Commentary:
Macroeconomic Policy Implications
of Trade and Currency Zones

Tommaso Padoa-Schioppa

In recent yearsthere has been a significant increase in the number
and size of country groupings being formed and leading to formal
and informal trading agreements. Today, most industrialized nations
are involved in such groupings. The European Community (EC)
embarked on the 1992 Internal Market Program in 1986 and is now
heading toward Economic and.Monetary Union (EMU). Other
landmarks in the process are the U.S.-Canada Free Trade Agree-
ment and the AustraliaNew Zealand Closer Economic Relations

. Agreement.

The movement continues. Discussions are under way in Europe,
between the EC and the member countries of the European Free
Trade Agreement (EFTA) with a view to creating a European
Economic Space; the transition of Central and Eastern Europe
toward a market system is stimulating interest in a reorganization of
trade relationships between them to replace the now obsolete Com-
econ; and proposals-have been put forward to negotiate free trade
agreements between the EC and EFTA countries on the one hand
and the Eastern European countries on the other. Outside Europe,
an extension of the U.S.-Canada free trade agreement to include
Mexico is being discussed; the U.S. "Enterprise for the Americas
Initiative,” launched last year, envisages other free trade areas in
the hemisphere; a common market agreement was recently signed
by the Southern Cone countriesof Latin America; and, finaly, the
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informal Asian Pecific Economic Cooperation Process could evolve
into a more formal regional arrangement.

These developments pose a number of problems for both
economists and policymakers. Economists discover that traditional
trade theory was based on an excessively simplistic picture of both
the world and the structure of a modem economy. Policymakers
have to make concrete choices in the bilateral, regional, and global
fora of trade negotiations.

In this paper | will touch on only afew of the many issues raised
by trade and currency zones. | shall focus on their internal and
external macroeconomic policy implications, but shall first spend
some words on definitions and concepts as | think that much of the
current debate on these issues is obfuscated by terminological con-
fusion. I shall conclude with a general point on reconciling a*'zone"
approach with a "globa" approach.

My remarks will be considerably influenced by the EC example,
which is undoubtedly the most significant experience in this century
of the progressive deepening of the organization of a multicountry
economy. Right now, the EC is deeply involved in negotiating a
treaty that would transform its own zone into an Economic and
Monetary Union, so that some of the points made today and yester-
day seem to be dlightly out of date in the light of the important
political —though not yet legal—commitments that have been entered
into on the EC level.

Definitionsand concepts

A certain vagueness in defining the subject of the debate may
contribute to the success of the debate itself —some vagueness, but
not too much. Different persons express different views, but these
views may refer to different subjects rather than to the same subject.
In our case the vagueness concerns the very topic of the conference,
namely what we mean by trade zones and currency zones.

In yesterday's discussion the only element defining a zone was
considered to be geographical extension (number of countriesinvolved),
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possibly corrected by the proximity'factor mentioned by Paul Krug-
man. | think that at | east two other elementsarecrucial: theeconomic
content of the zone's arrangements and the legal and institutional
structure of the zone. As to the economic content, it makes a great
difference whether trade is simply in manufactured goods or in
services as well, whether the protection considered consistsonly of
tariffs, or also of norms, regulations, tax regimes, and so on. As to
thelegal and institutional structure, theissueis, in broad terms, how
the classc—legidative, executive, and judiciary —functions of
government are exercised in the stipulation and management of the
agreements. How much discretion is alowed in implementing and
interpreting the agreed provisions?To whomisit entrusted?Arethere
law-enforcement mechanisms? More generally, how much  supra-
nationality" is involved in the arrangements?

For each of the three elements (geographical extension, economic
content, and ingtitutional structure),>arrangements can range from
"limited" to "comprehensive,” in an amost continuous spectrum,
forming a three-dimensiona space in which individua countries,
groups of countries, and the world can be mapped. Thus a nation
statewith no intemal decentralization and no economic relationships
with the outside is very loca on the first account and.very com-
prehensive on the other two, lying in one comer of the box, whereas
the United Nationsis close to the opposite comer.

