Since the irrevocable fixing of exchange rates of eleven European
countries on the 1st of January 1999, the euro has become the offi-
cial currency for 330 million people and the GDP of today’s 17-coun-
try eurozone adds up to almost EUR 9.5 trillion (2012), ranking sec-
ond behind the United States. As a project of monetary integration,
the euro is without historical precedent. Its governance is complex
and unique. Its evolution is embedded in the history of Europe. While
many early proposals for a common European currency were fuelled
by the idea of political unity, the first concrete steps towards the Mon-
etary Union actually had the economic objective to limit exchange
rate fluctuations and to stabilize monetary relations. This became all
the more important after the end of the fixed exchange rate system
of Bretton Woods and the large swings of the US dollar on exchange
markets. This chapter examines very briefly how the idea of a single
currency was born and what steps led to today’s euro (Fig. 2.1)".

As can be seen on the websites of the EU Commission, an early men-
tion of a single European currency dates back as far as 1929. It was
Gustav Stresemann, then foreign minister of Germany, who put the
following question to the League of Nations on the 9th of September
1929: “Where are the European currency and the European stamp that
we need?” (European Commission 2012a). Stresemann complained
about the frontiers that had been created through the Treaty of
Versailles and that these impeded easy travel and trade across Euro-

! For thorough and comprehensive historical analyses see: James (2012) and
Marsh (2009). Additional information can also be found in: Baldwin and
Wyplosz (2009) and European Union, EU (1995-2012).
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pean borders. While these words and ideas were exceptionally visio-

nary for the time Europe was set to see its darkest chapter only a

few years after Stresemann had delivered this speech. However, the

tragedy of the Second World War ultimately led to the foundation of
three European institutions, which would later evolve into the Euro-
pean Union and pave the way for the creation of the euro. Six coun-
tries—Belgium, France, Germany, Italy, Luxembourg and the Nether-
lands—established the European Coal and Steel Community (ECSC)
on the 18th of April 1951. In March 1957, the Rome Treaties between
these countries laid the foundation for the creation of the “European

Economic Community” (EEC) and the “European Atomic Energy

Community” (Euratom). Due to the existence of the Bretton Woods

System, monetary coordination was at first not the focus of the EEC,

but rather emerged as an idea when the Bretton Woods System began

to fall apart at the seams. Efforts to promote monetary integration can
be broken down into three broad attempts. These provide a guideline
for understanding the course of events:

* The first attempt was initiated by the Barre Report in 1969, aimed at
achieving an Economic and Monetary Union. While this first initia-
tive failed, it marks the beginning of efforts towards monetary and
economic integration and provided lessons for subsequent attempts.

* The second attempt followed in 1979 with the creation of the Eu-
ropean Monetary System (EMS) and the European Currency Unit
(ECU).

¢ The third attempt, which would later lead to the introduction of the
euro, was started by the “report on EMU in the European Com-
munity” by the Delors Committee in 1989 (European Commission
2012b).

Before these attempts, the European Council had in 1964 decided that

central banks of the Member States of the EEC should cooperate, es-

pecially in the field of international monetary relations and that Mem-
ber States should consult prior to changes in exchange-rate parities.

At the December 1969 summit in The Hague, the Heads of State and

Government agreed on the basis of the Barre report upon a new ob-

jective of European integration, namely an Economic and Monetary

Union (EMU). They assigned a group, headed by Pierre Werner, the

Prime Minister of Luxembourg, with the task of drafting a report on

how to achieve this by 1980. The reasons for the EEC countries to

seek monetary stability and monetary cooperation were manifold. For
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relatively small and open European economies, the exchange rate was
an important variable, since highly volatile nominal exchange rates
created negative effects on trade and investments in the form of high
uncertainty and hedging costs. As intra-European trade relations be-
came stronger, exchange rate volatility was seen as a barrier to trade
and made it difficult to handle integrated value chains. The Bretton
Woods System of dollar pegs ran into trouble in the late 1960s and
the European countries were keen to become more independent from
monetary policies in the United States. The continuous devaluation
of the dollar and expansionary policies to finance the Vietnam War
increasingly conflicted with European interests. For these reasons,
the Member States of the EEC considered the creation of a monetary
zone as a viable option to achieve more monetary independence and
stability.

