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ABSTRACT 

 

The paper discusses the necessity of some form of fiscal federalism in the 

Eurozone which is expected to remain a non-optimum currency area much longer. 

In the current economic and monetary union the bundle of shock absorption tools 

available is too small or too weak. A cycle smoothing central budget is suggested 

to support fiscal efforts on the national level. Although the size of the proposed 

budget is much bigger than the current one, it is however not huge if only 

automatic stabilizer functions are considered. By limiting the expenditure of the 

center only to shock absorption the political task of implementing a central 

budget can be solved. 

   

 

  



1. Introduction 
 

The advent of the common European currency, the euro, followed a political 

decision aimed at further solidifying the integration process across Europe. Yet 

within a cost-benefit framework currency unions only make sense if they meet 

the specific requirements of optimum currency area. The paper presented below 

claims Europe will not turn into an OCA soon but it could finally achieve similar 

quality. What must come to enable the economic and monetary union to better 

absorb asymmetric shocks? The prevalence of sticky real wages and the limited 

cross border mobility of labor tend to disable the EMU labor market and thus one 

crucial tool of adjustment. The result is that the Eurozone output is frequently 

stuck in a below potential equilibrium after a shock or it manages to adjust only 

slowly. Given the diminished shock-absorption capacity of the labor market 

another powerful tool must make-up. Required is a highly efficient fiscal 

response which on its part requires a kind of fiscal federalism in the currency 

union. Europe’s specifics point out at the necessity to consider a new fiscal 

architecture in the EMU based on a large European budget managed by the 

Commission.1 The underlying idea rests upon the traditional view that fiscal 

measures invigorate aggregate demand in downswing periods.  

The article is organized around a formal model presented in the second section. It 

demonstrates that in the 8 trillion € EMU and 10 trillion € EU economy only a 

big-size European budget is an efficient tool to quickly pull the economy out of 

recession. Given the fiscal independence of the member states we show that 

national efforts to resume growth presuppose substantial fiscal response. Apart 

from the Stability and Growth Pact (SGP) it is the lack of policy mix in the 

Eurozone which reduces the spending effect, especially in big countries. In small 

countries, heavy taxation dampens incentives to work (“Laffer” effect) leaving the 

economy stuck in recession. In a last section the required size of a Community 

                                            
1 Here the now existing very small EU budget is ignored.   
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budged is gauged. To do so, a comparison between estimated income multipliers2 

by member state and a hypothetical pan-European multiplier comes to show the 

superiority of centralized fiscal measures over the national ones. We do not 

comment on the likelihood, or political enthusiasm, to set-up a common budget 

soon and to make the EMU more OCA-like. Rather the need for a highly efficient 

supplement to the existing - not so efficient tools - for shock accommodation is 

highlighted. The paper also includes some critical remarks on the asymmetric 

demand effects of a hypothetical central budget on the individual economies and 

thus on the output growth in Euroland/Europe given the fact that an OCA is only 

in making.  

 

2. On the “European” Government 
 

Back in the late 1980s the EU Commission launched the slogan “One market – 

one money” to mobilize Europe for a strong and internationally respected single 

European currency. Almost two decades later the time has come to think harder 

about the next step towards deeper economic integration – about a European 

budget. Why this urge? After all, the EU has the Stability and Growth Pact in 

place, allowing for some fiscal flexibility. But almost seven years after the launch 

of the euro, differences in the macroeconomic performance of the participating 

countries raise concern the single currency has been detrimental to the ambitious 

European goals of accelerating growth, job creation and achieving balanced 

national budgets. Rather, the EMU-region as a whole has been reporting for 

years lower output growth than other major competitors worldwide. Economic 

growth since the Euro introduction in 1999 has averaged 1.8% per year - well 

below the outcome of the US (3.1% yoy), but also less than some EU, yet non-

EMU nations like Britain, Sweden and Central and Eastern Europe.  

