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With the crisis in the euro area, the issue of the institutional structure 
of the monetary union has gained in significance. One problem with 
regard to the longer-term stability of the euro area is the absence of 
mechanisms to adequately absorb asymmetric cyclical shocks in the 
individual member states. Such an instrument is essential in order 
to be able to implement a single monetary policy suitable for all 
countries. Consequently, the European Monetary Union should be 
equipped with an economic transfer mechanism—for instance, in the 
form of common unemployment insurance. This is not an instrument 
to solve the current crisis but rather to provide more stability to the 
European Monetary Union in the medium and long term.

In historical terms, the European Monetary Union 
(EMU) is a unique currency area. The member states 
have committed to a common monetary policy, whi-
le fiscal policy remains the responsibility of the indivi-
dual governments. As a result, monetary and exchan-
ge rate policy cannot be used as a stabilizing tool in the 
event of asymmetric shocks in the individual member 
states. Only national fiscal policy remains as a tool for 
stabilizing economic f luctuations.1 The experience of 
recent years shows that national fiscal policy does not 
fulfill this function sufficiently. A lack of fiscal disci-
pline and high levels of public debt since the banking 
crisis of 2008/09 or the bursting of the housing bubb-
le have resulted in governments pursuing pro-cyclical 
fiscal policies that amplify rather than dampen busi-
ness cycles at national level.2 

Another consequence of the common currency is that 
business cycle divergences among the various econo-
mies within the EMU are exacerbated.3 If, for example, 
an individual member state is faced with a demand-si-
de economic slump, the common Central Bank will re-
spond by cutting interest rates. But, since these are ori-
ented to average inf lation and economic development 
in the currency area, the interest rate change is lower 
than in the case of a nationally oriented monetary po-
licy. As a result, the monetary policy is too restrictive 
for a country in economic downturn, but too expansi-

1	 According to Mundell’s (1961) theory of optimal currency areas, asymmet-
ric economic shocks can also be counterbalanced by open international labor 
markets and flexible pricing and wage policies, see R.A. Mundell, “A Theory of 
Optimum Currency Areas,” The American Economic Review, 51(4), (1961): 
657–665.

2	 Bernoth et al., (2008) demonstrate that another reason for pro-cyclical fiscal 
policy is that policy-makers receive false information about the economic situation 
when making decisions, see K. Bernoth, A. Hughes Hallett, and J. Lewis, “Did 
Fiscal Policy makers know what they were doing? Reassessing fiscal policy with 
real-time data,” CEPR Working Paper, no. 6758 (2008).

3	 While countries like Germany, the Netherlands, or Finland achieved relative-
ly strong economic growth in the last two years, countries on the European 
periphery such as Greece, Spain, and Portugal are in recession. However, precise-
ly the opposite was the case immediately after the introduction of the euro.
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ve for other member states where the economic situati-
on has not changed. From a national perspective, a uni-
form monetary policy is less than optimal for asymmet-
ric economic developments; it will in fact exacerbate both 
the volatility and the divergence of the business cycles.

Economic Compensation Payments Can 
Stabilize a Currency Union

Various economic policy measures could promote gre-
ater synchronization of business cycles in a monetary 
union, with the aim of facilitating a single monetary po-
licy. Fiscal policies play an important role here. Greater 
fiscal coordination among the euro area countries ought 
to make an important contribution to converging their 
business cycles. Even stricter fiscal discipline, as is the 
aim of the Fiscal Pact and the debt ceiling, plays a major 
part in giving national fiscal policy more scope for inter-
temporal measures aimed at stabilizing business cycles.

Consequently, in order for fiscal policy to assume an 
even greater role as an economic stabilizer, the introduc-
tion of an international transfer system, which serves 
as insurance against asymmetric cyclical income f luc-
tuations, should be considered.4 If we look at the vari-
ous successful monetary unions within federal states—
such as the US and Germany—they all have, in various 
forms, not only intertemporal but also cross-regional 
fiscal instruments for balancing out regional asymme-
tric shocks.5 This kind of mechanism is lacking in the 
EMU’s current structure.