If we disregard these complexities and use the term trade and
currency zone to designate arrangements that are completely dif-
ferent with respect to these three elements,.then disagreement isdue
more to terminological confusion than to diverging analyses and
policy judgments.

Consider trade zones. the European Community, which is cer-
tainly limited in geographical extension, notwithstanding three suc-
cessive enlargements, has an economic content that extends to
movementsof goods, services, capital, and persons, and it is taking
liberalization to the point of literally eliminating borders. In addition,
the European Community has far-reaching legislative, executive,
and judiciary powers applying to such areas as external relations,
competition policy, industria concentration, public procurement,



224 Tommase Padoa- Schi oppa

health and safety regulations, and state monopolies in public ser-
vices, and so on. As regards its structure, the EC has a complete set
of ingtitutions that is much closer to the legal and institutional
apparatus of a nation than to any of the other existing regional
arrangements.

Turning to the content of a currency zone, we can use the clas-
sification of the possible ways of organizing a currency zone
proposed yesterday by Andrew Crockett and David Laidler: floating
rates, crawling pegs, adjustable pegs, and monetary union. | shall
not return to this theme, except to note that here, too, the institutional
structure has to be considered along with the two other elements.
Take the notion of monetary union, which is interchangeably iden-
tified with a regime of irrevocably fixed exchange rates or with a
single monetary authority. Anaytically, thereis not much difference
between the two: a system with permanently fixed exchangeratesis
asystem in which effectively only one monetary policy existsfor the
whole areg, "asif' there was only one central bank. But this means
disregarding the institutional element. In practice, it would make an
enormous difference, for both the economics and the politics of a
monetary union, if the union were based on an exchange rate rule or
the replacement of a plurality of monetary authorities with a single
authority.

When the simplistic one-dimensional approach is replaced by the
more accurate three-dimensional approach, the two main issues
discussed so far—are trade and currency zones ""good” or *'bad?
and 'does a trade zone imply a currency zone?—become clearer and
probably less controversial. Without dwelling on them, | shall make
two points.

First, on the " good or bad" issue, the nontrivial question is how
to assess aregional agreement that in terms of economic content and
institutional structure goes further than a globa arrangement could
conceivably go. Determining whether there is a tradeoff between
progress on different axes and, if so, what isthe best mix, isa matter
for political judgment. | doubt whether economists have much to say.
For my part, | think that, while the preservation and strengthening
of the global system isamost important objective, economically and
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ingtitutionally ""deep™ regional systems are desirable both because
they may lead theway to asimilar evolution of theglobal systemand
as useful intermediate layers in an otherwise unmanageable world
of 190 sovereign countries. | also think that the global and the
regional approaches may well be mutualy reinforcing.

Second, on currency zones, thereisaneed for consistency between
trade and currency arrangements. Thisis hard to deny. Indeed, what
economist would affirm that all monetary regimes are alike for the
economy?Theissue can only bediscussed with referenceto arefined
classification of trade and currency zones, by asking what currency
arrangement isconsi stent with what trade arrangement and accepting
that, as trade arrangements evolve, currency arrangements have to
adapt. It is not my task here tc explain why and how the EC has
decided to move to Economic and Monetary Union. | shall only
recall that the EC has largely passed the stage of pondering the pros
and consof EMU and is well advanced in the process of draftinga
treaty to move to asingle central bank and a single currency.