In its final report, submitted in October 1970, the so-called “Werner
Group” set out a plan to achieve the targeted economic and monetary
union in stages by 1980. While the adoption of a single European cur-
rency was seen as a long-term outcome of the process, primary goals
were the complete liberalisation of capital movements, the full con-
vertibility of countries’ currencies and the fixing of exchange rates. In
order to achieve these targets, the Werner Group called on Member
States to improve economic policy coordination and to draft rules for
national budgets. The Member States approved the recommended ac-
tions by the Werner Group, but willingness to follow through with
concrete steps was wanting. The Werner Plan finally collapsed under
the financial turmoil that was about to set in. In August 1971, the
United States unilaterally closed the gold window and announced the
dollar’s non-convertibility with respect to gold. The resulting devalu-
ation inflicted losses on US dollar holders and the final breakdown
of the Bretton Woods system in 1973 disrupted plans for monetary
union in Europe. This tremendous change in the exchange rate system
caused instability on foreign exchange markets and put severe stress
on the parities between the European currencies. Rising oil prices
added further pressure and triggered a broad range of different policy
responses by the member countries.

In March 1972, the six founding members of the EEC had decided to
collaborate in order to stabilize exchange rates by creating the “snake
in the tunnel” and establishing the European Monetary Cooperation
Fund (EMCF) in 1973. The “snake in the tunnel” mechanism was
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designed to have Member States’ currencies float within a certain
range against the dollar. It pegged the EEC currencies against each
other and was intended to stabilize inner-European trade relations. It
was joined by the newly acceded member countries United Kingdom,
Denmark and Ireland. The “tunnel” defined specific margins of
fluctuation against the dollar, while the “snake” was the managed
floating of the currencies around the dollar within these margins.
The prevailing weakness of the dollar, different approaches in eco-
nomic policy by the member countries and the oil crisis soon led to
the demise of this scheme and the exit of nearly all members within
2 years. It was the lack of monetary discipline and the preference
for stimulating growth and employment that made countries join and
leave the Economic Monetary System, whichever they regarded as
more valuable in each situation. France, for example, left the system
twice—in 1974 and again in 1976 after it had temporarily rejoined.
Italy and Sweden also preferred to go their own ways. Since even the
first stage could not be completed successfully, the second and third
stages of the Werner Plan had died. While first the “tunnel” had faded
due to the free floating of the dollar after the abolition of the gold
standard in 1971, the “snake” did not survive either as Member States
did not stick to it. The consequence was a currency area with the Ger-
man “mark” as anchor currency and especially smaller countries (like
Denmark and the Benelux) following the monetary policy of the Ger-
man Bundesbank, which had proven its independence from political
interests and its monetary stability credentials.

Initiated by France and Germany in the persons of Giscard
d’Estaing and Helmut Schmidt, the second attempt to finally cre-
ate an economic and monetary union with stable exchange rates was
launched in March 1979 with the creation of the European Monetary
System (EMS). The European Council had agreed upon the broad
outlines of the EMS in July 1978 and decided that it should com-
prise all the currencies of the EEC and that it should be based on a
European Currency Unit (ECU) as a pillar of the system. Further-
more, the new set-up foresaw fixed, but adjustable exchange rates
with rules that should be at least as strict as the “snake”. While it
was also designed to create and maintain monetary stability, it ad-
ditionally aimed at achieving closer economic convergence between
Member States. Except for the UK, all the Member States partici-
pated. The ECU was created to serve as a benchmark for calcula-
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tions of exchange rates for a newly created credit mechanism be-
tween the Member States and it was intended to replace the German
mark at least symbolically as the political currency of Europe. The
ECU itself was a weighted average of the participating currencies,
with the mark initially accounting for 33% and the franc for 20 %
of this virtual basket currency. Currencies were allowed to fluctuate
within a margin of 2.25 % to either side of bilateral rates based on the
calculation of the ECU. Italy was given a margin of 6 %. Intervention
rules were based on these bilateral rates, not on the central parities
to the ECU. The system soon came under stress, when the second
oil price shock in 1979 created upward pressure on inflation and led
to restrictive policy moves by the Deutsche Bundesbank, which all
other EMS members more or less had to follow in order to keep their
exchange rates within the narrow bands. The increasing tensions led
to numerous exchange rate adjustments in the years up to the early
1990s. Despite these problems, the creation of the EMS can be seen
as the turning point in European monetary integration.

Parallel to closer monetary integration, the EU Council adopted the
Single Market Programme in 1985 and the Single European Act 1987,
under which a market without internal frontiers was to be completed
by 1992. In June 1988, the European Council passed a directive for
the complete liberalization of capital movements and committed to
the target of a step-wise realisation of the economic and monetary
union. It assigned a committee comprising the governors of the na-
tional central banks and Jacques Delors—then president of the Euro-
pean Commission—as chair with the task of analysing and suggesting
concrete steps towards the realization of such a union. The result-
ing “Delors Report” proposed an economic and monetary integration
in three stages. It was publicly released in April 1989 and accepted
by the Madrid European Council in June 1989. This is important, as
Germany’s agreement to the euro is often said to have been the price
for German unity paid by the Kohl government. Actually at the time
of the Delors report, the possibility of reunification was not yet fore-
seeable, so the argument has been rejected by many policymakers of
that time. But on the other hand, the international treaties for the euro
had to be worked out in the years following the Delors report and
the German position in these negotiations was certainly influenced
by reunification. The creation of the euro was a signal to all partners
that the reunified Germany—sacrificing its D-mark, a symbol of eco-
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nomic success and a part of German identity—would be an integral
and inseparable part of Europe.