Not surprisingly, economists are so far divided about the right way out of 

Europe’s woes. Such a heavy weight like Robert Solow tends to identify product 
                                            
2 In the basic form (1-c(1-t))-1
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market policies in Europe as the culprit responsible for its current poor growth 

performance compared to the US. According to him, blaming, say, labor market 

rigidities alone for low German GDP dynamics is as if the hole in a flat tire must 

always be on the bottom, because that is where the tire is flat (Solow, 2000).  

But in a currency area adjustment must not take place within a single country 

alone. Rather, shock absorption and correlation of shocks should occur across the 

entire EMU. Moreover, it is desirable for the EMU to be more OCA-like and less 

a loose union of countries. Unfortunately, one cannot expect Europe to become an 

OCA soon. One important reason are history, culture and variety of languages 

that make labor market in the EMU to fall short of its role as adjustment tool. 

For that reasons real wage flexibility and labor mobility across Euroland borders 

will remain limited. Unlike the US, there is even greater fragmentation of wage 

bargaining in Europe. This is inevitable in a market made up of 27 nations, and 

the resulting problem of asymmetric information is harder to overcome. If the EU 

labor market was organized, i.e. centralized throughout all participating 

countries, the negotiators would oversee perfectly the economy and set wages 

close to equilibrium and zero employment gap. In the reverse case of fully 

decentralized markets the wage setting would be left to the market forces. Yet in 

reality there are dozens of poorly coordinated labor and employers unions across 

Europe trying to increase their own members’ utility only while ignoring 

aggregate-demand externalities. With other words, isolated bargaining may be 

serving just individual organizations but they are undesirable for the economy as 

a whole (Mankiw, 1985).  

Critics of the Eurozone economic performance have been trying to attract 

attention to aggregate demand: Rather studying just European institutions, one 

should look harder at the weakness of the demand for labor, goods, etc. (Trichet, 

2004). Here the budget shows up. In Euroland, which is non-optimum currency 

area, shock absorption is left to only a few policies which should be broadened. 

Fiscal federalism should stay high on the list of candidates. Within a centralized 

fiscal framework decentralization of expenditures and a system of subsidies and 

transfers between countries might work well (Alesina et al., 2001). 
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Especially when assuming European integration will translate into a better 

developed internal market the plea for single Community budget appears 

realistic: centralized tax cuts or spending increases will be more effective. 

In this respect the specifics of the current budget are instructive:  

i) Conceived back in the 1950 to serve the “Six” (founding members). 

ii) Redistributive functions between industrialized West Germany (and 

Belgium, the Netherlands) and more rural France (and Italy). 

iii) Insufficient to serve a single currency area. 

As Europe is left with myriad individual budgets the following question is raised: 

How efficient is a multitude of budgets complying with the Stability and Growth 

Pact (which implies restricted action to restore equilibrium)? A quick reality 

check of the long term macroeconomic outcome across the EMU/EU reveals 

lasting differences, gaps. The truth is that despite a “free” fiscal response by the 

individual governments various natural rates of unemployment (NAIRU) have 

persisted for years, even decades, across the EU. The very obvious reason is – 

ironically - the European commitment to low inflation. Hereby the result is a 

stabilization of the actual rate close to the natural rate3. Some nations – Spain, 

France, Germany, Finland, Italy, Belgium - report much higher unemployment 

than others, notwithstanding whether EMU member states like Ireland, the 

Netherlands and Austria or non members – the UK, Denmark, Sweden etc. 

Obviously restricted intervention fails to bring the economy back to equilibrium 

fast4, and this finding is not new (Akerlof et al., 1996). Early studies on the 

European currency union have expressed doubt national fiscal policy alone will 

suffice to stabilize the economy (see Kiander et al., 2000 for overview) but they 

have been dismissed later. More current research appears to stick to the belief in 

a small budget (Heinemann, 2003).  