Internal implications

In the EC, where "trade zone" means the single market and
""currency zone" means a monetary union with a single monetary
authority, the main issue concerning the macroeconomic policy
implicationsaf tradeand currency zonesis: what aretheimplications
of such a zone from a fiscal point of view? In other words. does a
trade and currency zone require a fiscal policy zone? By “fisca
policy zone" | mean an arangement whereby member states
budgetary policies are not completely independent and possibly the
""zone" can conduct a fiscal .policy of its own. At the outset, a
distinction should be made between two aspectsaof theproblem. They
could be caled the discipline aspect and the policy mix aspect
respectively.,

On the discipline aspect, the question is whether a fiscal policy
zone is to be considered a prerequisite, or a necessary component,
of a monetary unidn; or, more precisely, whether a fiscal union is
necessary for amonetary union to beviable, that is, for price stability
to be effectively pursued by the central monetary authority. In the
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EC debate, opinions are divided. Those who claim that a fiscal zone
is not necessary, argue that creating a strong monetary authority, a
central bank that is equipped and willing to pursue price stability
inflexibly, would be sufficient to achieve price stability, regardless
of the fiscal behavior of member states. After all, they observe, this
propositionis vdid at the level of a single country. What is crucia
is that a strong monetary constitution be designed to ensure a clear
separation between monetary policy and fiscal policy. Compared
with a sovereign nation, the separation in the European Community
would be sharper and, in addition, national governments would be
subject to more stringent fiscal discipline on two accounts. First,
they would have no authority to regulate and even less to manipulate
the capital market to which they would turn to finance themselves.
The availability and the cost of funds would depend only on their
creditworthiness. Second, they would not be able to monetize their
debt (see Padoa-Schioppa, 1988b) as neither their governments nor
their parliaments would have control of the printing press. Hence,
problemsdf fisca indisciplinewould, at least in the medium run, be
less likely to arise in a monetary union, though they would not be
completely eliminated.” They also point out that thereis no federa
tion in the world in which there are federal rules concerning the
budget; not the United States, not Canada, not the Federal Republic
of Germany, not Switzerland, nor Belgium.

Those who claim that a fiscal zone is necessary observe that
considerations applicable to other federal systems are not valid for
the EC. The member states arelargein relation to the EC asawhole,
so that their budgets are potentially more destabilizing than state
budgetsin most federations; and the EC’s central budget istoo small
to have a macroeconomic impact of its own. It should be noted,
however, that while these propositions may be true now, the U.S.
federation once resembled the EC much more closely, in terms of
the relative size of both individual states and the federal budget.

On the whole, the economic argument claiming that afiscal union
isanecessary preconditionaf amonetary unionon monetary stability
groundsis weak. Whileadding afiscal congtitution to EMU does not
seem indispensable, there have to be rulesto prevent fiscal imbalan-
ces from interfering with the conduct of monetary policy. They
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include the ban on direct central bank financing of government
budgets and the so called "no bailout™ provision, whereby neither
the EC, nor other member states will takefinancial responsibility for
any fiscally imprudent member state.

The above does not imply that fiscal rules are not desirable. My
own view isthat they ought to beregarded as an important ingredient
of a sound economic constitution. Indeed, in this field, as in other
areas such as the organization of the single market, the constitution-
making process now under way in the EC is an opportunity that
should not be missed to exploit the lessons of the last few decades
by adopting economic laws that improve the existing ones. Accord-
ing to this view, fiscal rules would not be simply a corollary of the
Economic and Monetary Union, but an additional element of the
organization of the EMU.

But how are we to formulate '‘budget rules that would impose
discipline? The main difficulty is that no rule can completely
eliminate the need for interpretation. The same budget deficit may
be "bad" or "good" depending on a number of factors (cyclical
conditions, size of the budget, structure and composition of expen-
ditures and revenues, balance-of-payment situation, and so forth)
that are almost impossible to pin down in a rule. The question then
is who should exercise the discretion that is necessary to decide
whether or not a rule has been complied with in a particular case.
Thisleads to the further question of thelevel of government. Should
fiscal rules be embodied in the constitution of the federation, that is,
in the EMU Treaty, or, as in thecase of the United States, at the
level of state congtitutions? The Intergovernmental Conference
preparing the EMU Treaty is discussing these issues. In the solution
that is emerging, the treaty will forbid " excessive deficits” and lay
down some criteriafor determining what is " excessive." The future
will tell how operational these provisionswill be.