The basic idea is to introduce financial transfers from 
booming countries to those that are in recession. If a 
country is in a favorable economic situation compared to 
the average for the euro area, that country is a net cont-
ributor which means it receives fewer payments than it 
pays into the compensation system. However, if a coun-
try has an unfavorable economic climate, compared to 
the other member states, then it is a net recipient, me-
aning it receives more transfer payments than it pays 

4	 The idea that fiscal transfers between member states of a monetary union 
should take the place of shock absorption through exchange rate adjustments 
was first suggested by Kenen (1969). See P. Kenen “The Theory of Optimum 
Currency Areas: An Eclectic View,” in Monetary Problems in the International 
Economy eds. Mundell and Swoboda (University of Chicago, 1969). The need 
for such a mechanism in the euro area was emphasized 25 years ago by Delors 
(1989). See J. Delors, “Regional Implications of Economic and Monetary 
Integration,” in Report on Economic and Monetary Union in the European 
Community ed. Committee for the Study of Economic and Monetary Union 
(Luxembourg: Office for Official Publications of the EC, 1989). A detailed 
overview of this issue was provided by J. Hagen and C. Wyplosz, “EMU’s 
Decentralized System of Fiscal Policy,” European Economy, Economic 
Papers 306 (European Commission, 2008).

5	 M.D. Bordo, A. Markiewicz, and L. Jonung, “A fiscal union for the euro: 
Some lessons from history,” NBER Working Paper, no. 17380 (2011).

into the system. As a result, in the former case, the eco-
nomy is dampened, and in the latter case, it is stimu-
lated. Economic development in both countries is the-
refore stabilized.

It should be emphasized that the goal of these types of 
compensation payments is to balance out business cy-
cles, not to achieve a balance of income and general 
living standards among the individual countries. In 
the latter case, individual member states would beco-
me long-term donor or recipient countries, and the in-
centive for implementing necessary structural reforms 
would be severely impaired. Assuming that country-spe-
cific shocks, which can cause production levels to f luc-
tuate, are random and not systematically distributed 
among the countries,6 in a purely cyclical transfer me-
chanism, each country would be both recipient and do-
nor over the entire business cycle, so that over time pay-
ments made and payments received would eventually 
be balanced out.

It should be noted that the increased convergence of 
business cycles reinforced by a cyclical transfer system 
could lead to an amplification of these cycles, particu-
larly in countries where they are normally very stable. 
International fiscal policy transfers do not necessarily 
represent a direct Pareto solution for all countries. The 
long-term stability of the currency area, however, ought 
to outweigh these drawbacks for individual countries.

Engler and Voigts analyzed how such a compensation 
instrument would affect an economy using a dynamic 
stochastic general equilibrium (DSGE) model.7 The mo-
del consists of two countries, a small country (domestic) 
and a large country (foreign), practicing a moderate level 
of trade with one another. The degree of real economic 
integration of these countries is therefore still relatively 
low. Taking into account the macroeconomic interacti-
on of goods, labor, and capital markets, we can analyze 
how a decline in aggregate domestic demand below its 
long-term level affects the two economies.8 Four diffe-
rent scenarios are considered. In scenario 1, both coun-
tries pursue an independent monetary policy and have 
f lexible exchange rates. In scenario 2, both countries 
form a monetary union. Scenario 3 describes the ad-
justment assuming that the two economies have beco-
me more integrated in real economic terms. Scenario 

6	 Expressed statistically, the country-specific shocks should be independently 
and identically distributed and have an expected value of zero.

7	 P. Engler and S. Voigts, “A Transfer Mechanism for a Monetary Union” 
(2012) (unpublished manuscript).

8	 The demand shock is modeled as a transient increase in consumer de-
mand over its long-term level. The results of a productivity shock are also 
available, see P. Engler and S. Voigts. 
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4 introduces a compensation payment system between 
the two countries (see box).

The model demonstrates that in a monetary union eco-
nomic shocks are much more effectively absorbed and 
business cycles are much more synchronized when the 
countries have introduced a cyclical transfer system com-
pared to the scenario in which the countries operate a pu-
rely national fiscal policy. The transfer payments would, 
at least in the model, stabilize the economy almost as 
well as if the country were still pursuing a national mo-
netary policy. A similar effect would be achieved if the 
countries forming a monetary union were closely inte-
grated in real economic terms.9 The aim should therefo-
re be to increase integration, especially among the euro 
area countries. However, since the measures needed to 
achieve this take a long time to come into effect, a high 
degree of integration has to be regarded more as a long-
term goal. Until then, economic compensation payments 
could be an important element in stabilizing the EMU.

