ECONOMIC
AND MONETARY
UNION

Michele Chang

X 3 ¥



THE EUROPEAN UNION SERIES

General Editors: Neill Nugent, William E. Paterson

The European Union series provides an authoritative library on the European Union, ranging from
general introductory texts to definitive assessments of key institutions and actors, issues, policies
and policy processes, and the role of member states.

Books in the series are written by leading scholars in their fields and reflect the most up-to-date
research and debate. Particular attention is paid to accessibility and clear presentation for a wide
audience of students, practitioners and interested general readers.

The series editors are Neill Nugent, Emeritus Professor of Politics at Manchester Metropolitan
University, UK, and William E. Paterson, Honorary Professor in German and European Studies,
University of Aston. Their co-editor until his death in July 1999, Vincent Wright, was a Fellow of

Nuffield College, Oxford University.

Feedback on the series and book proposals are always welcome and should be sent to Stephen
Wenham, Palgrave, 4 Crinan Street, London N1 9XW, or by e-mail to s.wenham@palgrave.com

General textbooks
Published

Laurie Buonanno and Neill Nugent Policies and
Policy Processes of the European Union
Desmond Dinan Encyclopedia of the European

Union
[Rights: Europe only]

Desmond Dinan Europe Recast: A History of
the European Union (2nd edn)
[Rights: Europe only]

Desmond Dinan Ever Closer Union: An
Introduction to European Integration (4th
edn)

[Rights: Europe only]

Mette Eilstrup Sangiovanni (ed.) Debates on
European Integration: A Reader

Simon Hix and Bjern Heyland The Political
System of the European Union (3rd edn)

Dirk Leuffen, Berthold Rittberger and Frank
Schimmelfennig Differentiated Integration

Paul Magnette What is the European Union?
Nature and Prospects

John McCormick Understanding the European
Union: A Concise Introduction (6th edn)

Brent F. Nelsen and Alexander Stubb The
European Union: Readings on the Theory
and Practice of European Integration
(4th edn)

[Rights: Europe only]

Series Standing Order (outside North America only)
ISBN 978-0-333-71695-3 hardback

ISBN 978-0-333-69352-0 paperback

Full details from palgravehighered.com

Neill Nugent (ed.) European Union
Enlargement

Neill Nugent The Government and Politics of
the European Union (7th edn)

John Peterson and Elizabeth Bomberg Decision-
Making in the European Union

Ben Rosamond Theories of European
Integration

Sabine Saurugger Theoretical Approaches to
European Integration

Ingeborg Témmel The European Union: What
it is and How it Works

Esther Versluis, Mendeltje van Keulen and Paul
Stephenson Analyzing the European Union
Policy Process

Hubert Zimmermann and Andreas Diir (eds)
Key Controversies in European Integration

Forthcoming

Magnus Ryner and Alan Cafruny A Critical
Introduction to the European Union

Also planned

The European Union and Global Politics
The Political Economy of European Integration

Visit Palgrave Macmillan’s
EU Resource area at
www.palgrave.com/politics/eu/




The major institutions and actors
Published

Renaud Dehousse The European Court of Justice

Justin Greenwood Interest Representation in
the European Union (3rd edn)

Fiona Hayes-Renshaw and Helen Wallace The
Council of Ministers (2nd edn)

Simon Hix and Christopher Lord Political
Parties in the European Union

David Judge and David Earnshaw The European
Parliament (2nd edn)

Neill Nugent and Mark Rhinard The European
Commission (2nd edn)

Anne Stevens with Handley Stevens Brussels
Bureaucrats? The Administration of the
European Union

Wolfgang Wessels The European Council

Forthcoming

Ariadna Ripoll Servent The European Parliament
Sabine Saurugger and Fabien Terpan The European
Court of Justice and the Politics of Law

The main areas of policy
Published

Karen Anderson Social Policy in the European
Union

Michael Baun and Dan Marek Cohesion Policy
in the European Union

Michele Chang Monetary Integration in the
European Union

Michelle Cini and Lee McGowan Competition
Policy in the European Union (2nd edn)

Wyn Grant The Common Agricultural Policy

Martin Holland and Mathew Doidge
Development Policy of the European Union

Jolyon Howorth Security and Defence Policy in
the European Union (2nd edn)