Let me now turn to the second main aspect of the macroeconomic
policy implications of an EC-like trade and currency zone. This has
to do with policy-mix considerations. The question is whether the
EC should have the (constitutional) meansof determining itsoverall
fiscal stance. Two reasonsare given by those who suggest a positive
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answer: the desire to avoid overburdening monetary policy as the
sole EC macroeconomic policy tool and the need to define an
EC-wide monetary and fiscal policy mix within thelarger context of
international (G-7) policy coordination procedures. For both these
reasons, it is argued, a fiscal macropolicy capacity should be estab-
lished at the EC level. However, support for afiscal policy capacity
is much wesker than for rules of budgetary discipline, reflecting the
current aversion to formsof fiscal activism.

Here again, if such a capacity were to be established at al, its
design should incorporate appropriate safeguards against the exces-
ses of fiscal activism we have witnessed in the recent pest.. An EC
fiscal policy could operate through national budgets or through the
EC budget. For a number of reasons,? the first solution seems
preferable. Indeed, empowering the EC to control national budget
balances would require member. states to relinquish too large a
measure of sovereignty. It would imply that the European Com-
munity was empowered to determine the size and structure of public
expenditureand the taxation of otherwise sovereign nations and to
devise sanctions for noncompliance. Budgetary power is inextrica
bly linked to the exercise of an dlocative function which is a strict
prerogative of elected nationa assemblies. On the other hand, as
experience has repeatedly shown, relying on a voluntary coordina-
tion of national budgetary policies would be too wesk a procedure
to produce meaningful decisions. If scope for fiscal activism at the
EC level had to be provided one day for the purposeof stabilization,
the natura policy tool would be the EC budget. Although small,
today's EC budget of about 1.5 percent of the EC’s GDP is aready
sufficient to conduct a more than purely symbolic fiscal policy, and
it seems reasonable to expect that its size will grow in the future.
Needless to say, the balanced-budget constraint that presently char-
acterizesthe EC budget would haveto be relaxed. A budget balanced
over the cyclewould suffice. Mechanismswould have to be devised
whereby the EC would have the instruments to shift over time the
collection of the revenues that finance its expenditures. The double
constraint of balancing the budget over multiyear periodsand weav-
ing revenues instead of expenditures would clearly'tie EC fisca
activism to a much sounder constitution than the ones we have seen
0 far.
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In conclusion, neither economic theory nor the constitutional
experience of other federal systems provide compelling arguments
to conclude that European monetary union will be viableonly if itis
coupled with a transfer of fisca authority from national to EC
authorities. What isimportant is that a strong monetary constitution
be in place. However, fiscal rules should be regarded as desirable
per se to reduce governments budgetary discretion. As for the
determination of a fiscal policy stancefor the EC area as a whole,
the arguments in favor of giving the EC such a capacity are valid.
The way to establish such acapacity, however, should not be to grant
the EC the power to impose decisionson nationa budgets, but rather
to alow more flexible use of the European Community budget.

External implications

Whilethe internal macroeconomic policy implications are mainly
fiscal, the external ones are mainly monetary: As a matter of fact,
macroeconomic policy cooperation between countries has histori-
cally taken theform of an exchangerateregime. Althoughbothfiscal
and monetary domestic policies producesignificant spillover effects,
in these two areas coordination procedures have generally not gone
beyond soft exercises of mutual information. The question thenisto
identify the significance and implications of EMU for the interna-
tional monetary system, a task that is not facilitated by thefact that
such a"system" is rather ill-defined today, perhaps nonexistent.

If the European Community becomes a single market cum single
currency entity, its role in the international monetary and financia
world can be expected to increase significantly compared with those
of themember statestoday. It will have an integrated banking system
and capital market, severa important financial centers and consid-
erable financia strength, based on an aggregate current account
surplus and a large stock of foreign exchange reserves. Its financial
structures are likely to play a strategic role in accompanying the
transformation and, hopefully, the eventual takeoff of theeconomies
of Central and Eastern Europe. All these are natural premises for
significant changes in the present shape of international monetary
relationships, characterized by a plurality of reserve currencies with
floating rates and a soft management of them.
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In an EMU that adopts the ECU asits single currency, private and
public investors portfolios will most likely undergo important shifts
in composition to give ECU-denominated assets a share closer to that
of the EC economy than the present aggregate of EC countries. This
process will require careful' management and effective cooperation
by central banks to avoid exchange rate shocks.

