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FRANCESCO GIAVAZZI  AND CARLO A .  FAVERO :  REVISIT ING
“IMMEDIATE CHALLENGES FOR THE EUROPEAN CENTRAL
BANK”

December 2002

HM Treasury invited Francesco Giavazzi to revisit the 1998 paper ‘The Immediate
Challenges for the European Central Bank’ 1 co-authored with Carlo Favero and Rudi
Dornbusch, with particular reference to three challenges identified in the paper: to “tread
the narrow path between an institutional revolution and uninterrupted continuity with the
Buba”; to “conduct a European policy”; and to “develop a grip of the monetary mechanism
in the European economy.” (p. 52).

1 . INTRODUCTION 2

1. This paper reviews, in the light of developments in the euro area since the start of EMU
and also of some new research we have conducted on this subject, the way the ECB has dealt
with three challenges that were pointed out, prior to the start of EMU, in DFG (Dornbusch,
Favero and Giavazzi, 1998). The three challenges were:

(a) To “tread the narrow path between an institutional revolution and
uninterrupted continuity with the Buba”;

(b) To “conduct a European policy”; and

(c) To “develop a grip of the monetary mechanism in the European economy.”

2. Section 2 of this paper discusses issues (a) and (b), which are closely related.

3. Section 3 analyses developments in the monetary transmission mechanism. Beyond
discussing whether monetary transmission within the Euro area has become more
symmetric since the start of the EMU, we also ask whether, in the past five years, the
asymmetries between the UK and the Euro area economies have remained significant, or
have weakened.

4. In Section 4 we briefly discuss developments in the spreads among Euro-denominated
bonds issued by different Euro area countries and in asset swap spreads within each country.
This issue had not been anticipated in DFG, but has lately become significant in connection
with the difficulties the Growth and Stability Pact has run into.

1 Dornbusch, R., Favero, C. and Giavazzi, F. (1998) ‘The Immediate Challenges for the European Central Bank’, Economic
Policy 26, April, pp. 17-64.
2 We thank Andrea Civelli for discussions and research assistance.
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2 . ECB MONETARY POLICY:  WALKING A TIGHTROPE
BETWEEN THE BUNDESBANK AND THE FED

5. DFG (1998) concluded that:

“The ECB must tread the narrow path between an institutional revolution and
uninterrupted continuity with the Buba. The capital markets will be unforgiving if
they see anything less than Bubaness. But the political community will be
unforgiving if they do not see a genuine preoccupation with being European. The
ECB must also conduct a European policy. It cannot get itself to accept solving
every local problem by excessive regionalization of its policy; it must work on the
broad picture of stabilizing European prices, not putting a lid on German inflation
or a floor under French deflation. The challenge is to shift the discussion to
European averages and credibly work with these.”

6. Four years down the road, how did the ECB behave? Figures 1 to 3 in the Appendix help
us understand two issues that were mentioned in the paragraph quoted above:

(a) whether the ECB has run a truly “European” policy, i.e. whether, in setting
policy rates the bank has been concerned with Euro area data, or has given
special attention to data from a subset of the Euro area economy, for instance
to German data only;

(b) whether the ECB, in setting policy rates, has given to the twin objectives of
price stability and output growth the same weight the Bundesbank would
have given, or instead it has behaved more like the U.S. Federal Reserve.

7. Each Figure reports a Taylor rule and the actual policy rate set by the ECB (EUONIA). The
Taylor rule includes the one-month lagged policy rate, the contemporaneous output gap and
deviations of the contemporaneous 12-months ahead inflation expectation from the inflation
target, exogenously set at 2 per cent. Inflation expectations are from “Consensus Forecast”
available on Datastream.

8. With three years of data we are unable to estimate the parameters of a Taylor rule for the
ECB: we thus use, alternatively, the parameters estimated for the Bundesbank and for the Fed.

9. The coefficients of the Taylor rules estimated for the Bundesbank (over the interval
1987:1-1998:12) are 1.95 on expected inflation and 0.30 on the output gap. The degree of
persistence (coefficient on the lagged policy rate) is 0.93 and the equilibrium nominal policy
rate 4.7 per cent.

10. The coefficients of the Taylor rules estimated for the Fed, over the same interval, are 1.10
on expected inflation and 0.79 on the output gap. The degree of persistence is 0.88 and the
equilibrium nominal policy rate identical: 4.7 per cent. The sample over which the two rules
are estimated starts with the Greenspan chairmanship and ends with the creation of the ECB.
As expected, the Fed appears to give a higher weight than the Bundesbank to the output gap,
relative to deviations of inflation expectations from the 2 per cent target.

11. Using these parameters, and data on the output gap and inflation expectations in Europe,
we compute the policy rate consistent with the Taylor rules from January 2000 to September
2002. The end date is determined by the availability of observations on the output gap – last
available observation September 2002. In each Figure we also report 95 per cent confidence
bounds for the Taylor rule.
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12. Here are how the three Figures differ:

• Figure 1 uses Bundesbank parameters, the Euro area output gap and
expectations on 12-months ahead Euro area inflation,

• Figure 2 uses Bundesbank parameters, the German output gap and
expectations on 12-months ahead German inflation,

• Figure 3 uses Fed parameters, the Euro area output gap and expectations on
12-months ahead Euro area inflation.

13. The first observation is the remarkable performance, in Figure 3, of a Taylor rule that uses
the Fed parameters applied to Euro area data. Because our rule stops in September 2002, we
cannot tell by how much the November 2002 cut deviated from this rule. But up to then the
interest rate decisions of the ECB are remarkably close to what the Fed would have done, had
it been faced with Euro area data.

14. If monetary policy in the Euro area had been assigned to the Bundesbank (Figure 1)
interest rates would have been quite different from those chosen by the ECB – though the
differences always fall inside the 95 per cent confidence bounds. The Bundesbank, in
particular, would have been less aggressive in cutting interest rates after September 11.

15. The results in Figure 2 indicate that, had the ECB behaved like the Bundesbank, the cuts
following September 11 are more consistent with German data than with Euro area data.
Since the Fall of 2001 the rule based on Bundesbank parameters and German only data tracks
actual ECB decisions quite well.

16. These results suggest that the ECB has not simply followed the Bundesbank, only
concerned with inheriting German reputation. The monetary policy decisions of the new
central bank have been  different from those the Bundesbank would have made, and closer to
the way the Fed would have behaved faced with Euro area macroeconomic conditions.

3 . CONVERGENCE IN THE TRANSMISSION MECHANISM OF
MONETARY POLICY

17. DFG (1998) argued that:

“The ECB must develop a grip of the monetary mechanism in the European
economy. That task is complicated because financial structures and the wage-price
process differ widely. Our research shows that the monetary process differs
significantly across countries. Moreover, that process is sure to evolve in part as a
result of the financial industry restructuring that is already underway and is
accentuated by the common money. Shooting at a moving target in the fog is no
easy task.”

18. In DFG we had highlighted the different structure of the financing of firms and
households across Europe, and pointed to the possibility that interest rate changes might
affect output and inflation differently from one Euro area country to another. This might
result, we suggested, in the output cost of controlling inflation being unevenly distributed
across the Euro area.

19. The introduction of the Euro has quickened the pace of financial restructuring in the Euro
area: the market for corporate bonds, in particular, previously almost non-existent, has grown
significantly. Are the relative roles of banks and markets in the financing of firms and
households more similar today, across EMU, than they were five years ago? This is the
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question we ask in this section, with one twist: looking ahead to the possibility that the UK
might join EMU, we also ask whether the asymmetries between the UK and the rest of the
Euro area have remained as large as they were five years ago, or have diminished.

The f inanc ing o f  f i rms and households :  have the asymmetr ies  faded
away?