                                            
3 According to the Phillips curve in the form Un=1/α(π-πe)+U the natural rate of unemployment Un is close to the 
actual unemployment when there is no change in inflation.  
4 In the strong sense we should care about transitory shocks only. But with slow response transitory shocks turn 
into permanent ones, which is often the case in Europe. 
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2.1 The Model (I): Fiscal Expansion in the EMU 

 

To assess the importance of aggregate demand for growth in an economic union 

with centralized money supply we employ the Robert Hall small macroeconomic 

model (Krugman, 1998), explaining why monetary policy alone cannot affect 

sufficiently aggregate demand fluctuations. In the model the price level is 

directly determined by the wage level since the output is a homogenous good 

produced only by labor. Intuitively, in Euroland too, GDP is produced by 

employing labor as input (also capital, but it can be thought of as labor employed 

in past periods). Households enjoy utility not just from consumption, but also 

from the expected purchasing power of money they hold. That is, the utility of 

money is in providing future consumption. Because the Central bank is actively 

fighting inflation, future, i.e. expected, price level is unchanged: 

Pe = P,  

with Pe the expected (future) price level and P the current price level. 

Utility is provided by real balances saved out of the households’ income and by 

consumption with marginal propensity to save (s) and to consume (1-s) as the 

respective shares: 

U = (M/P)sC(1-s)  

The utility function implies households will spend their wealth on goods and the 

rest on money.  

While households’ consumption is C, households are endowed with L units of 

labor; thus if there is no unemployment, the budget constraint is  

C + M’/P = L + M/P  

with M’/P real balances at the end of the period. Because the money supply is 

assumed constant (M = M’), real balances at the start and the end of the period 

are the same, i.e. C = L.  

Given the condition that demand for money equals supply, the price level is a 

linear function of the money supply: 
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P = ((1-s)/s)M/L.5  

The problem resulting from a price level strait linked to money supply is what 

happens if prices are sticky. In Europe, the reason for sticky price levels is 

usually rigid nominal wages, which are subject to a complicated and often highly 

centralized process of wage bargaining (Deroose at al, 2004). But if the wage level 

is higher than the equilibrium level consistent with full employment the result is 

that the real balances in the economy stay below equilibrium. In a currency area 

made up of quite different economies – Germany on the one side, Spain and 

Ireland on the other, Italy in between – real balances disequilibria may quickly 

show up. Some European economies may end up suffering money supply falling 

short of their demand at full employment. The mirror picture is output at full 

employment that falls short of demand.  

We have assumed constant price levels in the future (no inflation expectations); 

therefore, agents continue to hold the same amount of money at the end of each 

period they held at the beginning. The labor compensation is fully spent on 

consumption, which means consumption depends on the real balances: 

C = ((1-s)/s)M/P.6

We have established that prices are sticky and the money supply is due to the 

independence of the European Central Bank exogenous, i.e. not subject of 

political manipulation. Then the only opportunity to raise C is by increasing 

government spending. Put other way, because in Europe the price level can not 

fall, expenditure must rise.  

This model captures in simplified form some typical European realities. It 

foremost mirrors  

i) Rigid labor markets and – in the medium term - sticky wages and 

prices  

ii) As well as an independent ECB, aggressively guarding price stability.  
                                            
5 In equilibrium, either demand for goods equal supply L = (1-s)(L+M/P), or demand for money equal supply 
M/P = s(L+M/P). Solving for P delivers the above equation.  
6 Having related L to M/P in the form L = (1-s)(L+M/P), and assuming L= C, obviously  
C = (1-s)(C+M/P). Consequently, M/P = s(C+M/P). Solving for C delivers C = ((1-s)/s)M/P. 
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At the same time the model’s concentration on demand issues oversimplifies 

Europe’s complex reality, where two dozens of individual nations with their 

different preferences, experiences and stages of development add up their 

economies to the EU economy as a whole. This complexity produces a complicated 

mix of labor market, fiscal and monetary outcomes and makes the single 

monetary policy, as well as the coordination of myriad fiscal policies less 

straightforward than in the US, the only OCA comparable to Euroland. Yet in 

America the centralized – Federal – budget is crucial to lift federal states in 

economic woes out of crisis. Their own fiscal efforts are at best supplementary. 