With EC currencies merging into EMU and the ECU, what is today
the main determinant of the demand for deutsche mark-denominated
officia reserves will vanish.3 While this will presumably cause an
increase in the dollar share in world reserves, the United States,
Japan, and other non-EC monetary authorities will probably have to
build up considerable ECU balances in their official reserves. On
the whole, | do not think, however, that these portfolio adjustments
are likely to dethrone the dollar as the main international currency.
It will take more than EMU and a sizable external U.S. debt to
eradicate deep-seated habits in the pricing of primary commodities,
in the invoicing of many internationally traded goods and services,
and in the selection of transaction and intervention currencies. The
trend may well be toward aligning the dollar's monetary role with
its economic and financial ones, but it is likely to be a slow one.
Historical experience of the rise and decline of international curren-
cies supports this view.

Compared to the present dollar-yen-deutsche mark tripolar sys-
tem, a dollar-ECU system would, | think, have the advantage of
greater uniformity in the relative size of the component economies.
More importantly, perhaps, it would imply a simplification of the
present threefold role of the deutsche mark, as a national, EC, and
international currency. The potential conflicts between the national
and international roles of acurrency have long been known, bothin
theory and practice. Besides not being politically viable, a de facto
or dejure EC monetary union based on the deutsche mark in the role
played by the dollar in the early Bretton Woods yearsis technically
unthinkable. Too many of the conditions that made that role possible
for the dollar in the 1950s are lacking for the deutsche mark in the
1990s. And it is perhaps not by accident that there are now more
restrictions on the use of the deutsche mark by nonresidents in
financia transactions than for the other main EC currencies.



Commentary 231

International monetary coordination in a multicurrency reserve
system is a blend of competition and cooperation. There are reasons
to believe that in a tripolar dollar-ECU system, both elements of the
exercise would improve. With three currenciesof comparableimpor-
tance, the incentive to be competitive in terms of quality (price
stability, efficiency of clearing and settlement procedures, attrac-
tiveness of financia centers, and so on) would be equally powerful
for al the members. At the same time, bargaining power would be
moreevenly distributed in the negotiations on cooperative measures.

Another implication concerns the institutional framework for inter-
national monetary cooperation. Today this reflects the stratification
over time of different fora and Parkinson’s well-known law that
committees can be created, never destroyed. It also reflects the
weakness of the role of international institutions, not only as a
negotiating partner speaking for the "common good" but also as
providers of fully independent technical support. The significance
of the middle letter of the International Monetary Fund's acronym
paled long ago. It should be acknowledged that not al the 155
countries affiliated to it have the same role and responsibilities in
managing the international monetary system. In a dollar-yen-ECU
system a G-3 should replace the present plethora of Gx, Gy, and so
on. This would obviousy make the cooperative exercise more
efficient, but would run the risk of further strengthening the "ad
hoc” nature of such cooperation. It would be therefore desirable to
enhance the political and technical role played by the IMFin support
of international cooperation. Whether this will be achieved, how-
ever, isquite uncertain, not only because of traditional reluctance to
strengthen supranational institutions, but al so because the latter may
seem less, not more, necessary in a game of very few players.

Last but not least, there isthe issue of the exchange rate regime of
a dollar-yen-ECU tripolar world. Some years ago proposals were
put forward for the creation of a "world EMS," that is, a new and
formalized adjustable peg regime that would differ from Bretton
Woods but not having aformal leader and by opposing less resistance
to parity adjustments. | continue to believe® that the EM S owes too
much to EC-specific factors to be easily replicated worldwide: the
homogeneousness of its economic structures, the high level of trade
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integration, the existence of a solid and comprehensive institutional
edifice, and continuous occasions for meeting and consultations, and
so on. Moreover, the EMS itself has proven to be subject to system
erosion, likeany policy regime. It seemsmorelikely that the cautious
experiment of exchange rate cooperation inaugurated at the Plaza
and theLouvrewill evolveat aslow pace, without dramatic accelera-
tions.