20. The transmission mechanism of monetary policy depends importantly on the
institutional structure through which the activities of households and firms are financed.
Examples include whether house purchase is financed by fixed or variable rate mortgages and
whether firms make more use of equity or bank finance. 

21. In DFG we documented the importance of the differences in the structure of financial
systems, both between different member states within EMU and between the EMU average
and the UK. Have these differences been converging or diverging since the Euro was
launched?

Firms

22. Our findings for firms are based on data from two samples. The first is taken from a recent
report by the European Central Bank on the financial structure of nine Euro area countries;
this we augment with UK data from the UK Office of National Statistics. The second sample is
an annual study by R&S (Ricerca & Sviluppo, the research branch of the Italian investment
bank Mediobanca) on the 256 largest industrial and telecommunication firms that operate in
Europe, the US and Japan.

23. For non-financial companies, Table 1A reports the structure of the liabilities, as a
percentage both of GDP and of total liabilities of the sector. By the end of 2000 the UK was
close to the Euro area average, whether we look at equities or loans, and whether we measure
them as shares of total liabilities or relative to GDP.  For companies, substantial convergence
in financial structure has taken place.

24. Asymmetries remain more marked for the largest corporations (Table 1B). Even here,
however, convergence has been significant. Particularly striking is the change in the role of
markets in the financing of German companies: from one third to two thirds of total
borrowing.

The f inanc ing o f  German f i rms

25. The sharp change in the sources of funds for German companies, and the enhanced role
of corporate bonds, as opposed to bank loans, is confirmed in Figure 4. The Figure shows the
evolution of the spread between the yields on government bonds and corporate bonds rated
BBB of similar maturities. Spreads are shown for Germany and for the UK, a country where
the corporate bond market has always been active. The increase in the German spread, which
has now reached levels quite similar to those observed in the UK, is another indication of the
growth of the corporate bond market in Germany – a market where yields now reflect, much
better than they did in the past, the creditworthiness of private borrowers.
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Households

26. What about households? Table 2 indicates that household borrowing keeps exhibiting
considerable diversity across the EU. UK households borrow significantly more than the Euro
area average – though not as much as in the Netherlands. In all countries, the principal source
of household borrowing is the domestic banking system: here there is greater uniformity, and
the UK is closer to the Euro area average. Within bank borrowing, the principal component is
usually for house purchase. Again, the UK exceeds the Euro area average.

The matur i ty  o f  bank loans  to  f i rms and households

27. An important aspect in the transmission mechanism is the maturity of bank loans. For
instance, UK households borrow more than their continental counterparts: whether this
makes them more vulnerable to changes in interest rates depends on how the maturity of
loans differs between the UK and the Euro area. 

28. Data on the maturity of loans is not easily available. Some information is reported in
Table 3. For corporations the share of loans with maturity shorter than one year – those more
exposed to changes in policy rates – does not vary significantly, with the exception of Italy and
Portugal, where the average maturity is shorter than the average. Data on the maturity of
households loans is too incomplete to draw conclusions.

Summing up

29. Our tentative conclusion is that historical differences in structure of financial systems
have been substantially eroded in the last decade. Within the Euro area, the adoption of
market instruments in the financing of firms has been most marked in Germany, France and
Finland, who have moved towards the practices prevalent in the UK and US. The UK financial
structure, moreover, is becoming more like that of EMU countries, and has moved further in
that direction even during the short time since the launch of the Euro, though differences
persist within the Euro area itself. Our data refer to the end of 2000. The following two years
might have witnessed additional convergence in financial structures.

30. These findings may explain why the large research project on monetary transmission
conducted by the ECB has mostly failed to find evidence in favour of significant cross-country
differences in the macroeconomic effects of interest rate changes.

31. Convergence in European financial structures probably reflects factors that go beyond
the Euro: financial market integration promoted by the Single Market initiative and in part a
response to global competition in financial markets. Since both of these forces will remain in
place, further convergence may occur between different member states of the Euro area. The
UK is already remarkably close to the Euro area average. This is unlikely to change, whether
the UK enters EMU or not.

32. In relation to households, we are unable to reach any definite conclusion. UK households
borrow more than their Euro area counterparts, spend more of this borrowing on house
purchase, and are more exposed to loans at variable interest rates. Would UK households
therefore be more exposed if the UK adopted the euro?

33. What would ‘exposed’ mean? Since the launch of the euro, the European Central Bank has
changed interest rates less frequently than the Fed or the Bank of England, and indeed has
often been criticised for acting too slowly rather than too quickly. So membership of the Euro
area would not necessarily leave UK households facing greater uncertainty about the burden
of interest rate payments than at present.
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4 . ASSET SWAP SPREADS AND THE GROWTH AND
STABILITY PACT

34. One of the reasons for the Growth and Stability Pact was the concern that markets would
be unable to send the right signals by widening interest rate spreads on the bonds issued by
countries which run unsustainable fiscal polices. Figure 5 documents the convergence in
10-year government bond yields in the four largest Euro area economies – which include Italy,
a high-debt country – and in Belgium, also a high-debt country. Spreads on German bonds
have fallen to around 10 basis points, quite independently of debt and deficits. For
comparison, we have reported in Figure 5 the spread on UK government bonds: this has also
converged, although such spread includes an exchange rate risk which is absent from Euro
area bonds.

35. Do the yields on Euro area government bonds recognize the sharp differences in debt and
deficits across member countries? What has been the market reaction, as reflected in bond
spreads, of the difficulties the Growth and Stability Pact has run into?

36. An interesting way to understand what lies behind the convergence of bond yields is to
consider asset swap spreads. These spreads measure the difference between the yield on a
10-year swap (the fixed rate component of a contract in which a flow of variable interest
payments is exchanged for a flow of fixed rate payments) and the yield on a 10-year
government bond. Asset swap spreads thus measure the relative default risks of the two
assets. Spreads are typically positive, and a reduction in their level signals a fall of the risk
associated with the private contract, compared with that on government paper.

37. Figure 6 and Table 4 show the evolution of asset swap spreads on 10-year instruments for
the four large Euro area countries, plus Finland and Belgium. As above, we also report UK
asset swap spreads for comparison. The interesting observation is the recent change in
spreads. Since April 2002, as the fiscal problems of France and Germany have become
apparent, the risk premium on private contracts in both countries has fallen, signalling that
the relative quality of French and German government bonds has deteriorated. This has not
happened in the rest of the Euro area. In Finland, one of the Euro area countries with the best
fiscal performance, spreads have widened.

38. Eyeballing the data is no alternative to serious statistical work, which still needs to be
done. But the data on asset swaps seem to suggest that financial markets in the Euro area do
respond to news on fiscal policy – though probably not enough to exercise sufficient fiscal
discipline and thus be a substitute for fiscal rules.
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DANIEL GROS 1:  AN APPLICATION OF THE OPTIMUM
CURRENCY AREA APPROACH – REGIONAL VERSUS
INTERNATIONAL L ABOUR MOBILITY IN THE E(M)U

December 2002

HM Treasury invited Daniel Gros to revisit his 1996 paper ‘A Reconsideration of the
Optimum Currency Area Approach: The Role of External Shocks and Labour Mobility’ 2 with
particular reference to the quotation:“International labour movements in the EU (especially
immigration from third countries) have now increased to a point where they are of a
comparable order of magnitude as inter-regional migration within member countries. EMU
should thus not be more difficult to manage than existing Monetary Unions in Europe that
member states represent.” (p. 29).