This kind of cyclical transfer system could therefore par-
tially replace the missing stabilization functions of na-
tional monetary policy. This would be particularly re-
levant in times when national fiscal policies are unable 
to provide further economic stimuli due to high pub-
lic debt coupled with high interest premiums on gover-
nment bonds.

Structuring a Compensatory Payment 
Mechanism 

There are already transfer payments between member 
states in the EU financed from the EU budget. At one 
percent of GDP, the EU budget is relatively small, ho-
wever,10 and the current transfer payment structure bet-
ween the EU member states focuses not so much on 
balancing out economic f luctuations but primarily on 

9	 In contrast to predictions made by Krugman, it is assumed here that 
increased integration does not result in stronger idiosyncratic shocks arising 
from more specialization by individual countries, but only to increased cross-bor-
der trade, see P. Krugman, “Lessons from Massachusetts for EMU,” in 
Adjustment and Growth in the European Monetary Union, eds. F. Torres and F. 
Giavazzi (London: CEPR, 1993). With the creation of a single market, the 
liberalization of capital and payment transactions, the free movement of people 
and of goods and services, the pre-requisites for EU economic integration are 
largely in place, but the current level of integration still has room for 
improvement. Although the percentage of imports from euro partner countries 
to GDP increased in most countries up to 2008, this figure was less than 15 
percent in a number of countries.

10	 In 2010, the federal budgets in the US and Germany were around 15 and 
13 percent of GDP, respectively.

compensating for long-term income disparities.11 Ne-
vertheless, along with the Common Agricultural Po-
licy, regional policy is one of the EU’s major expenditu-
res. Around 35 percent of the total budget is invested in 
different structural funds which are used to support re-
gions and countries with weaker economies. This me-
ans that some member states are always net contribu-
tors to the EU budget, while others are net recipients. 

The transfers discussed here, not intended to serve to 
equalize income levels but rather to insure against asym-
metric shocks and economic f luctuations, must fulfill 
the following characteristics:

a.	 Payments should be transferred quickly and on time: 
excessive delays in payments could lead to transfers 
failing to serve their stabilizing and synchronizing 
purposes and may then have a destabilizing effect 
on business cycles. 

b.	 The payment mechanism should be governed by 
rules: the resultant automatism should increase the 
transparency of this compensatory tool and prevent 
arbitrary political decisions about transfer payments. 

c.	 The compensatory mechanism should be oriented 
to cyclical f luctuations: over a longer period of time, 
member states will therefore be both donor and re-
cipient countries.

d.	 The transfer mechanism should be accompanied by 
strong fiscal rules: such a system cannot and should 
not replace a sound economic and budgetary policy. 
Previous experience with debt crises in fiscal unions 
has shown that a credible no-bailout clause is cruci-
al to the success of regional fiscal equalization sys-
tems within federal states.12 

e.	 Participation in a compensation system should be 
subject to conditions such as structural reforms 
through economy policy.

 
Such a transfer mechanism could be implemented in 
different ways in the euro area. This could involve, for 
instance, direct fiscal transfer payments or indirect 
transfers by establishing a European social security and 
unemployment insurance system. In the first case, coun-
tries would pay some of their tax revenue, which is clo-
sely linked to the business cycle, such as revenue from 
VAT, into a joint European fund. These payments would 
then be redistributed to the individual member states in 
relation to per-capita potential growth. If a country’s pro-

11	 The EU member states and the European Parliament passed a resolution 
that a maximum of 1.23 percent of the Community’s gross national income 
should be available to the EU. With a budget of around one percent, the EU’s 
current multi-year financial framework for the period 2008–2013 remains below 
this threshhold. It is largely made up of shares in VAT collected by the member 
states, national contributions, based on GDP, and customs duties. 

12	 Bordo et al., “A fiscal union.”
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national fiscal policy is curtailed because consumers ex-
pect an increase in public spending in the present to be 
financed by tax increases or cuts in public spending in 
the future (Ricardian Equivalence),14 such dampening 
effects would not occur if international a transfer me-
chanism could be used to stimulate economies.

