechanism of multilatera surveillance
designed to check governments' tendenciesto overspend.
Thisorthodox vision of Economic and Monetary Union
(EMU) had astrong political support. A Europe-wide€lite
coalition fought for an EMU that would prioritizethefight
against inflation and rein in government spending. In
particular, German central bankersand government officias
accepted to sacrifice the deutsche mark on the atar of
European unity only on conditionthat the ECB look asmuch
aspossiblelike the German Bundesbank. The Germans
werenot aone, Snce many politiciansand officidsoutsde
Germany werealso infavor of moredisciplinein public
spending. Onthewhole, the partisan preferences of fiscal
conservatives in Germany and in other European
governments converged with the bureaucratic preferences
of central bankersand financid officialsal acrossthe EU.

Today, thiscoditionisgtill very much diveand haseven
become stronger, inasense, with theingtitutionalization of
the orthodox vision behind the euro. Theflag-bearers of
economic orthodoxy arenot dwaysthesameasinthemid-
1990s—they arelesslikely these daysto hold aGerman
than a Dutch or even a Spanish passport. But orthodoxy
hasmany natural supporters. The European Central Bank
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isavoca opponent of any weakening of the Pact. All other
thingsbeing equd, thisisa so often the casefor conservative
paliticiansaswel | asfinanceminigtry officids. Forideologicd
or bureaucratic reasons, both groupswould generdly liketo
see more disciplinein government spending and consider
thePact asalagt lineof defenseagaing government profligacy.

Ontheother side of thefence, asecond group of actors
ascribesacompletely different meaning to the euro. Even
though this is sometimes forgotten today, the appeal of
sovereignty played animportant rolein thelate 1980sand
early 1990sand, inasensg, it remainspowerful today. Even
a thetimewhen EMU and the Stability Pact wereintroduced,
not everyone in Europe had fallen in love with fiscal
conservatismand low inflation. Many actorssimply agreed
to at least pay lip serviceto these policies. They accepted
thestick of orthodox policiesonly becauseit cameaongside
thecarrot of theeuro. With thegrowing internationa mobility
of capital, the European Monetary System of quasi-fixed
exchangerates had become politically very problematic for
countrieslike Franceand Italy. In effect, the Bundesbank
was making monetary policy for the entire European
continent, and government policies were subject to the
enormous pressure of currency speculators.

Just liketherewasacodlitioninfavor of orthodoxy be-
hind thedrivefor theeuro, then, therewasadsoacoalitionin
favor of EMU as away to reassert sovereignty. For this
second coalition, the euro opened theway for governments
toregain somedegreeof freedominanincreasingly globa
economy. The actorswho pushed for monetary union, es-
pecialy in Franceand Italy, saw it asaway to chalengethe
hegemony of the German central bank and of the markets.
Many politicians—and their voters— saw the statusquo as
politically unacceptabl e becauseit involved an obvious sub-
ordination to Germany and to the markets. Unlesswetake
into account thiscategory of motivations, itisimpossibleto
understand why EMU became such ahigh political priority
for these countriesin thelate 1980s.

Thissovereignty-oriented vison of EMU gtill hassome
currency today. Of course, sovereignty inastrict senseis
now somewhat besidethe point with the advent of theeuro.
The management of the new currency hasbeen delegated to
the European Central Bank at the EU level. But thishasnot
meant the disappearance of the old sovereignty-seeking po-
litical coalition altogether. The euro now servesasashield
for member government policiesagainst currency crises.
Whilegovernmentsare constrained by therulesof the Pact,
they areinamuch better positionto assert their prerogatives
over fiscal policy today than when they faced the threat of
market specul ation within the European Monetary System.
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Now that the euro existsand that it can nolonger beseen as
acarrot, governments are understandably reluctant to ac-
cept therigid stick of the Growth and Stability Pact.

Insum, the contradictory political aspirationsthat moti-
vated the creation of the euro areresurfacing today inthe
context of the debate on the Stability and Growth Pact. The
political vision that fuelled the euro in the 1980s-90swas
successful becauseit offered something to everybody —to
the Germansand to the French, to the Right and to the L eft,
to thebankersand to the politicians. Today, the successors
of these two coalitions support the two opposite political
agendas of budget consolidation and national fiscal au-
tonomy. In reforming the Pact, therefore, thedifficulty to-
day isnot merely to strikea* reasonable’ balance between
two legitimate concerns. Perhaps moreimportantly, any re-
form of the Pact hasto strikeapolitical balance between
two coditionsand their agendas. Yet theproblemisthat the
EU isnot an electoral arenawhere two coalitions could
clearly articulatetheir preferred reformsand let the people
havethelast word. So for thetimebeing, the most likely
outcomeisadilatory reformthat will keepthelid over the
disputewithout redlly addressingit. EU officidsmay finda
wal to patch up the Stability and Growth Pact, but the un-
derlying contest between political visionswill undoubtedly
resurfaceinthefuture.