This is even clearer visible when compared with the American economy featuring 

high degree of adaptability, cross-border (between federal states) labor mobility 

and highly integrated financial markets (Hein et al., 2006). Since these 

prerequisites of a smoothly working OCA are far from being in place in Europe, it 

is even more difficult for individual EU governments to adjust to demand shocks 

relying in the first place on the own fiscal response. Put differently, output gaps 

can be treated better by a big pan-European budget. Hereby a highly relevant 

player can be a “central” government, i.e. Brussels.  

 

2.2 The Model (II): On the Equilibrium Scope of Fiscal Expansion  

 

Such a suggestion stands apart from the bulk of considerations regarding the 

finances of the EU member states. Usually the flaws of the Stability and Growth 

Pact (more specifically its inability to allow for fiscal flexibility) are studied and 

most proposals for remedy are in line with the view there is no prospect for 

another budgetary regime than the one in place (for an extended overview see 

especially EU Commission, 2005). So it is time to rethink the resulting dichotomy 

between a centralized monetary policy and decentralized fiscal management in 

the euro area or, what is the mirror picture, the predestined lack of a standard 

policy mix to fight recessions, stimulate growth and deal with unemployment.  

To explain why a centralized budget is superior to the many individual national 

budgets we draw on a model by Cooper and Kempf (Cooper et al., 2002), where 
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stabilization is based on risk sharing between employed and unemployed. 

However, we slightly depart from the original model which envisages inflation 

tax as a redistributive tool the fiscal authorities have on hand, but which is 

unrealistic in the real world of Europe’s EMU. By eliminating the opportunity of 

creating money to finance benefits and transfers to stabilize aggregate demand 

the model is better tailored to mirror the independence of the ECB and the 

limitations of the –national - fiscal efforts during downswing periods. 

The model posits that the optimal non-cooperative government policies perfectly 

insure agents from the current risk of unemployment; consumption levels are 

independent of employment status in youth. Cooper and Kempf stress the use of 

money creation to ensure that the nominal incomes of agents within a country 

are equal (IEt = IUt ) in any period of time t, regardless of their employment status 

(E or U). Consumption does not vary with shocks. For simplicity the model 

assumes that in this monetary union each government imposes a proportional 

income tax. The income tax provides a basis for financing unemployment 

insurance. In this case, a monetary union is welfare improving regardless of the 

correlation of shocks among member economies, but there is no guarantee this is 

superior to a centralized budget: 

Income tax revenues affect the budget constraint of the home fiscal authority. It 

is given by 

(1 − qt)bSt= τStptnqt +ΔSt            (1) 

where 1-q is the unemployment rate (u = (1-q)/1), bSt  are the provided 

unemployment benefits, τS  is the tax rate, n is the level of output per worker and 

ptnqt  is the output in “Home” priced at the prevailing price level in period t. Also, 

the monetary transfers to the fiscal authorities are ΔSt7.  

To study stabilization within the European EMU, we must realistically suppose 

that the ECB keeps the nominal stock of money fixed, regardless of a shock to an 

individual country. This leaves the affected national government with a simple 

                                            
7 For convenience we hereafter omit the time subscripts. 
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fiscal policy: taxation of the nominal income of the employed which is transferred 

to the old and unemployed home agents who consume the home good. Given only 

the nominal labor income is taxed at a rate τ, then the government collects 

nominal revenue of  

T = τpqn.                                         (2)  

Maximal nominal government spending on domestic goods is given by M + T so 

that goods market clearing is 

(M + T) = (1-f)pqn.                       (3)   

where T is a nominal transfer made to home agents who consume the home good, 

M is the fraction of the aggregate money stock ΔSt spent on the home market and 

f is the share of foreign goods in the domestic market. Inserting (2), this condition 

becomes 

(M + τpqn) = (1-f)pqn.                    (4) 

In the case of a shock the government is endeavoring to keep output close to 

potential; this translates into maximizing the employment rate (or, what is the 

same, reducing the unemployment rate). We do so by differentiating (4) with 

respect to q which after rearrangement yields 

dM/dq = pn-τpn-fpn.                        (5)  

Bearing in mind there is no bail out in the EMU due to the independence of the 

ECB we set dM at zero which is also the first order condition for maximization. 