ABSTRACT

1. According to the bible on the optimum currency area approach (Mundell (1961), the case
for flexible exchange rates based on national currencies is only as strong as the difference
between inter-regional and inter-national labour mobility. For the US the difference between
inter-regional and inter-national labour mobility is very large, making a strong case for the
US dollar. However, for most EU countries this difference is much smaller, implying that the
case for national currencies is much weaker in Europe. The UK seems to occupy an
intermediate position between the average EU and the US. There is some evidence that
international migration within the EU-15 responds to national labour market conditions, but
the effect is quantitatively negligible.

I .   INTRODUCTION

2. Discussions of the economic costs and benefits of EMU usually take as their basis the
optimum currency area (OCA) approach.  This approach starts from the premise that when
an external shock hits the economy, it is easier to adjust the exchange rate than domestic
prices or wages.  In the words of Mundell (1961):

A system of flexible exchange rates is usually presented, by its proponents, as a
device whereby depreciation can take the place of unemployment when the
external balance is in deficit, and appreciation can replace inflation when it is in
surplus (p. 657).

3. Most economists accept the general idea behind this approach, namely that nominal
wages are usually sticky in the short run and that it is therefore easier to adjust to external
shocks and obtain changes in the real exchange rate, or the terms of trade, through a
movement in the exchange rate.  When the exchange rate is fixed and wages are still slow to
adjust, negative external shocks will lead to unemployment. The only channel for market
adjustment that remains at this point is migration.

1 Many thanks for Anna Turmann for dedicated research assistance.
2 Gros, D. (1996) ‘A Reconsideration of the Optimum Currency Area Approach: The Role of External Shocks and Labour
Mobility’, Centre for European Policy Studies (CEPS) Working Document No. 101.
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4. One key question to ask in evaluating the economic case against EMU thus concerns the
potential role of labour mobility.  To cite again the classic in this area, Mundell (1961):

The argument for flexible exchange rates based on national currencies is only as
valid as the Ricardian assumption about factor mobility (p. 661).

According to Mundell, the latter has two aspects: “that factors of production are
mobile internally, but immobile internationally” (Ibid.).

5. The emphasis on the difference between inter-regional and inter-national labour mobility
in Mundell is often overlooked in discussions about EMU. If one were to find that labour
mobility is as low within member countries as it is between them, one would have to conclude
(yet again!) with Mundell that “the optimum currency area is the region” (Ibid., p. 660).

6. To paraphrase, the case for flexible exchange rates based on national currencies is only as
strong as the difference between inter-regional and inter-national labour mobility. This key
point is almost invariably overlooked in the literature on EMU which considers only one
aspect, namely the low degree of inter-national labour mobility within Europe, without
checking whether it is much different from inter-regional mobility within countries.

7. But even if one abstracts from this argument, larger questions remain:  How important is
labour mobility in theory and in practice? Is the general impression that labour mobility is
extremely low in Europe justified? Is more labour mobility desirable for EMU (because it
facilitates adjustment)? Or is it undesirable (because it favours concentration), hence
increasing the potential for more asymmetric shocks in the future?

8. This note is organised as follows: Section II presents some basic  data on inter-national
and inter-regional labour mobility. Section III provides some evidence on the degree to which
existing labour mobility in Europe actually contributes to regional adjustment. Section IV
reviews briefly previous studies on migration in the US that do not confirm the conventional
wisdom. Section V discusses some limitations to the view that more labour mobility is always
better. Section VI offers conclusions.

I I .   INTER-NATIONAL VERSUS INTER-REGIONAL MOBILITY

9. It is a commonly accepted proposition that labour mobility in Europe is very low in
absolute terms and in comparison with the US. A corollary is that the potential costs of EMU
should be high. This corollary is not warranted, however, because, as argued above, the key
consideration for the OCA is the difference between inter-regional labour mobility within
countries and labour mobility across countries. Neither factor has so far been documented
systematically because of the absence of reliable statistical material. A key problem is that
national population registries often apply totally different methods to classify inter-national
migrants and have little incentive to follow people who leave the country. Regarding
immigration the official statistics obviously fail to capture the large numbers of illegal
immigrants. Illegal migration might also contribute to economic adjustment, but this is
impossible to document in the absence of reliable data.

10. The US seems to conform best to the ‘Ricardian’ assumption about labour mobility: In the
US about 3% of the population moves across state boundaries every year versus only about
0.6% who enter the US from abroad. Inter-regional migration is thus definitely much larger
than inter-national migration. Moreover, it seems that for the US intra-national migration
responds much more to local labour market developments than inter-national migration,
because the latter seem to be influenced much more by longer-term considerations, such as
the difference between the level of wages abroad and in the US.

DA N I E L GR O S12



123

11. The key question is thus: Does this Ricardian assumption also describe the reality for the
EU (or rather its member countries)?  

12. The first point in this respect is that regional migration within countries of the EU-15 is
much lower than regional migration within the US. Mobility within EU nation states
amounted to 4 million people in 1999 (around 1.2% of the population), whereas in the US,
migration across states and within the country amounted to 8.4 million people (3% of
population).  Moreover, the regions within member states are on average smaller than US
states (there are close to 100 regions by the Eurostat classification with an average population
of around 3.5 million, against 50 states for the US, with an average population of around 5.5
million). Taking the difference in unit size into account one could thus argue that the effective
rates of intra-national migration are about one third smaller in the EU than in the US.

13. But what about the second part of the story, inter-national migration? It is not widely
appreciated that over the last few years international migration flows to the EU have been of
a similar order of magnitude as those of the US, which is often used as a reference point.  In
2000 about 2 million people entered the EU-15 across international borders, representing
about one half of one per cent of the population. In the US, international inflows amounted
to about 1.75 million in 1999 which represents 0.6% of the population.3

Table 1: Inter-national and intra-national factor mobility compared

1999 and 2000 data. Source: Eurostat and US Census Bureau

14. If one compares the EU (or rather its member states) to the US the following picture
emerges: for the US intra-national migration is almost an order of magnitude higher than
inter-national migration, but this is not the case for the EU, where intra-national migration is
much lower.  The last column of Table 1 shows the appropriate comparisons: for the EU intra-
national migration is ‘only’ two times larger than inter-national migration, compared to a
ratio of almost 5 for the US. It is interesting that for Germany inter-regional and inter-national
migration are of approximately the same size.
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3 Data taken from US Census Bureau, Population Division.

Gross flows as % of population

Inter-national Inter-regional Ratio: Inter-regional
Migration Migration /International

US 0.6 % 3.0 % 4.8

UK 0.6 % 1.7 % 2.8

EU 0.5 % 1.1 % 2.0

E 1.1 % 1.2 % 1.1D
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15. The raw data on (gross) migration flows thus suggest the following result: the Ricardian
assumption that there is a qualitative difference between labour mobility across regions
within countries and across international borders seems to apply to the US, much less so to
the EU-15 average and not at all to Germany. The UK seems to occupy an intermediate
position between the EU average and the US.  Migration of EU citizens across EU borders is,
however, only a fraction of overall international migration. Only about 25% of cross-border
migrants in the EU come from other EU countries. (See Table 2.)

16. The figures discussed so far refer to one specific year, but it seems that these flows do not
change greatly over time.  Regarding inter-regional migration the data are not always
available regularly (e.g.  on an annual basis).  For those countries for which it is available, it
seems that there has been little change over the last decade.  Inter-national migration seems
to be more variable as it can be influenced strongly by policy changes. The most important
change in this respect seems to have taken place in Germany, where immigration fell strongly
between the early and late 1990s, mainly as a result of tightening policy. By contrast,
immigration seems to have increased for a number of other EU member countries. Looking
at the EU average it appears that between the early 1990s and now, there has been a slight
reduction in inter-national migration. This implies that the finding of Gros (1996), as based
on data from the early 1990s, has to be somewhat modified in the sense that the difference
between inter-regional and inter-national migration flows has somewhat widened (basically
inter-regional flows were ‘only’ 60% larger in the early 1990s, but are 100% larger today).