Nicolas Jabko isNational Foundation for Political Sci-
ence Research Fellow at the CERI in Paris, France.

The Sability and Growth Pact isBroken?
Don't Fixit!
Henrik Enderlein

Thediscussion on the SGP raisestwo types of problems:
oneof economic effectivenessand one of democraticlegiti-
macy. Asl will argue, both aspectsare closaly linked and
their combinationimpliesthat the EU might be best advised
to completely abolish the SGP* From the perspective of
economic effectiveness, the conduct of domestic fisca poli-
ciesinamonetary unionissubject to two largely opposite
requirements.

First, there are good reasonsto limit member states
freedom of action. Sincemonetary policy inacurrency union
cannot react toinappropriatefiscal policiesinsinglemem-
ber statesby ‘ punishing’ individud governmentsthroughan
increase of interest rates, some countriesmight try to free-
rideonthestability-oriented policy of their peers. Suchfree-
ridingisgenerdly looked at from the perspective of deficits:
countriesmight betempted to run higher deficits, knowing



that they will still benefit fromreatively low interests. There
ishowever asecond perspective, whichisoften overlooked:
countrieswith highinflationratesand high growth ratesmay
betempted tofree-rideonlow inflation ratesinlow growth
countriesby limiting their effortsto cool down thedomestic
economy. Thediscussionon Ireland’ sunwillingnesstoruna
aufficiently largesurplusin 1999/2000 nicdly illustratesthat
point. Insum: thereisan important rationalein amonetary
union to constrain domestic fiscal choicesinorder to pre-
vent collectiveaction problems.

Second, there are good arguments to grant member
statesfull discretion over their domestic fiscal choices. The
main reasonisthat in amonetary union theimportance of
theuseof fisca policiesasstabilizinginstrumentsincreases.
The ECB hasdecided to deriveitsinterest ratesfrom aver-
agedataof theeuro areaasawhole (‘ onesizefitsal’). It
followsthat thesingleinterest rate doesnot necessarily cor-
respond to the needs of every domestic economy: red in-
terest rates may betoo high for some countries(e.g. Ger-
many) but too low for others(e.g. Ireland, Spain, and the
Netherlands). Againgt thisbackground, domesticfisca poli-
ciescan becomekey instrumentsin cyclical stabilization.
Highred interest countriesshould run deficitsto offset the
dampening effect of the ECB’ spolicy, whereaslow interest
countriesshould run surplusesto prevent cyclica overhest-
ing.

Whenthe SGPwasinitialy discussedin 1996, thefo-
cuswasamost exclusively onthedeficit aspect of thecol-
lective action problem. Neither inflationary free-riding by
high-growth countriesnor domestic stabilizationwasgiven
much attention. At that time, most economistsargued that
growthandinflation differentialsacrossEMU would disap-
pear automatically asaconsequence of increased trade:
low inflation countriesfacing relatively highred interest rates
would become more competitive and thus benefit from
growththrough trade. Unfortunately, thismechanism (which
focuseson the so-called real exchangerate effect) hasnot
worked in practice. Asrecent studiesindicate (seefor ex-
ample Chapter 4 inthisfall’s\World Economic Outl ook of
thelMF), thedestabilizing real interest rate effect isdomi-
nant in comparison to the stabilizing real exchangerateef-
fect. Thereasonisthat large parts of growth in European
economiesarestill generated by non-traded goods.

Today, anideal framework for fiscal policy-makingin
EMU should seek toincorporateal e ementsof economic
effectiveness: it should prevent collective action problems
whileallowing for appropriatefiscal stabilizationinthedo-
mestic economies. Whileit might betechnicaly possbleto
devisesuch frameworks, they would however suffer froma

considerablelack of democraticlegitimacy.

A first gpproach could betofully transfer thedecision-
making authority over domestic fiscal stancesto the Euro-
pean level. Thiswould amount to establishing prescriptive
and binding fisca targetsfor eech member Sate. Itisstraight-
forward to see why such an approach would face aprob-
lem of democraticlegitimacy. Decisionson national fiscal
gances, their financing, and their inter-tempord implications
(e.g. inter-generationa distribution) areat thevery core of
government’sprerogativesand should only in very extreme
cases be separated from direct electoral choice. Itisun-
likely that voterswould accept binding fiscal prescriptions
from EU bodies—they might remember the aphorism *no
taxation without representation’. Moreover, theenforce-
ment of such ruleswould certainly provedifficult.