This implies (after some manipulation)  

pn(1-τ-f) = 0;               (6) 

Division of both sides by pn leaves 

1-τ-f = 0             (7a) 
and hence 

τ = 1-f.                      (7b) 
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The result is that it is the tax rate and therefore the burden of taxation which 

determines the ability of an individual government to act efficiently to close the 

potential gap soon. On its part it depends on the degree of openness of the 

economy. Small and more open countries would better respond to a sudden shock, 

whereas big and more closed ones will need a greater amount of fiscal 

intervention. This is an important conclusion, since the EMU is quite 

heterogeneous with respect of the variance of the countries’ size – from tiny 

Malta to big Germany. The historically evolved European variety makes it 

distinct from national states and other optimum currency areas (Table 1). At the 

same time it helps to understand why it is difficult for the EMU to fight 

recessions as effectively as national states with national budgets. Hence the 

finding that fiscal restraints in Europe are unnecessary as long as the EMU 

retains a high degree of fiscal decentralization (Eichengreen et. al., 1995) is 

problematic.  

Table 1: The EMU 13 Variety in Comparison to National States 

Country/Area 

Population, 

mn 

NUTS-0/1 

Regions 

Standard 

deviation of 

population, mn

EMU 313 13 26.1 

US 300 50 6.5 

Germany 82 16 4.4 

Source: CBO; EU Commission (2006) 

 

Yet not only is the SGP limiting the room for fiscal maneuver in Europe. Also 

shock accommodation lasts obviously longer in the bigger economies of the EMU. 

This produces the negative statistical effect of making the European economy 

less flexible than, say, the US economy, which is unlike the EU an optimum 

currency area. When only a restricted fiscal intervention is in place the economy 

is stuck in a “wrong” equilibrium with employment gap mirroring the shock and 

no-escape is – at least in the medium run - the undesired outcome. Moreover, the 
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size of the participating country decides how increased spending by the national 

government translates into output gains. This may better work for a small 

country which is an interest rate taker. In contrast, a big country is very much 

able to influence the interest rate level in Europe’s monetary union and this 

highlights the need for policy mix. Basically it would imply some monetary 

response to a fiscal expansion in the big country: in order to avoid credit crunch 

and recession elsewhere, the ECB would allow for credit growth. Yet by virtue of 

her independence and for stability considerations applied to the EMU as a whole 

the ECB hardly will be willing to monetize individual fiscal efforts. Again, in the 

case of very small and small member states of the EMU this will be less harmful; 

in the case of the big economies of Germany, France, Italy (and perhaps Spain) it 

would be detrimental, as demonstrated by a standard IS-LM schedule interaction 

(see Figure 1).  

Figure 1: Government Spending in Big Member States at Fixed Interest Rate 

 

E’

E 

i

i0

i’ 

Et

Y

Source: Author 

 

In the figure the initial level of output is determined at the first equilibrium 

point E; an initial interest rate i0 is attributed to it. Spending increase by the 

government of a big country would move the economy to point Et if there was a 

policy mix resulting in a subsequent action by the ECB to expand the money 

supply. Otherwise the greater demand for real balances (as a consequence of now 
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higher income in the country) would require interest rate to rise. If the ECB 

would not act, higher interest rates (up to i’) would cause the output to fully or 

partly return to point E. Thus the separation between monetary and fiscal policy 

in Europe makes it in the case of large countries unlikely that national spending 

efforts are very successful in bringing actual output back to potential. With the 

Central bank standing at the sidelines a crowding out unleashed by the 

expansionary policy of the national government is expected to reduce private 

spending, especially investment, and to prolong the recovery process.8  

Yet this does not indicate the small member states do not face constraints to pull themselves 

out of recession (Figure 2). Models tend to prove that the impact of taxation and government 

spending on marginal costs and aggregate supply can be considerable. Because both income 

and consumption taxes lower the real wage they at the same time increase marginal 

production costs. As a result labor supply is reduced. Then the effect of an increase in 

government spending is the reduction of private wealth and lifetime private consumption. 