Table 2: Migration in Europe, 1999
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I I I .   DO OBSERVED L ABOUR MOVEMENTS CONTRIBUTE TO
ADJUSTMENT?

17. This is what the basic data on population movements can tell us. In order to evaluate if
labour mobility functions as an adjustment mechanism for labour market disequilibria in
Euroland, the decisive point, however, is not the total of migration flows (between European
countries and/or regions) but rather, whether flows of people (and hence also workers)4 react
to the state of local labour markets. It is more difficult to arrive at definite conclusion.  The
only certainty seems to be that there are large differences between member states in this
respect.

18. To illustrate these differences we provide some simple regression results for three
countries with potentially different sensitivity of inter-regional migration to economic
differentials: Germany, Spain and the UK. For all three countries we investigated the impact
of unemployment and wage levels on inter-regional net-migration flows (within the
respective countries, scaled by population). Depending on data availability, we used 2001,
1999 and 2000 data, respectively. The purpose of briefly presenting these results is simply to
illustrate some stylised facts. For a comprehensive survey of this issue, see Puhani (2001) and
Ederveen and Bardsley (2002).

19. In the case of Germany5 our simple regression analysis delivers a significant correlation
coefficient and a strong impact of unemployment (after the outlier Niedersachsen was
eliminated). Although the number of observations is small, the results are still statistically
highly significant. The slope coefficient of about -1 (with a t-statistics of over 4, see Table 3)
suggests that the unemployment rate of a “Land” has a clear negative impact on the rate of
regional in-migration.

20. However, the flows across German Länders are still small if compared to the existing
unemployment differences. The regression result implies that a one percentage point
difference in the unemployment rate leads to a higher rate of out-migration of 0.1 per cent.
Under the assumption that all emigrants are unemployed and immediately find a job outside
their original region, it would thus take ten years to eliminate a ceteris paribus 1% rise in
unemployment through migration. The wage-effect is insignificant.

21. The data on regional migration for the (NUTS-2 regions) in Spain6 provide a totally
different picture. In this case there seems to be no link at all between the economic variables
and regional migration flows (This is not only a result of this specification. The
unemployment variable did not have a statistically significant impact on regional migration
flows in whatever specification used.) The order of magnitude of the rates of migration is
different. For Germany it is about 0.6 to 0.8% (of resident population) whereas in Spain it is
only 0.4% (see Graphs A1 and A2). Yet the differences in unemployment rates for Spain are
higher on average. The differences alone suggest that migration flows in Spain are less
sensitive to unemployment differentials than in Germany. This result corresponds to one of
the findings of Ederveen and Bardsley (2002), who present a meta-analysis of 22 empirical
studies on labour mobility within and across the EU. The study shows that migration flows in
southern European countries are less sensitive to wage and unemployment differentials than
in other countries, in particular in Germany and the UK.
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4 Leuvensteijn and Parikh (2001) show that the discrepancy between normalised population and labour migration data is not
significant and that the results are similar.

5 Puhani (2001) also examines net migration for German regions but considers a longer time period.
6 NUTS is an abbreviation standing for ‘nomenclature des unité territoriales statistiques’ and refers to the decomposition of
the EU into smaller administrative units. NUTS-1 comprises for instance the 16 German Länder. Spain has a similar number
of units at the NUTS-2 level.
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22. In the case of the UK the labour market seems to be much more responsive to local
economic conditions: migration flows across NUTS-1 regions are strongly affected both by
the unemployment rates and by local wage rates. The impact of unemployment on migration
flows is 50% larger than for Germany. But this still implies that it would take 6-7 years if a
regional unemployment problem were to be solved only through migration.  The surprising
result is that the coefficient on wages does not show the expected sign. It is highly significant,
but its sign is negative, implying that higher wages lead to less inward migration. This result
seems to be driven by the data for London, which recorded large population outflows despite
having the highest level of wages. It is possible that this reflects the movement of commuters
just outside the Greater London area.

Table 3: Estimation results for net inter-regional migration

23. On the European level, choosing a place to stay seems be weakly correlated with
unemployment and wage differentials of the EU-15 countries (see the last column in Table 3).
Both coefficients have the expected sign and are significant. Yet one should bear in mind that
the number of observations is low (data for BE, GR, ES, FR are missing) and since the
unemployment coefficient is so small (-0.1), migration flows across European countries seem
to react much less to unemployment differentials than flows within countries (the coefficients
for inter-regional migration in Germany and the UK are 10-15 times larger). The root cause of
this result is of course that migration across borders is very low in the EU in absolute terms
(again see Table 3 above). The shock absorber function of labour mobility on the inter-state
level therefore seems negligible in quantitative terms.

IV.   THE CONTRIBUTION OF L ABOUR MOBILITY TO
ADJUSTMENT TO REGIONAL SHOCKS IN THE US

24. It is documented above that people move much more often in the US than in Europe.
What matters in the context of discussions about EMU, however, is the extent to which net
movements react to local unemployment. The previous section documented that in this
respect member countries differ considerably. The general perception of the US is that
migration is a key equilibrating factor. However, it is surprising to note that this perception
has a very narrow base. The most widely cited study is Eichengreen (1993), who compares the
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reaction of inter-regional migration to local unemployment and wages in the US, UK and
Italy. He finds that net immigration to any of the 9 census regions reacts indeed to
unemployment in the previous period, but the effect is rather imprecisely estimated since the
t-statistic is only 1.92. The point estimate (-0.37) implies that net immigration would fall only
by 0.0825 (percentage points) if the average unemployment for the US is 8% and if it increases
in any region from this level to 10%.  If migrants have the same family composition and
activity rates as the local population, the change in migration would thus be equivalent to
1/25th of the increase in unemployment.

25. Blanchard and Katz (1992), henceforth BK, report a much stronger reaction of migration
to unemployment.  They estimate that a negative shock to employment in any “average” US
state is offset within one period by about 60% through migration. The problem with their
approach, however, is that they do not use any data on migration; instead they calculate
implicit migration effects from their data on employment, unemployment and participation
rates.

26. BK argue that migration must account for most of the adjustment to shocks to
employment in the US since they find that a 1% shock to employment in a given state is
followed typically by a 0.3% increase in unemployment and a very small (0.05) decrease in
labour force participation. According to BK, migration must account for the difference, i.e.
0.65% of the total adjustment. This interpretation implies that if General Motors fires 100
workers, 65 of those who do not find a job the same year will have left the region within the
same period. This is difficult to believe even for the US.

27. The BK finding is also difficult to accept because it runs counter to many other studies on
the US labour market, which generally find, as reported in Greenwood (1975 and 1985) that
unemployment is not an important factor in explaining migration flows.  This discrepancy
might be due to the fact that BK do not use any direct data on migration, but calculate
migration as a residual on data on the labour force, employment and unemployment.  Since
these data come from different sources it is likely that some of their coefficients pick up the
inconsistencies in the data (i.e. a measurement error) that is strongly correlated with the
other variables. Since migration is really the residual, the estimated effects of an
unemployment shock are not based only on the migration that actually takes place but also
on the inconsistencies in the data.