In conclusion, the external macroeconomic policy implication of
an EC-type trade and currency zone could be to establish, much more
than has been the case sofar, agenuine multicurrency reserve system
based on atripolar relationship. The monetary regime could, at least
initially, remain one of mildly managed floating and soft coordina-
tion among the main reserve centers. This can be seen as no more
than asimplification and rationalization of a state of affairsin which
we have been for about five or six years now. The importance of
such a simplification and rationalization, however, should not be
underestimated. Since the problems and potentia instability posed
by aglobal financial system, whether in theform of private or public
cross-border, cross-currency, debts or in that of crises and tensions
in banking or capital markets, are likely to remain with us, any
improvement in the existing system isto be welcomed.

Conclusion

The macroeconomic aspects, important as they are, only represent
one of the problems posed by trade and currency zones, perhaps not
the most important one. They are sufficient, however, to highlight
two important features. First, regiona arrangements have an inter-
na dynamic involving all the three elements (geographical exten-
sion, economic content, and institutional structure) that combine to
define a zone. Free trade arrangements tend to evolve into a single
market, the institutional requirements increase, the financial integra-
tion of a single market calls for some form of agreed monetary
regime. Second, there is a need to fit regional arrangements into the
global system, to stimulate positive interactions between the two, or
at least to prevent conflicts.

Today, the European Community is mainly concerned with the
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former feature; the world with the latter. The not forgotten concerns
about Fortress Europe and the debate devel oping in the United States
on whether efforts should bedirected toregiona rather than to global
trade negotiations point to the growing danger that an antagonistic
view of the relationship between the two will develop. However,
since the same economic, and political, and ethical, rationale is at
the origin of both regional and global arrangements, it is crucially
important that there should be a general philosophy applicable to
both and consistent with their common rationale.

One element of such a philosophy deserves special attention:
globa arrangements— be they the GATT, the U.N., or the Bretton
Woods ingtitutions— should, in their very design, allow for regional
arrangements by establishing ground rules for their features and
behavior in the global sphere, very much asthey do for nations. Any
deepening of regional integration, up to the creation of new fully-
fledged federal entities, should be welcomed, provided it complies
with those ground rules. After all, why should Canada or Belgium
befreetoloosen their centralized constitutional structure and agroup
of sovereign states not be free to tighten their links as the thirteen
North American newly independent states did 200 years ago? And
why should the existing number of 190 sovereign nations be con-
sidered optimal?

This opens a vast ground for improving and revising the existing
global arrangements, with Article XXI V of GATTS representing a
significant precedent. It also opens a vast ground to intellectua
work, because we lack a satisfactory economic theory of a multi-tier
""government™ of the economy; and even our constitutional theory
in this field is far from adequate. Thus, this final remark is more a
starting point than a concluding one.
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Endnotes

!Frenkel and Goldstein in their paper on EMU (Frenkel and Goldstein, 1991) cite evidence
that in federal fiscal systems, such asthe United States and Canada, states that pursued a more
prudent fiscal policy had lower borrowing costs than others and states that had voluntarily
"tied their hands by enacting constitutional limitations on borrowing also reduced their
borrowing costs by comparison with others. But—they remind us pointedly —there is no
evidence that higher borrowing costs induce governments to correct fiscal policy excesses.

%For a detailed argumentation. see Padoa-Schioppa (1990).

3Deutsche mark-denominated reserves are about 20 percent of the world total; these
deutsche mark reserves are largely held by EC countries.

See Padoa-Schioppa (1988a).

5The article permits customs unions and free trade areas to be formed provided that tariff
or nontariff barriers imposed by the participant countries are not higher or more restrictive
vis-a-vis nonparticipants than thoser prevailing prior to the formation of the union or free
trade area.
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