One problem with this direct version of a fiscal trans-
fer mechanism is, however, that figures for the output 
gap and potential production are normally very inac-
curate and they are often revised over time. Transfer 
payments could therefore fail to serve their stabilizing 

14	 However, empirical studies conclude that only some of the private sector 
take a long-term perspective. Many key players actually increase their spending 
after a tax cut.

duction in relation to potential production, i.e., its out-
put gap, is lower than the average output gap in the euro 
area, the country is a net transfer recipient. If it is hig-
her, then it is a net transfer contributor. The more syn-
chronous the economic cycles of the individual mem-
ber states are, the fewer transfer payments are made.13 

The advantage of such a mechanism is that it supports a 
counter-cyclical fiscal policy in accordance with the Sta-
bility and Growth Pact. Countries experiencing an eco-
nomic downturn and hence net recipients of compen-
satory payments can thereby increase their public spen-
ding without burdening their national budgets. While 
the effect of stimulating the economy purely through 

13	 For a detailed description of such a mechanism, see von Hagen and 
Wyplosz, “EMU’s Decentralized System.”

Scenario 1:  Independent Fiscal and Monetary Policy 
with Flexible Exchange Rates1:
A negative demand shock causes domestic consump-
tion and production to fall temporarily below their 
long-term levels, leading to deflationary pressure. As 
a result, the Central Bank lowers interest rates which, 
due to the system of flexible exchange rates assumed 
here, devalues its currency vis-à-vis its trading part-
ners. Lower interest rates and devaluation dampen the 
economic downturn. 

An appreciation of the local currency abroad has 
the overall effect of cooling its economy in the form 
of lower demand for export goods and lower import 
prices. The latter, on the one hand, depresses demand 
due to a substitution effect away from goods produced 
abroad while the deflationary pressure has a positive 
impact on demand, since this implies the Central Bank 
has scope to lower interest rates and thus stimulate 
aggregate demand. Upon a return to equilibrium, 
the domestic currency appreciates again, and so net 
exports fall and the increase in production slows. The 
opposite happens abroad. 

1	 For a more detailed description of the model used and the results, see 
P. Engler and S. Voigts: “A Transfer Mechanism for a Monetary Union” 
(2012) (unpublished manuscript).

Consequently, the business cycles of both countries are 
highly synchronized and only consumption develops 
differently in the two countries. The impacts of natio-
nal monetary policy and the flexible exchange rate act 
as buffers against the effects of asymmetric shocks, on 
the one hand, and prevent a divergence of the national 
business cycles, on the other hand. 

Scenario 2:  Monetary Union without Compensatory 
Payment System
After a monetary union has been formed and the exch-
ange rate fixed and each country has given up their 
independent monetary policies, the fall in domestic 
inflation induced by the demand shock only affects 
the average inflation rate of the EU to a small extent. 
Therefore, the cut in domestic interest rates subse-
quently implemented by the common Central Bank is 
lower than in Scenario 1. It is impossible to adjust the 
exchange rate. The negative effect of the shock on the 
domestic economy and consumption is more pronoun-
ced as a result. Abroad, however, consumption grows 
faster than it would with flexible exchange rates, and 
also production rises instead of falling. This is because 
there is no decrease in exports due to a nominal 
revaluation. Moreover, the common monetary policy 
within the monetary union means that only interest 
rates fall slightly compared to the flexible exchange 
rate abroad. Hence, real incomes increase due to rising 
employment. 

Box 

Scenarios for the Effects of a Negative Demand Shock in a Two-Country Model
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and synchronizing purposes, or policy-makers might 
abuse the system. 

One alternative would be the introduction of a Europe-
an social and unemployment insurance scheme paral-
lel to the national insurance systems. Assuming that 
unemployment is closely correlated to the economic si-
tuation of a country, a European insurance system of 
this kind would result in transfer payments between 
the member states of the monetary union, similar to a 
direct fiscal transfer system, only in this case it would 
not be governments that receive the transfers, but pri-
vate households.15 

15	 See the contribution by Dullien and Fichtner in this DIW Economic 
Bulletin on the specific advantages and disadvantages of such a European 
unemployment insurance scheme. 