With consumption decreasing, the marginal utility of consumption relative to leisure 

increases. To restore consumption and wealth private households must increase their labor 

supply. Obviously, if the tax burden is heavy the incentives to work harder eventually will 

subside which tends to make small member states less bouncy too (Herz et al., 2006). 

 

Figure 2: Government Spending and Output Response in Small EMU Countries  

 

Output growth 

Government 

spending

Source: Author 

                                            
8 Here the degree of crowding out is important. It will be smaller at first and bigger later, as the LM-schedule 
becomes increasingly vertical.
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3. On the size of the central budget 
 

How big should be our envisaged EMU budget? The others’ experience – USA, 

Canada, Australia, Germany – all federal states enjoying fiscal redistribution, 

may provide first tentative rule of thumb. In all these countries the size of their 

general government is between one third and half the nominal GDP. Fiscal 

federalism allows for payment reductions to the federal/central government 

during downswing periods and at the same time for increased center-periphery 

transfer receipts. Across nine big US regions the estimated tax elasticity of 

budget payments in recession averages 0.35, i.e. payments to the center are cut 

by more than one third. Conversely, receipts from the Federal government swell 

up to 8 percent. As a result the amplitude of the business cycle in the region is 

strongly smoothed: on average 40 percent of the income loss due to the recession 

is offset this way (S.-i-Martin et al., 1992). This is a considerable result and 

although more recent research has revised the net effect downward (Mélitz et al., 

1998) the question remains how to cushion permanent shocks in the absence of a 

redistributive system. Again, the EMU differs from European national states 

organized on federal principle as, say, Germany: In that country the so called 

horizontal inter-Laender (inter-regional) fiscal redistribution makes one fifth to 

one fourth of the total of some local budgets. Yet in Germany the aim of the 

redistribution is a permanent almost-equalization the spending power of the 

federal Laender. This is not to be confused with the cycle smoothing purpose of 

the Community budget. Moreover, for political reasons any permanent scheme of 

direct inter-state redistribution is hardly applicable to the EMU.  

Hence, to consider the viable size of the European budget we first assume that it 

will still differ from a national budget in the sense that only the automatic 

stabilizers will be in place. This is in line with other proposals who envisage 

budgets with limited functions, precisely only for stabilization purpose. An active 

discretion is for uncertainty and lag reasons ruled out. It can be feared that any 

hypothetical European government (made up by various nationals with varying 

cultural and historical background) would be prone to more volatility in its fiscal 
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policy than a typical national administration. If, for example, “Brussels” has 

typically cut taxes in recessions and now it decided not to do so, aggregate 

demand can fall further since the public had expected tax cuts which do not 

occur. Also, because the link from spending to growth does not work 

instantaneously, stabilization policy may eventually be destabilizing in a complex 

Europe. However, even stripped off other functions but stabilization the 

remaining volume of the future European budget would still be much bigger than 

the one-percent current budget.  

Next, one should compare the fiscal policy multiplier with and without policy 

mix. Typically, the latter is smaller while the former is bigger. In the IS-LM 

model employed above this is due to the restrictive effect of rising interest rates 

with a fiscal expansion. The respective multiplier is9  

μ = αh/(h+kbα)                 (8)   
with μ the multiplier with interest rate adjustment and α the multiplier without 

interest rate adjustment. b, h, and k is the responsiveness of investment to the 

interest rate, of demand for real balances to interest rate and of real balances to 

output growth, respectively. Importantly, μ is less than unity10 while α, the 

multiplier in the form (1-c(1-t))-1 is usually bigger than 1. For political acceptance 

we establish the central budget is used only for stabilization reasons, hence there 

are no other expenditures (on agriculture or structural measures) than transfers 

to depressed member states.  