V.   CAN L ABOUR MOBILITY BE A SUBSTITUTE FOR REAL
WAGE ADJUSTMENTS?

28. The Introduction referred to the important place accorded to labour mobility in the OCA
approach.  The usual line of reasoning is quite simple. In EMU, unemployment will rise if an
external shock hits a given country or region because nominal wages usually do not adjust
quickly enough to re-establish equilibrium in the labour market.  It is then argued that if all
the unemployed left (and go to the country/regions that experience the mirror image, or
positive side of the same shock), there would be no problem.  This argument is too simple
however, since it neglects the fact that those who leave also reduce the demand for domestic
products.  Emigration of the unemployed shifts the demand for labour again downwards,
which implies that at the (by assumption) fixed nominal wage there will be a second round of
unemployment.
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29. A simple graph can illustrate this idea quite easily. Chart 1 represents the usual model of
the labour market: labour supply is fixed at Ns (e.g. a constant share of the total population)
and labour demand, D, is the usual function of the real wage (on the vertical axis). Initially
equilibrium is attained at the full employment level Ns. An external demand shock is assumed
to shift the labour demand schedule to the left, say to D’. If real wages cannot adjust, labour
demand drops to N’ and there is unemployment equal to Ns – N’.

Chart  1 :  Labour market

30. Apparently the unemployment problem could be solved if the unemployed emigrated
until Ns drops to N'. This reasoning, however, neglects the fact that the labour demand curve
depends not only on the real wage rate, but also on the level of overall demand. Since the
unemployed receive in reality unemployment benefits which allow them to maintain their

128

12

An aside: Is more labour mobility necessarily better for EMU?

The OCA view of labour mobility as an adjustment mechanism looks only at labour flows
as a short-term adjustment mechanism, however, and does not take into account that
concentration of industry and hence pronounced core periphery patterns are more likely
to emerge when labour mobility is high. But since most studies concur that labour mobility
is low in Europe compared to the US (not only across countries, but also across regions
within countries (Decressin and Fatàs, 1995), there should be less concentration in Europe
than in the US.
Some authors have used this line of thought to arrive at a sort of “catch-22”: as long as
labour mobility is low in Europe, EMU is costly because labour mobility is needed to offset
asymmetric shocks.  As the argument goes, however, if labour mobility were to increase
(possibly because EMU comes anyway), concentration would increase and hence the
likelihood of asymmetric shocks would also increase, again making EMU costly. In the flip
of a coin, the choices are: “heads”, EMU is impossible, or “tails”, it is not desirable. The
proper conclusion would seem to be that labour mobility is perhaps less crucial for EMU
than previously thought. Although labour mobility allows for a quicker adjustment to
shocks, it also favours concentration of industry and hence increases the potential for
asymmetric shocks.
Since labour mobility is usually assumed to be important however, it is still useful to take
a look at the data which does not always yield the results that are commonly expected.
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spending close to that of the employed, they also contribute to domestic demand as long as
they stay at home.  If they emigrate, the domestic demand curve for labour will again shift to
the left, say to D’’, thus aggravating the fall in employment that occurred in the first round. At
the given wage rate, this leads to more unemployment and hence more emigration.

31. While it is difficult to determine a priori where this cycle will stop, it is clear that labour
mobility can magnify the impact of demand shocks on regional output.

V1 .   CONCLUSIONS

32. The main argument of this paper is that within the debate about EMU one should not
look only at inter-national labour mobility, but also at the difference between inter-national
and inter-regional labour mobility. The main empirical finding of this paper in this context is
that this difference is much larger for the US than for most EU member countries.  Inter-
national migration into the EU (especially immigration from third countries) has somewhat
declined compared to the early 1990s, so that it now runs at about half the rate of inter-
regional migration within member countries, i.e. inter-national migration is definitely
smaller, but not of a totally different order of magnitude than inter-regional migration.

33. Some simple sample results on recent data for inter-regional migration within larger
member countries show large differences.  However, even for the countries in which inter-
regional migration responds strongest to regional labour market conditions the strength of
the reaction is not so large that one could expect migration alone to have a strong impact on
unemployment differences in the short to medium run.  Moreover, in some member
countries inter-regional migration does not seem to be connected with regional labour
markets and hence contributes little to the adjustment to shocks. EMU should thus not be
much more difficult to manage than the existing monetary unions in Europe that member
states represented up to 1999.  

APPENDIX

Note: The excessive regional outflow for Niedersachsen can be explained by the refugee camp in Friedland. Inflows are
registered as international immigration whereas outflows to other regions within Germany are registered as regional
migration. The trend line does not include Niedersachsen.

Source: Statistisches Bundesamt.
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Source: Eurostat.

Note: The trendline does not include Ireland. Due to missing emigration data the graph does not show BE, GR, ES, FR.
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ANDREW HUGHES HALLETT:  ASYMMETRIES AND
ASYMMETRIC POLICY TRANSMISSIONS IN THE EUROZONE

December 2002

HM Treasury invited Andrew Hughes Hallett to revisit his 1999 paper ‘EMU in Reality: the
Effect of a Common Monetary Policy on Economies with Different Transmission
Mechanisms’1 co-authored with Laura Piscetelli, with particular reference to the quotation:
“...monetary transmission and asset effect asymmetries ... have the effect of destabilizing the
natural (European-wide) business cycle, and of putting the country-specific cycles out of
phase with one another ... Comparatively simple asymmetries in transmission mechanisms
are condemned to slow down, if not delay convergence”.

1. Optimal Currency Area theory teaches us that, to join a single currency union, an
economy needs to satisfy four separate criteria – or to have the independent policy capacity
to absorb the disequilibria caused if they are not satisfied. These four criteria are:2

(a) The partner economies should trade predominantly and freely among
themselves.

(b) There should be a very high degree of factor (labour and capital) mobility
between member countries and regions. Recognising that labour mobility
has its own costs and limitations, this condition may only be available as a
long-term solution to persistent disequilibria in labour markets. If so, labour
mobility must be supplemented by sufficient relative wage flexibility in the
short term.  

(c) Industrial production should be well diversified within each economy or
region. That would imply a high degree of intra-industry trade – as opposed
to industrial specialisation and concentration.

(d) The member economies should not be subject to country-specific shocks; or
to institutional, behavioural, or transmission asymmetries. If they do have
asymmetric structures or transmission mechanisms, even symmetric shocks
will have asymmetric impacts. This condition implies that each economy
needs to be, and to remain, broadly “in-cycle” with its partners.

STRUCTURAL ASYMMETRIES AND THE PATTERN OF
INTEGRATION

2. Of these four criteria, the European partners satisfy the first: with Britain conducting 49%
of her trade within the Euro-zone – and the others more (up to 75% for Belgium or the
Netherlands). However if investment income is taken into account, Britain derives only
about 41% of her foreign exchange earnings from the Euro-zone (ONS, 2000). That is lower
than her partners.

1 Hughes Hallett, A. and Piscitelli, L. (1999) ‘EMU in Reality: the Effect of a Common Monetary Policy on Economies with
Different Transmission Mechanisms’ Empirica 26, pp. 337-58.
2 See  Mundell (1961), McKinnon (1963), and Kenen (1969).



3. A more interesting asymmetry comes from Mundell’s emphasis on capital links (Mundell
1973a,b). Capital links may be as important as trade links: a) because they enable
international investment to be undertaken where it is most efficient; and b) because they
allow countries to pool their short-term financing risks (Asdrubali et al., 1996). Thus, even if
there were sufficient factor mobility and structural similarities, trade integration is only a
necessary condition for convergence. It is not sufficient because, if your investment partners
are a different set of countries, then the financial links may imply a different pattern of shocks
and spillovers from those coming from one’s trade partners. That would lead to a pattern of
incompletely converged cycles. This, arguably, was the root cause of the downfall of the Dollar
link in Argentina: the capital/money link being with the US, the trade links being with Brazil
and Europe, where the two sets of partners showed divergent cyclical and cost positions.