A second approach could be ashift to afull-fledged
system of fisca federalism. The EU budget, which currently
amountsto roughly one percent of the EU Gross Domestic
Product, would haveto grow dramatically and would have
toinclude someredistributive mechanism that would ensure
that surplus-money fromthefastest growing Member States
be used to compensatelow inflation and low growth coun-
tries. Thissolution, which to some extent existsintheUS
and also in Germany, might have some appeal but |ooks
unredligtic a the present juncture (or could youimaginelre-
land wiring money to Germany?). Fiscal federaismin Eu-
rope could be along-term target but not ashort-term solu-
tion.

Against thisbackground athird approach might work
best. It would be based on the assumption that the euro
areawould be better off in aframework without sanctions
and enforcement, i.e. without arule-based approach tofis-
cd discipline. Authority over domesticfiscal choiceswould
befully returned to the Member States.

What could such asolutionlook like? The present Ar-
ticle 104 on the Excessive Deficit Procedurewould haveto
beamended, aswell as secondary |egid ation onthe SGP.
In principle, both sets of instruments could be scrapped.
Article 99 on the Broad Economic Policy Guiddineswould
remainin place. Itssoft provisions, based ontheclausethat
‘Member Statesshall treat their economic policiesasamat-
ter of common concern’, would continueto set out non-
binding requirements on the appropriate conduct of fiscal
policies. Yet Member Stateswould ultimately retaintheir
full autonomy to go against such recommendations. The
framework would fully rely upon peer and public pressure.

The main benefit of abolishing the SGPwould beto
returnfull political ownership of fiscal decisonsto Member
States. Asexplained above, decisionson deficitsand sur-
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plusesareof afundamentally political nature. EU institu-
tions should be allowed to issue recommendations and
shouldto defend thesein public discourse. However, Mem-
ber States should be allowed to disagree, giving national
politicsthelast word in the procedure.

| would arguethat such aframework could strengthen
thedemocraticlegitimacy of fisca policiesin EMU. Should
singleMember Statesfed theneed to submit themselvesto
somekind of technocratic guidance, they could still decide
to do so at the national level. Belgium, for example, has
delegated significant power over thefisca stancetothein-
dependent national Consell Supérieur desFinances.

Experiencesinthe US and Canada show that such an
approach might work. Neither of thetwo countrieshases-
tablished arule-based deficit control mechanism for states
and provinces, dthough some US statesand Canadian prov-
inceshave baanced budget rules. Bothfederd systemstrust
market forcesto adjust borrowing costsand thereare no
recent examplesof stateor provincid government defaultin
either of thetwo countries. It istruethat several statesand
provincesare accumul ating excessive debts, yet asthere-
cent exampleof Californiashows, votersmight ultimately
favor fiscal restraint over therisk of debt defauilt.

Itisquiteunlikely that any rule-based framework at the
European level would succeed in establishing theright in-
centive structureto cope s multaneoudy with domestic sta-
bilization and theavoidanceof free-riding. Instead of trying
to squarethecircle, theresponsible actorsin EMU might
be better off by scrapping the SGP and putting more em-
phasison peer-pressure. Thisapproach might look radical
initsformal implications, in practice however it could func-
tion moreeffectively than abadly reformed SGP.

Henrik Enderlein is assistant professor of economics
at the Free University of Berlin, Germany.

Blamethe ECB, Not the Stability and Growth Pact
Andrew Martin

The Stability and Growth Pact (SGP) isn’t the problemin
the EM U macroeconomic policy regime, or at least not the
main problem. Themain problem, from which the SGP con-
troversy distractsattention, isthe European Central Bank’s
(ECB) excessively regtrictive policy orientation.
Thereisplenty wrongwiththe SGP— thearbitrariness
of the 3 percent rule, the consequent pro-cyclical tenden-
cies, andtheinsufficient roomfor maneuver italowsto coun-
tries, such as Germany, wherethe one-size-fitsall monetary
policy isparticularly restrictive, etc. — which other Forum
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contributorswill undoubtedly discuss. But the objective of
fiscal disciplinewhichthe SGPsoclumsly andrigidly pur-
suesis not wrong. A good case can be made for budget
balances over the cycle, implying surpluses during expan-
sionsaswell asdeficitsduring recessions, providing that
thereisample scopefor automatic (and even discretionary)
sabilizersand asofor publicinvestment (in human aswell
asphysical capitd), and, inthe EMU context, coordination
of nationd fisca policiesto achieveaeurozonefisca stance
consistent with agrowth-promoting eurozone monetary
policy.

