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economic shocks, any net economic benefit must derive from institutional, political, an considerations that limit the scope for attaining an optimal allocation under autonomy. One e concerns the incentive for competitive devaluations. A second example concerns the benefit o inflation for countries with weak institutions. In the debate about the design of the macroec framework under EMU, substantial attention has been devoted to fiscal policy arrangemen EMU has created several complications for fiscal policymaking. One is that governments ge pursue different macroeconomic objectives than the ECB. The latter is concerned with sta inflation at a low level, while the former aims at achieving a high and stable level of activit and Lambertini (2001, 2003) show that the strategic interactions among the monetary an authorities may lead to extreme outcomes that make everyone worse off and provide a ra for imposing fiscal restrictions. Another complication is that monetary unification may exacerbate or create new negative border spillovers of fiscal policy. For instance, a national fiscal expansion raises the dem savings, ceteris paribus pushing up the long-run interest rate and discouraging investment integrated capital market strengthened by monetary unification, this effect will spread t countries, imposing a negative externality. A monetary union may also generate new n spillovers. An increase in domestic government purchases, in affecting the demand for d products, raises local inflation, thereby pushing up average euro-area inflation and forcing t to contract monetary policy for the entire area. Further, a national fiscal expansion may ca appreciation of the euro, thereby undermining the external competitive position of al members. Negative spillovers of expansive fiscal policies create a rationale for constraining fiscal pol monetary union, in particular if financial markets are not able to prevent fiscal profligacy. Ho even when financial markets work properly, monetary unification may provide a rationale fo constraints. Chari and Kehoe (2007) show that a lack of commitment on the side of a union’s bank leads countries to free-ride on each other in setting fiscal policy. Knowing th consequences of a national fiscal expansion in terms of higher inflation and nominal interest a union are diluted, each country has an incentive to issue too much debt, leading over-accumulation of debt at the union level. Fiscal coordination eliminates the free-riding p although in the absence of monetary commitment, outcomes will still be suboptimal coordination is not always desirable in a monetary union, though. It strengthens the s position of the fiscal authorities against the central bank, possibly forcing the latter into a m stance than would be optimal. Hence, fiscal coordination is not a substitute for fiscal constra fact, the latter may even be more desirable under fiscal coordination. While fiscal constraints may be beneficial in the context of theoretical models, their practica and implementation in the euro-area has provoked substantial criticism. The EU Stabil Growth Pact (SGP) restricts deficits to 3% of GDP. The format of this restriction is alle undermine macro-economic stabilisation in the presence of country-specific shocks, a empirical evidence does not seem to support this view (Gali and Perotti, 2003, and Wyplosz, However, the Pact has functioned less than perfectly given the number of times it has been v even at times when economic circumstances were not as harsh as they are now (see Table SGP’s most fundamental weakness is that its enforcement relies on finance ministers negative verdicts against each other. Table 1. Closed excessive deficit procedures
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Source: European Commission. Experience has clearly revealed that they are unwilling to do so, and this undermines the credibility of the 3% deficit limit, thereby weakening the incentives for improving structural budgets. Hence, if the SGP hampers fiscal stabilisation, this is the indirect consequence of its weak (expected) enforcement and not its specific design. Credible enforcement provides governments with incentives to improve their structural budgets, thereby also creating room for withstanding the budgetary effects of “normal” recessions. At present, most of the EU member states find themselves in (or are threatened with) an excessive deficit procedure for violating the 3% norm. The European Commission, which does the preparatory work for the procedure, has indicated that, in view of the severity of the current crisis, it will treat the violators with leniency. Obviously, governments should not be forced to push their economies into an even deeper recession by contracting fiscal policy. However, the deadlines given to these countries for the correction of their deficits seem rather generous, potentially implying too little budgetary consolidation in case economic growth resumes more quickly than expected. Given that there is a possibility to revise those deadlines under unexpected adverse events, the current deadlines might have been set tighter. Once economic growth has returned to a satisfactory pace, the Commission should actually become stricter than before the crisis in order to restore some of its lost confidence and to induce governments to reduce their swelling debt burdens. The latter is important both in view of the rising ageing costs and to preserve the support for the EMU. While a default on euro-zone public debt is not likely, it is also not inconceivable, as the substantial increases in interest spreads and credit default swaps have shown. This would certainly undermine the viability of the EMU (with or without a bailout, which under specific circumstances is allowed by the Treaty – see Münchau and Mundschenk, 2009).



Footnotes 1 We may think in particular of Ireland and Greece, countries that have seen substantial increases in the interest rates on their public debt but have avoided currency collapses or further interest rate rises associated with the defence of a national currency. 2 In crises, national interests trump common interests. Witness the recent rise in protectionism in Europe, which is aptly illustrated by Germany and France trying to protect their car industries at the cost of other EU members.
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