4. And so it is for Britain, albeit to a lesser extent. She may trade as much with her European
partners as with anyone else, but her investment income is 75% from non-EU sources.
Moreover foreign investment is roughly one-third of total UK investment. Consequently if the
two sets of trading partners move apart, as the US and Europe have done, then a currency link
to either party will imply extra costs. Ultimately one has to decide which set of costs will be
smaller: a Euro link or a dollar link. Alternatively, a policy of steering a course between the two
currencies, might bring lower costs and greater stability in the trade-weighted exchange rate.

STRUCTURAL ASYMMETRIES IN THE L ABOUR MARKET

5. With respect to the factors of production, capital mobility is certainly available under the
single market arrangements.  However, the rigidities in Europe’s labour markets – reducing
both mobility and wage/price flexibility – are legendary.  Eichengreen (1992) estimates that
intercountry and interregional migration is at least three times lower than in comparable
monetary unions such as the USA.  More recent estimates (MacLennan et al., 2000; Obstfeld
and Peri, 1998) confirm those figures. The UK may have more flexible labour markets than her
European partners, but they are less flexible than those in the US.3

6. We have less direct evidence on wage and price flexibility in the European economies.
However, Decressin and Fatas (1995) demonstrate that the lack of interregional immigration
has meant that country or region-specific shocks have had to be absorbed by labour
participation rates.  As a result, unemployment has in practice played little role in regulating
the European labour markets.  That implies wage and price flexibility has largely been absent
– an observation consistent with the later work of Blanchard and Wolfers (2000), Ball (1999),
Phelps (1994) or Nickell (1997) for example. As a result, unemployment has persisted and
wages have failed to adjust to clear the markets.  

7. Several papers have set out to analyse how monetary union might affect wage bargaining
and market flexibility: Cukierman and Lippi (2001), Sibert and Sutherland (2000) or Soskice
and Iverson (1998) for example.  But in each case the market structures have been kept fixed,
so the question of what incentives actually exist for market reform and whether structural
asymmetries would gradually disappear, has largely been ignored.4 Against that, many have
argued (e.g. Frankel and Rose, 1998) that cyclical convergence will come about because
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3 MacLennan et al. (2000) estimate annual US labour mobility at 2.8% of the population, but 1.6% in the UK, and 1.23%,
1.07% and 0.5% in Germany, France and Italy respectively. Obstfeld and Peri have even lower figures for Europe, and
claim that labour market flexibility is now declining instead of rising.
4 It has long been argued that structural reform is a prerequisite for a successful EMU (Delors Committee, 1989). But that
argument has largely been based on the empirical and analytic evidence of a negative relationship between (real) wage
rigidities and economic performance: Bruno and Sachs (1985), Nickell (1997).  The point that matters for this review is
whether those rigidities are likely to be removed; or whether the existing structural asymmetries are more likely to get
preserved or extended.  Paragraphs 8 and 9 show the latter is more likely to happen.  For recent evaluations which
support that point of view, see Van Bergeijk et al. (1999) or Krueger (2000).
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economic structures are endogenous. There is more to say about that below. But there is
preliminary evidence that EMU has changed wage bargaining and induced some
convergence – albeit on a very small scale.5

8. On the other hand, the strategic arguments point in the opposite direction. Calmfors
(1998, 2001) argues that although money wages may become more flexible in a single
currency zone, further labour market reforms are less likely if they had been linked to a time
inconsistency problem, especially when (as in Europe) the monetary union has been
designed specifically to eliminate that kind of problem. There will be less need for such
reforms once inside the union – and less desire for them among governments who, with the
loss of monetary policy and with the restrictions of the Stability Pact, are more limited in the
instruments they can use to stabilise the domestic economy. Most governments would wish
to retain rigidities in their labour markets so that they still have some effective instruments
(pay roll taxes, employment protection, incomes policies, minimum wage laws, etc.) with
which to stabilize their economies.

9. It is still possible to argue that asymmetric shocks would increase the incentive to develop
new measures to counter those shocks (Sibert, 1999). But it is hard to see that governments
would not use those measures to create asymmetric practices to counter such shocks.  And
when we test propositions of this kind (see Hughes Hallett and Viegi, 2000), that is exactly
what we find. To do away with such practices would mean a higher degree of uncertainty
about incomes and employment, and less social welfare provision since payroll taxes and
other “social” provisions would have to be cut to provide flexibility in unit labour costs.  That
would not be acceptable in a Euro-zone that wishes to provide a degree of social insurance.
In fact closer integration has typically generated the opposite reaction, as governments and
labour organisations have sought to provide employment insurance in an increasingly
uncertain world where governments are no longer able to control many of the policy levers
that used to stabilise output, employment and growth at home (Agell, 1999).

10. Finally it is not correct to say that, because Britain has relatively flexible markets, she
could join a less flexible Euro-zone without much cost to herself  (indeed might even profit
from doing so). In a series of papers6 examining the incentives to join a currency union, and
the incentives to reform in such a union, we have shown that there are always costs, to both
sides, to forming a currency union under imperfect market flexibility. Put simply, rigidities in
one place spill over to constrain the performance of others. Hence asymmetries in the
capacity of labour markets to adjust, asymmetric shocks, or asymmetric transmissions, all
cause spill over which damage others (unless price flexibility is perfect). The flexible country
would have to do more adjusting than previously since it now has to absorb the problems
transmitted by others, as well as its own disturbances.  The inflexible economy, meanwhile,
will welcome the fact that it can transfer part of its burden of adjustment onto others. That
leads to a kind of Groucho Marx theorem.  Countries will only want to join a Union with
markets more flexible than their own; but they have no incentive to join a Union with markets
that are less flexible. Consequently, once in the union the incentives to maintain flexible
markets would weaken towards the level of the least flexible.7
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5 Andersen et al. (2000)
6 See Hughes Hallett and Jensen (2001, 2002).
7 This argument is also made by Burda (1998), while Riboud et al. (2002) point out that most countries have in fact
adopted the least flexible labour market practices in the EU upon joining.
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SOURCES OF ASYMMETRIC TRANSMISSIONS

11. I now turn to the asymmetric transmission of certain events or disturbances. Structural
and transmission asymmetries are likely to be more important than any asymmetries in
shocks: first because they imply asymmetric impacts from symmetric shocks. And second
because, even if the incidence of asymmetric shocks diminishes with convergence to the
union average, asymmetric transmissions will still be in place.

12. Surprisingly little work has been done in assessing the likely impact of structural or
transmission asymmetries in a currency union such as Europe. Most of the literature is
concerned with trying to explain what asymmetries exist between the European economies,
and why they exist. The results have been inconclusive in that most studies agree that
asymmetric transmissions exist, and that the degree of asymmetry varies over countries.  But
they disagree over exactly where those asymmetries lie, and how large they are.8 In my own
work I have used a model which does not assume any particular form of asymmetric
transmissions in its baseline, but allows me to impose asymmetry in a few specified places to
guage what the consequences would be for economic performance or cyclical convergence.
The particular econometric model used (the IMF's standard multi-country econometric
model Multimod), therefore offers a vision of what would happen if there were no
asymmetries.  Then, by varying specific transmission parameters between countries, we can
pin-point which asymmetries matter for the transmission of a common monetary policy, and
which do not.

13. Why might asymmetric transmissions exist in Europe?  First, institutional considerations
suggest that differences in pensions, asset ownership and housing, corporate finance, and in
the scale of government debt, will generate differences in asset-to-income ratios and the
ability of assets to affect expenditure and credit.  It is a common observation that the output
sensitivity to variations in nominal interest rates is higher in the UK, due to the extent of
home ownership and to the availability of consumer credit (MacLennan et al., 2000).  In
addition, transaction costs are low and housing is an effective collateral, and asset ownership
widespread.  These differences are on the demand side.