In an EMU with automatic stabilizers only, there is no μ, rather just α. As 

explained, the ECB cares about the aggregate economy of the EMU. Therefore 

any attempt by individual government to invigorate growth by additional 

spending does not affect EMU’s monetary indicators like short term interest rate 

and real balances. The effect of the fiscal federalism is then a function of the 

transfers by the central government to the respective national government i: 

Yi = Tr/α.                (9) 

                                            
9 For derivation see Appendix 1. 
10 By setting α at 1 and division of the numerator and denominator by h we obtain: 1/(1+kbα/h) which is less 
than 1. But even for greater values of α the result is similar.  
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This presupposes a European tax and unemployment insurance paid to the 

supra-national budget. Other authors come to the same conclusion: The EC has to 

increase the size of its budget dramatically (since the SGP prevents to increase the stabilisation 

burden of the national governments), through the creation of a EC-wide tax-transfer system 

(Governatori, 2003). Depending on the marginal propensity to consume and the 

“European” tax rate a Euro transferred to the suffering economy would cause the 

output to rise by more. We further assume the EU budged legislation is changed 

in the future to allow governments of distressed countries for transitory 

reduction of the rate of the “European” tax as a form of demand stimulus. In this 

case the effect would be even bigger because of an enhanced multiplier. So the 

question how big the European government must be must be linked to a 

workable fiscal support. While technically the government share of the economy 

can vary between one (total centralism) and zero (no taxes collected) we believe it 

is sufficient to keep the EMU budget closer to the minimum. After all, the small 

(by European standards) US Federal government budget is about one fifth of 

America’s GDP, yet it contains the not so negligible amount of the government 

purchases. Net of purchases the expenditure is mostly reduced to various 

transfers of some 15 percent of the US GDP. The US multiplier is due to the 

greater propensity to consume and the lower tax burden much bigger than in the 

most European countries.  

This gives an idea about the design of Europe’s own future budget set up 

exclusively for stabilization purposes. It will be therefore an economic insurance 

against output disturbances and will be sized upon the assumption that not the 

entire EMU will fall into recession simultaneously. Insurance work properly if 

only some member states suffer a slowdown, otherwise the “insurance company” 

would collapse, unless the “premium”, in this case the taxation, is expanded to 

cover more spending. What is reasonable, then? To prepare for sufficient 

capacities we assume a worst case with the three biggest economies – Germany, 

France and Italy - responsible for roughly two third the EMU GDP to slide 

simultaneously into recession, while the rest of the member economies is in good 

condition. How big should the European budget be to meet the requirement to 

provide relief? Research result suggests that the standard deviation of the budget 
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deficit by country in the EMU is -under normal circumstances- about 2.5 

percentage points (Kiander et al., 2000). This is backed by the finding that at 

least one-third of the initial shock to the US regions is absorbed by the Federal 

Government. In Europe, where national governments are unlike the US Federal 

states allowed to run deficits, the figure would be even smaller. In extraordinary 

situations, it may double to 5 percent of the national GDP. This translates into 

an estimated volume of the EMU’s budget of roughly 3-4 percent of the total 

EMU output. If the tax base is 50 percent of the GDP, a tax rate of 6-8 percent 

will be required to finance the budget.  

Other proposals come to similar figures, e.g. 2 or 3 percent of countries GDP, 

although they may vary depending on the agreed amount transferred (Italianer 

et al., 1994; Mélitz et al., 1993). In the case of a simultaneous slump in the 

biggest economies and when the fiscal expansion is more generously sized (4 

percent), roughly 2.4 percent of the EMU GDP will be required.  