Compared to a direct fiscal transfer system, a Europe-
an social and unemployment insurance scheme would 
have the advantage that the factors determining the 
transfers are set quickly and more or less automatical-
ly. They would not have to be first calculated and nego-
tiated, leaving less scope for arbitrary political decisi-
ons. Moreover, the effectiveness of an economic trans-
fer mechanism as a tool for stabilizing business cycles 
depends on how fast aggregate demand is affected. Pri-
vate households and governments could simply increa-
se their savings rate when they receive net transfer pay-
ments. However, this is less probable in the event of a 
European unemployment and social security insuran-
ce scheme. 

It should be emphasized that a compensatory payment 
mechanism in a monetary union cannot replace a sound 

Box 

Scenarios for the Effects of a Negative Demand Shock in a Two-Country Model

As a result, business cycles and consumption in both 
countries become significantly more volatile and more 
asynchronous in the monetary union. A recession in one 
country cannot be weakened by an expansive monetary 
policy there and a depreciation in exchange rate, nor, 
conversely, can a boom be moderated.

Scenario 3:   Monetary Union with Stronger Integration 
in Real Economic Terms
It is often argued that when a monetary union is 
formed, the asymmetry in the business cycle of the 
individual member states weakens due to increased 
integration in real economic terms.2 If stronger integra-
tion in real economic terms is established in the present 
model by increasing the share of imported goods to 
consumption, the sub-regions of the monetary union are 
similarly affected by asymmetric shocks. A domestic de-
mand shock is then evenly distributed to domestic and 
foreign goods, leading to more similar business cycles in 
both countries than if integration were weaker. 

 
 
 

2	 Frankel, Rose, “The Endogeneity of the Optimum Currency Area Criteria,” 
The Economic Journal, 108 (449) (1998): 1009–1025; and Frankel, Rose, “An 
Estimate of the Effect of Common Currencies on Trade and Income,” 
Quarterly Journal of Economics, 117 (2) (2002): 437–466. For an opposing 
position, see Krugman, “Lessons from Massachusetts.” 

Scenario 4:  Monetary Union with Compensatory 
Payment System
Alternatively, both countries could introduce a com-
pensatory payment system in order to produce similar 
economic results in the event of an asymmetric shock, as 
in the scenario with integration in real economic terms. 
In our model, this is represented by a payment from the 
country with relatively strong economic growth to the 
country with relatively weaker growth. The compensa-
tory payments are intended to directly affect aggre-
gate demand for goods. In the period following the 
shock-induced decline in demand, the domestic economy 
receives a payment,3 which means there is a counter-cy-
clic increase in aggregate demand and the decline of 
consumption and production is tempered. 

Abroad, on the other hand, expansion of the economy is 
curtailed by the compensatory payments. It is apparent 
that the decline in domestic demand and production 
is thus alleviated considerably and the foreign econo-
mic stimulus is slowed down and can even be reversed 
through a decline in production. This in turn leads to a 
dampening of volatility and a convergence of economic 
and consumption trends.

3	 In the simulations, a transfer is modeled as a payment between private 
households . The model can, however, also be adjusted so that transfers are 
made between governments. Comparable simulation results can be achieved 
with both models. 
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economic and budgetary policy in the member states. 
Since the transfer system is not intended to redistribu-
te the tax revenue or debt burden but to absorb asym-
metric cyclical shocks, fiscal discipline and a sufficient 
level of international competitiveness continue to be of 
crucial importance for the stability of the euro area. Im-
plementation of major labor market reforms or compli-
ance with fiscal policy rules could be made a prerequi-
site for participation in the compensatory mechanism. 
As a result, a country’s participation in the compensa-
tory mechanism could be linked to the simultaneous 
inclusion of a debt brake in its constitution, or its adhe-
rence to the Stability and Growth Pact.

Conclusion and Policy Implications

In a monetary union without fully integrated markets, 
where both monetary and exchange rate policy are not 
available as stabilizing tools, a system of compensato-
ry payments between the member states could play an 
important role in stabilizing and synchronizing econo-
mic f luctuations in the individual countries. To date, 
however, policy-makers have not been willing to sur-
render some of their fiscal sovereignty to allow a trans-
fer mechanism to be introduced. In view of the current 
debate on the institutional restructuring of the EMU, 
the time now seems ripe to also consider introducing a 
fiscal compensatory system. The higher the compensa-
tory payments are, the more reservations governments 
and the people will have about the introduction of such 
a mechanism. One challenge for the political debate is 
therefore to strike an optimal balance between stabili-
zing effect and the size of transfers.
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