14. By contrast, many European economies have fixed-rate financing, especially in the
corporate bond market.  Their interest rate sensitivity is therefore on the supply side. The UK’s
output would be relatively insensitive on the supply side due to the popularity of equity
financing and the lower proportion of bond financing. Most European countries also have
‘universal’ banking, where banks both finance and hold equity stakes in their client firm.
Under such a regime, variations in monetary conditions, asset values and public debt may
have somewhat smaller effects on output. Hence the transmission of monetary policy will
vary with the industrial structure in each economy (Kashyap and Stein, 1997; Carlino and
DeFina, 1998).  

15. In addition Cecchetti (1999) argues that, in view of differences in financial structures (i.e.
size, concentration and health of the banking system, and the availability of alternative
sources of finance), the impact of monetary policy will be lower in the UK than it is in France,
Germany or Italy (see Table 2). Thus different legal systems, differences in shareholders'
rights, ease of collateralisation and enforcement, and differences in regulation, all lead to the
same conclusion – even with a common money (Engel and Rogers, 1996).
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8 See for example BIS (1995), Dale and Haldane (1995), Britton and Whitely (1997), Ramaswamy and Sloek (1998),
Gerlach and Smets (1995), Smets (1995), Kieler and Saarenheimo (1998), Suardi (2001).
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THE CONSEQUENCES OF ASYMMETRIC POLICY TRANSMISSIONS

16. By varying the transmission parameters across countries in Multimod, Hughes Hallett
and Piscitelli (1999, 2002a) find that asymmetric impacts of a common monetary policy can
easily destabilise an economy’s business cycle, even where there had been synchronised
cycles before.  Moreover those new cycles are likely to be diverging, putting the European
economies further out of phase with each other. Within that general framework, we find: 

(a) The main asymmetries were caused by differing income elasticities of the
demand for money, and by differing asset effects on consumption and
aggregate expenditures. Those asymmetries generated persistent “out of
cycle” effects because they altered the model's steady state solution.
Variations in the interest elasticity of the demand for money also produced
divergent cycles; but these cyclical differences tend to die away.

(b) These country-specific cycles tended to produce a weak core vs. periphery (i.e.
France and Germany vs. the UK and Italy) divergence in cycles and
performance – confirming the cluster effects of Artis and Zhang (2002).

(c) Nominal rigidities (wage contracting) do not matter too much if they are
broadly similar, but could be disastrous if their incidence differs widely across
countries (consistent with the theoretical results in Hughes Hallett and Jensen
2002). However structural rigidities, such as in the Phillips curve, matter a
great deal. But asymmetric transmissions will emerge here only in the short
run if the long run Phillips curves are vertical (Turner et al. 2001). The reason
is that, with Phillips curves vertical in the long run, and with each economy
returning to that curve with the same (EMU) inflation rate, asymmetric
transmissions can only affect the short run variations around the long run
Phillips curve. That is comparatively minor. But if structural reforms can affect
the long run position of the Phillips curve, then the story is quite different.

17. We then examined whether domestic policy instruments could be used to damp down
the domestic business cycles, and bring them back into phase (Hughes Hallett and Piscitelli,
2002a).  We found: 

(a) That fiscal policy was no help in this regard since fiscal policy has very little
impact when budget constraints are anticipated and effective. That means the
automatic stabilisers are not effective in damping down or synchronising cycles. 

(b) If fiscal policy is ineffective, policy makers are likely to turn to wage policies
and greater market regulation to stabilize their economies – as we argued
above.  But two caveats are in order here. Structural reforms could reduce the
need for greater regulation in the labour markets by strengthening the
effectiveness of an economy’s automatic stabilisers. Second, the capacity for
regional stabilisation would be enhanced if a system of fiscal transfers could
be introduced at the European level.

(c) Market responses, in the form of small economy-wide risk premia, can help
counteract this destabilisation and cyclical divergence. Persistent
asymmetries and cyclical divergence may therefore lead to an endogenous
weakening of the common monetary policy and regional risk premia - as
happened in the US 60 years ago.

18. How do we know these results are right?  Do they correspond with what has actually
happened since the single currency came into existence?
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19. On a simple examination of the numbers, it does appear that the Euro-zone members
have been subject to larger, destabilising, and partly divergent fluctuations compared to their
pre-euro days.  Table 1 gives a quick sketch of the evidence.  It is clear that the cycles in the
Euro-zone are expanding, both relative to past experience and relative to the UK as an outside
comparator.  This is most marked in growth rates, but it also appears in unemployment and
in the fluctuations in inflation.  It is also clear that there is now divergence within the euro
area: contrast the “core” (France, Germany and Italy), and a better performing “periphery”
(Spain, Finland, the Netherlands and Ireland), which are increasingly out of phase with each
other. We also see divergence between the UK and the euro area, in that the UK is not subject
to the same degree of cyclical fluctuations as her EU partners.

ARE EUROPE’S  ASYMMETRIC TRANSMISSIONS CAUSED BY
STRUCTURAL DIFFERENCES OR POLICY FAILURES?

20. De Grauwe (2000) has also examined the case of asymmetries in transmission caused by
differences in the parameters that transmit the effects of monetary policy onto the real side
of the economy. He shows that as those differences increase, then the effectiveness of
monetary policy for stabilising output and employment decreases. As a result, the
stabilisation efforts made by the ECB will automatically decrease – the central bank will just
concentrate on doing what it can do. De Grauwe points out that the ECB could have overcome
this difficulty by using more national information in the setting of its policies. But the statutes
and declared strategy of the ECB explicitly rules out that prescription. So we can hardly expect
it to be followed.

21. Structural reform (greater wage and price flexibility), and more powerful automatic
stabilisers, could help restore the stabilising power of monetary policy and hence overcome
this difficulty.

22. In the light of the previous paragraph, it is important to be clear whether Europe's
transmission asymmetries are due to structural asymmetries, or to asymmetric shocks and
policy failures. Demertzis and Hughes Hallett (1998) decompose inflation and
unemployment fluctuations in the EU area into their constituent parts: i) policy errors plus
asymmetric shocks, ii) structural differences of each economy from the European average,
and iii) interactions between those terms. Using a wide range of estimates for the natural rate
of unemployment in each economy, we found structural differences to dominate in every
case – and by a wide margin. Consequently:

(a) Europe’s problem has been a matter of structural differences – not poor
macroeconomic management.

(b) Asymmetric transmissions are far more damaging than asymmetric shocks.

(c) Improved macroeconomic management is unlikely to bring many gains. What
would make a difference however is structural convergence. That poses a
different sort of policy problem; and implies the need for structural reform
and flexible markets.

DO TRANSMISSION ASYMMETRIES IMPLY L ARGE WELFARE
LOSSES?

23. If there are few analyses of the likely impact of asymmetries in transmission, there are
even fewer that assess how important the losses in performance might be. I know of three:
Nolan (2002), Hughes Hallett and Weymark (2001), and De Grauwe and Piskorski (2001). As
the optimal currency area theory and Nolan point out, the first best solution is to form a
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currency union of countries that have similar structures and similar shocks – and hence
similar transmissions. However, once the first best conditions are broken, it is no longer
obvious that you necessarily want to form a union with those most similar to yourself.
Consequently, the only way to analyse the potential costs of asymmetric transmissions is to
compare the outcomes in a currency union, to the outcomes and average performance levels
in the same union when policies are designed for the characteristics of your particular
economy. That contrasts what you are actually going to get on average, with what you would
have got under your ideal monetary union.