The catch is that the ECB’s monetary policy is not
growth-promoting, despiteitsclamthat sngle-mindedly pur-
suing pricestability, asthe ECB unilateradly definesit, isthe
best, and only, thing the bank can do to promote growth.
Even asit stands, the SGPwould poselessof aproblem if
the ECB’smonetary policy werenot soredtrictive. By keep-
ing growth too low — aborting thelate 1990s growth spurt
and subsequently easing palicy toollittleand toolateasworld
growth dowed — the ECB retarded revenue growth while
socid policy burdensrose, making it much moredifficult to
meet the SGP' srequirementsthan it would otherwise be.
The SGP can thus be evaluated only as part of the overall
EMU policy mix that perversely combinesrestrictivefiscal
policy with restrictivemonetary policy.

The proposition that the ECB isexcessively redtrictive
rests partly on the following argument (overlooked in
conventiona wisdom onthe ECB). After an extended period
of disnflation like Europe sinwhich policy haskept growth
below its potential and unemployment high, an extended
period of economic growth aboveitslong-run potential —
asustained growth spurt — isnecessary in order to bring
unemployment back down to pre-disinflation levels.
Comparison of policiesthat permitted and prevented such
growth spurtsin the 1980s and 1990s showsthat policies
that prevented growth spurtsat the cost of continued high
unemployment did not achievelower inflation over thelong
run (8-10years) than policiesthat allowed themand achieved
lower unemployment. Although growth spurts were
accompanied by increased inflation, it proved temporary,
so that lower unemployment was not achieved at the cost
of higher inflation over thelong run than where monetary
policy prevented growth spurtsto avert even temporary
inflationincreases. Thus, the pricein unemployment that the
ECB exactsfor price stability isan unnecessary one. The
comparison aso showsthat it isprimarily these differences
in macroeconomic policy rather than labor market rigidities,
asclaimed by the ECB, that explaininter-country variations
inunemploymernt.



SothemainthingwrongwiththeEMU policy regimeis
the ECB’ sfailureto pursue growth-promoting monetary
policy. Fixing that would makeit easier to fix what’swrong
withthe SGP. The singlemonetary policy isinevitably too
tight for some countriesand too loosefor others, whichis
why they need fiscal policy flexibility to adjust the policy
mix to their diverse conditions. In countriesfor which the
singlemonetary policy istootight, it isespecially difficult
paliticaly, possibly suicidd, to comply with fiscal discipline
rules. Thiscould often betrueevenif theruleswere made
moreflexible, aswould most SGP reform proposals, as
long asfiscal policy wasleft to accelerate growth while
monetary policy kept the brakeson. With the brakes off, or
pressed morelightly, fiscal disciplinewould beasor more
necessary but al so more compatiblewith growth and thus
morepoliticaly sustainable.

Thismorerationa policy mix requiresthat the ECB ac-
cept responsibility for growth and employment aswell as
price stability, asintheAmerican Federal ReserveBank’s
dua mandate. Itisdifficult to givethe ECB asimilar man-
date by changing the Treaty because of the need for una-
nimity. But it seemslegaly unnecessary. Freetointerpret its
mandate asit seesfit, the ECB could easily set alessre-
grictiveinflation target and more genuinely “ support” the
other Community economicgoasincludinga“highleve of
employment,” asArticles2 and 105 prescribe.

Fiscal disciplinewould then haveto bereconfigured.
Whilemember stateswould get more scopefor adjustment
totheir diverseconditions, their fiscal policieswould have
to be coordinated so that they add up to an overall euro
zonefisca stancethat, combined with amore expansionary
monetary stance, givesthe euro zone amacroeconomic
policy mix aimed at growth aswell asreasonably low infla:
tion. At aminimum, such coordinationwould require shift-
ing thefocus of the Broad Economic Policy Guiddinesto
the euro zone policy mix, including monetary aswell asfis-
ca policy. Thiswould, inturn, requirethe ECB to negotiate
with the Commission and the Euro Group in Ecofin about
the respective policy stancesto beimplemented. In other
words, the ECB would haveto abandonitsinsistencethat
even discussion of monetary policy by such other bodies,
not to speak of “ ex ante coordination of macroeconomic
policy between other bodiesand the ECB,” isan unaccept-
ableinfringement onitsindependence.

This would be a step toward the gouvernment
économiquethe French have called for, although further
steps might well be necessary. All thisisdoable without
difficult Treaty revison. But changing the ECB’spolicy ori-
entation and operating mode would probably be as diffi-

cult. It might not be possibleto fix the SGPand the EMU
macroeconomic policy regime of whichitisapartinthe
absence of an economic crisssevereenough to make Treaty
revison politicaly possible. But thenit might betoolate.

Andrew Martin is Research Affiliate at the Center for
European Sudies of Harvard University
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