For simplicity, again, we treat member countries as economic agents paying 

taxes to Brussels and receiving benefits from there. Then in the case of an 

adverse shock a reduction of tax payments is expected to increase the multiplier. 

More transfers will keep the marginal propensity to consume closer to potential 

with a cushioning result. The stabilizing effect is significant due to the low tax 

rate of less than 0.1: at the current marginal propensity to consume of 

approximately 0.65 in Europe the resulting would be some 2.5. This is well ahead 

of the most national multipliers.   

Some side effects of a Community budget arise, however. Firstly, the existence of 

built-in automatic stabilizers will require abandoning the idea of a balanced 

European budget. This is politically a hard issue in Europe. Secondly, large 

transfers in favor of big countries like Germany will cause the terms-of-trade to 

shift within the EMU giving the recipient additional competitive edge (Figure 3). 

If the Community (E) makes a transfer to Germany D (or France, Italy), income 

in E is reduced, causing expenditure to shrink while the recipient nation D 

correspondingly increases its expenditure. This shift in the EMU’s spending 

structure entails shift in the relative demand and relative price, i.e. the terms of 
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trade. The reason is countries usually allocate higher proportion of a marginal 

shift in expenditure to home made goods (as a rule services) which at any initial 

relative price level increases the quantity supplied by D. The relative supply 

falls, causing the relative supply curve to shift to the left from equilibrium point 

E to a new equilibrium E’. This is associated with a new, lower, relative price in 

favor of Germany. The conclusion is, large countries (who affect relative prices) 

may gain twofold: by receiving transfers from Brussels and by boosting their 

competitiveness.   

There are even more considerations related to the different size of the EMU 

member economies. Big countries - Germany, France and Italy which count for 

roughly 30, 20 and 17 percent of the EMU economy - respond differently to 

changes in spending or to automatic stabilizers than smaller members. Since 

they are less open, even small depreciation in real terms may work. Therefore the 

proposed central budget must not be too large.  

 

Figure 3: Effect of a Budget Transfer on Competitiveness  

 

Relative 

quantity 

Relative 

price 

E 

E’ 

Source: Author 

 

The opposite may occur to small, i.e. very open economies. They feature lower 

elasticity of import with respect to prices for imported goods and tend to end up 

with higher price level but with little growth after depreciation. Fortunately, they 

can rely on the big countries’ demand picking-up and providing incentives to 

growth.  
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The propagation effects of central stabilization measures during a recession in 

big and small countries differ, too. Large countries are less sensitive to tax cuts 

elsewhere, while the smaller and peripheral members might be strongly influenced 

by tax changes in large and central ones. The direction of the effect is however 

ambiguous: tax reductions by the big may force the small to follow. Alternatively, 

by returning to growth the big can pull the small out of crisis, etc. In any case 

lacking a supportive central budget and within a low inflation environment the 

adjustment of the real exchange rate in the EMU will continue to fall on 

employment and unemployment.  

 

4. Appendix 1: Derivation of μ 

 

The investment spending function is I = Î-bi with b>0 the responsiveness of 

investment spending to the interest rate. Y = AD = Ā + c(1-t)Y – bi, with AD and 

Ā the aggregate and autonomous demand, respectively. Then Y = (1/(1-c(1-t))(Ā-

bi), or  

Y=α(Ā-bi)  (1).  

The demand for real balances, L, is expressed as L = kY-hi, with k and h the 

sensitivity of the demand for real balances to the level of income and the interest 

rate, respectively. The real money supply is M/P, hence in equilibrium M/P = kY-

hi. By solving for i we obtain:  

i = 1/h(kY-M/P)  (2).  

Inserting i in (1) gives Y = α(Ā-b/h(kY-M/P)) or, 

Y = (hα/(h+kbα))Ā + (bα/h+kbα))M/P,  which can be simplified to  

Y = μ Ā + μ(b/h)(M/P), as  

μ = α/(1+(kαb/h)). 
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