In 1989, the European Commission launched the first stage by
implementing measures to eliminate all restrictions on the free move-
ment of capital by July 1990, as outlined in the Delors Report. For the
second and third step, however, a new institutional framework was
needed. For this purpose, the European Council enacted an intergov-
ernmental conference in December 1989 with the aim of identifying
what Treaty amendments were needed in order to provide the legal
framework for the final implementation of the EMU. Governments
convened in 1991 and negotiated the economic, monetary as well as
the political union. This process finally resulted in the Treaty of Maas-
tricht on the European Union, adopted by the Heads of State and Gov-
ernment in December 1991, signed on February 7th 1992 and finally
ratified on November 1st 1993. This paved the way for the European
System of Central Banks, the foundation of the European Central Bank
(ECB) in 1998 and the definition of its task. The Treaty of Maastricht
planned to fix exchange rates for a common currency in a third stage—
at the latest in 1999. Participation in the final process of introducing
the currency required among other things compliance with two criteria
for budget stability: budget deficits were not to exceed 3% of GDP
even in periods of weak economic activity and public debt was not
to exceed the threshold of 60% of GDP. Further convergence criteria
asked for inflation rates of at maximum 1.5% points higher than the
average of the three most stable countries, long-term interest rates not
more than 2 % above the average of the three lowest interest-rate coun-
tries and for no tensions in the exchange rate mechanism for at least 2
years before the introduction of the common currency.

Before the second stage could begin, however, the new exchange-
rate mechanism (ERM) and the European Monetary System had to
weather a further crisis in 1992. The repercussions of German reunifi-
cation and high German interest rates destabilized the ERM, since the
restrictive monetary policy of the German Bundesbank was not suited
for the other member countries. Italy was grappling with declining
economic activity as well as fiscal problems and by mid-September
1992 it had become clear that the current parity of the lira was no
longer sustainable. On September 13th, the Italian lira was devalued
by 7%. However, the lira immediately reached its new ERM floor
again the next day, while the British pound also came under increased
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stress due to mounting speculation. On September 16th, subsequently
known as Black Wednesday, the British pound fell below its lower
ERM bound and consequently the Bank of England announced ster-
ling’s withdrawal from the ERM. On the same day, Italy decided not
to intervene anymore and left the ERM. The crisis exposed the vul-
nerability of the ERM and later on resulted in the adoption of a new
adjusted exchange-rate mechanism (ERM II) and the widening of in-
tervention bands to 15 %.

During the second stage from 1994 to 1998, the European Mone-
tary Institute (EMI) inherited the tasks from the former EMCF and the
Committee of Governors. It was responsible for enabling and strength-
ening cooperation among national central banks and coordination of
monetary policies, but had no monetary competencies of its own. Basi-
cally, it was supposed to build the foundations for the implementation
of'a common monetary policy, targeting price stability and the creation
of a single currency later during the third stage. Converging economic
policies were one essential step towards achieving this goal. Further-
more, the national central banks had to become independent before
stage three could begin. In December 1995 the EMI decided to name
the single currency “euro”, which was to be introduced with the onset
of the third stage on January Ist 1999. As early as in December 1996 it
presented to the public the designs for the euro notes, which would be
brought into circulation on January the 1st, 2002.

At the Madrid Council meeting in 1995 the decision was taken
to enter into the third stage with irrevocably fixed exchange rates in
1999. German demands were accepted to supplement the Maastricht
treaty with a Stability and Growth Pact which was then drafted and
eventually passed in June 1997. It was designed to ensure fiscal disci-
pline in the economic and monetary union’s Member States. The pact
was amended and finally ratified in May 1998. However, as early as
in February 1996, the European Parliament had decided that “in the
case of an excessive deficit of a Member State (...) the general eco-
nomic position must be taken into account”, making the 3 % rule more
flexible, but also susceptible to arbitrariness (European Commission
2012c). This was an early sign that the Stability and Growth Pact
might prove not to be as effective as intended (see Sect. 6.1).

On May 2nd 1998 the Council of the European Union announced
that eleven Member States fulfilled the requirements for participation
in the third stage and thus, for the introduction of the common cur-



2 Springer
http://www.springer.com/978-3-642-37526-2

Emerging from the Euro Debt Crisis
Making the Single Currency Work
Heise, M,

2013, Xlll, 123 p., Hardcover

ISBN: 978-3-642-37526-2



	Chapter 2
	The Path to European Monetary Union