24. Nolan’s analysis is based on a Barro-Gordon model with no fiscal policy. Monetary policy
may follow either a strictly cooperative framework (this is not what the ECB does); or a policy
where the ECB simply targets EU-wide aggregates (the actual EMU). This brings out the
“second best” nature of EMU, the cooperative framework being strictly Pareto Optimal. But
the differences are relatively small: the losses are equivalent to about 1.1% of GDP, with a
range of 0.6% of GDP to 2.1% of GDP. Nevertheless, since the estimates offered by the
European Commission (EU, 1990) for the benefits of joining the single currency are also in the
range of 1%-1.5% of GDP, this means transmission asymmetries could be expected to wipe
out anything between 60% to twice the gains from joining the Euro itself.

25. The Hughes Hallett-Weymark paper covers the possibility of using national fiscal policies
to help satisfy the objectives of income stabilisation, redistribution and the provision of
public services.  But the results are almost exactly the same. In this case, designing a monetary
policy with a fully independent ECB with an optimal degree of conservatism born out of the
experience of the 1990s, implies losses which also range from 0.5% of GDP to 2.5% of GDP for
those countries whose transmission and preference parameters vary from those incorporated
into the monetary policy rules of the ECB. Transmission asymmetries again cost between half
to twice all the potential gains from the single currency. Britain lies right in the middle of the
pack here, liable to lose all of her potential EMU gains because of transmission asymmetries.

26. An important implication of these results, is that national fiscal policies are really of very
little help in stabilising the extra volatility caused by transmission asymmetries. The reason is
that once you have an effective budget constraint (with or without a Stability Pact), fiscal
policy is effectively tied down. The automatic stabilisers are then too weak to provide much
protection, so that boom-bust cycles will emerge from the asymmetric transmissions.

27. De Grauwe and Piskorski (2001) conduct a similar exercise with a model of the EU-11
countries, but no fiscal policies. The UK is not represented. The analysis is dynamic, and
allows the welfare costs caused by asymmetric transmissions to be cumulated over time.
Welfare losses are again measured as the differences between a strictly cooperative (national
data) solution, and a common policy (aggregate data) solution. But the results are still very
similar. The second best nature of a common policy solution “costs” the average European
economy between 2% and 6% in welfare units (roughly 1.5% to 2.5% of GDP). However those
costs vary widely over different countries – from gains of 2%-5% in Italy, Germany and Spain,
to losses of 5% – 20% for Belgium, France and the Netherlands.

HOW WELL ARE THE EU AND THE UK’S  CYCLES
CORREL ATED?

28. Measuring symmetry in the form of correlations between the cycles of the European
economies has proved popular, although only a few studies have included Britain in their
analysis. It is also important to remember that high cyclical (or shock) correlations are only a
necessary condition for the optimal currency area conditions to apply. Sufficiency requires
similar variances as well.9
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29. Most analyses take the correlations between the output cycles as their measure of cyclical
convergence. Table 3 provides some typical results. These show how the cyclical convergence
between the UK and Germany, which was virtually negligible over the pre-EMU period, has
been falling from a correlation of 0.5 in the 1980s to a negative correlation of -0.32 by 1996.
The UK’s correlations with the US, meanwhile, have risen from 0.49 to 0.81.

30. Results such as these do not take into account the differences between the real and
nominal parts of the cycle, or the differences between demand and supply shocks. For that,
the classic references are Bayoumi and Eichengreen (1993, 1997). But their results do not
include the UK. A more recent study (Demertzis et al. 1998) does include the UK, and finds
some correlation between the UK and the periphery group (Greece, Ireland, Italy, Spain,
Portugal, Finland and Sweden) on the demand side. But there are no significant correlations
with the core countries, or with the supply or monetary shocks of any country. These results
are summarised in Table 4.

31. There is an alternative literature which attempts to establish if there is an emerging
European business cycle in the EU (Artis and Zhang, 1997; Forni and Reichlin, 2001). These
studies also show that there is some evidence of a common cycle in the core countries, but
that does not include the UK whose cycle remains out of phase with the Euro-zone (Rubin
and Thygesen, 1996; Kontolemis and Samiei, 2000). In fact the UK's cycle may even be
diverging from her Euro-zone partners (Barrios et al., 2001).

WOULD THE UK AND EUROPEAN BUSINESS CYCLES
BECOME MORE CLOSELY CORREL ATED IN EMU?

32. Frankel (1999) and Frankel and Rose (1998) have argued that the optimal currency area
properties evolve over time, and that membership of a free trade zone or a currency union will
induce a greater degree of convergence between the transmission of shocks. This work is
based on an empirical relationship between business cycle correlations and the degree of
trade intensity between countries. Using a gravity model, Frankel and Rose find a significant
(if small) increase in the correlations between national business cycles as trade intensity
increases – the correlation coefficients rise from 0.2 to 0.3 on a sample of data from the OECD
countries over the 1970s, 1980s and 1990s. This suggests that the optimal currency area
conditions might be achieved endogenously.10

33. There are three interesting things about these results:

(a) The correlation increases are rather small.

(b) These results appear to hold just as well for periods where exchange rates are
fluctuating as they do when they are fixed. Hence if there are increasing
correlations between cycles, it must be for some secular reason and have little
to do with the monetary regime in place.

(c) They hold for all OECD countries, most of which are not in the Euro-zone. So
these results do not appear to have anything in particular to do with Europe
or its single market.

34. Another concern is that these results have no theoretical underpinning. So should we
expect this kind of result more generally? The answer, using a real business cycle model (see
Hughes Hallett and Piscitelli, 2002b), is yes – but only up to a point. In the theoretical analysis,
cyclical convergence follows trade integration if:
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(a) The home economy is small and stable;

(b) The industrial structures of the home economy and the rest of the zone are
similar, and the rest of the zone is open with high value added; and

(c) Relatively little integration has already taken place.

35. But divergence would follow if

(a) The output shocks were of different sizes, if the home economy is relatively
large or volatile compared to the rest of the zone; or

(b) There are marked differences in industrial structures and if the home
economy trades less with the rest of the zone than its partners do; or

(c) A lot of integration and mutual trade dependence is already in place.

36. As things stand, the UK is more likely to satisfy the last three conditions – which may
explain why her economy has performed differently since EMU started. The general
implication is that, as a country joins a single currency and single market, it is likely to
experience some cyclical convergence to start with (unless it is large, with a different structure
or is well integrated already). But as integration proceeds and countries become more
specialised, then their business cycles are likely to go out of phase again.

CONCLUSION

37. The message is that asymmetric transmissions are important and may cause more
damage than asymmetric shocks. There are institutional and theoretical reasons why such
asymmetries would emerge naturally and be sustained (not least by the policy makers in their
own interest). There is also empirical evidence to suggest that these asymmetries would lead
to welfare losses as large as the gains from the single currency itself.

38. Where the literature has been less successful, is in suggesting ways in which these
asymmetries may be overcome. It appears that they will not vanish “endogenously” as
integration proceeds. In fact the opposite might happen. Similarly, with the Stability Pact and
pressures for a social market economy constraining labour market flexibility, national policies
may not be able to help.

39. In such an environment, one possible resolution would be to create a set of independent
but coordinated fiscal policies directed at social equality and public services. That would
allow a fully independent monetary policy to be retained. But the coordination process would
allow it to be combined with fiscal policies in such a way as to minimise (if not eliminate) the
country-specific effects. In this way the ECB could retain full instrument independence and
shared target independence (full coordination and Pareto optimality do not allow any player
to have full target independence anyway). This set up is valuable because, if fiscal policy is
slow and uncertain in its impacts, then it pays to set the fiscal framework first and then allow
monetary policy to act as a stabilising mechanism.11 This avoids the possibility that the ECB
will try to control everything with one instrument (which it cannot do), and then leave fiscal
policy to pick up the pieces with short-run stabilisation measures to which it is ill-suited.
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