Johanna Kantola Gender and the European Union

Stephan Keukeleire and Tom Delreux The Foreign
Policy of the European Union (2nd edn)

Brigid Laffan The Finances of the European
Union

Malcolm Levitt and Christopher Lord The
Political Economy of Monetary Union

Janne Haaland Matlary Energy Policy in the
European Union

John McCormick Environmental Policy in the
European Union

John Peterson and Margaret Sharp Technology
Policy in the European Union

Handley Stevens Transport Policy in the
European Union

Maren Kreutler, Johannes Pollak and Samuel
Schubert Energy Policy in the European
Union

Tom Delreux and Sander Happaerts Environmen-
tal Policy and Politics in the European Union
Michele Chang Economic and Monetary Union

Forthcoming

Sieglinde Gstohl and Dirk de Bievre The Trade
Policy of the European Union

Christian Kaunert and Sarah Leonard Justice
and Home Affairs in the European Union

Paul Stephenson, Esther Versluis and Mendeltje
van Keulen Implementing and Evaluating
Policy in the European Union

Also planned

Political Union

The member states and the Union
Published

Carlos Closa and Paul Heywood Spain and the
European Union

Andrew Geddes Britain and the European Union

Alain Guyomarch, Howard Machin and Ella
Ritchie France in the European Union

Brigid Laffan and Jane O’Mahoney Ireland and
the European Union

Forthcoming

Simon Bulmer and William E. Paterson Germany
and the European Union

Brigid Laffan The European Union and its
Member States

Issues
Published

Senem Aydin-Diizgit and Nathalie Tocci Turkey
and the European Union

Derek Beach The Dynamics of European Integra-
tion: Why and When EU Institutions Matter

Christina Boswell and Andrew Geddes Migra-
tion and Mobility in the European Union

Thomas Christiansen and Christine Reh
Constitutionalizing the European Union

Tuomas Forsberg and Hiski Haukkala The
European Union and Russia

Robert Ladrech Europeanization and National
Politics

Cécile Leconte Understanding Euroscepticism

Steven McGuire and Michael Smith The Euro-
pean Union and the United States

Wyn Rees The US-EU Security Relationship:
The Tensions between a European and a
Global Agenda

Forthcoming

Graham Avery Enlarging the European Union
Thomas Christiansen, Emil Kirchner and Uwe
Wissenbach The European Union and China



Economic and Monetary
Union

Michele Chang

sauin palgrave



© Michele Chang 2016

All rights reserved. No reproduction, copy or transmission of this
publication may be made without written permission.

No portion of this publication may be reproduced, copied or transmitted
save with written permission or in accordance with the provisions of the
Copyright, Designs and Patents Act 1988, or under the terms of any licence
permitting limited copying issued by the Copyright Licensing Agency,
Saffron House, 610 Kirby Street, London ECTN 8TS.

Any person who does any unauthorized act in relation to this publication
may be liable to criminal prosecution and civil claims for damages.

The author has asserted her right to be identified as the author of this
work in accordance with the Copyright, Designs and Patents Act 1988.

First published 2016 by
PALGRAVE

Palgrave in the UK is an imprint of Macmillan Publishers Limited,
registered in England, company number 785998, of 4 Crinan Street,
London, N1 9XW.

Palgrave Macmillan in the US is a division of St Martin’s Press LLC,
175 Fifth Avenue, New York, NY 10010.

Palgrave is a global imprint of the above companies and is represented
throughout the world.

Palgrave® and Macmillan® are registered trademarks in the United States,
the United Kingdom, Europe and other countries.

ISBN 978-1-137-34294-2 hardback
ISBN 978-1-137-34293-5 paperback

This book is printed on paper suitable for recycling and made from fully
managed and sustained forest sources. Logging, pulping and manufacturing
processes are expected to conform to the environmental regulations of the
country of origin.

A catalogue record for this book is available from the British Library.

A catalog record for this book is available from the Library of Congress.



To my parents, Mr Wayne Kwan Chang and
Dr Adoracion Palacio-Chang



Contents

List of Figures, Tables and Boxes
Abbreviations
Acknowledgements

Introduction

1

History of Economic and Monetary Union
From the Snake to the EMS
The Werner Plan and the Snake, 1969-1976
The European Monetary System and the Road to
Economic and Monetary Union, 1979-1998
Launching Monetary Union, 1999-2008
Crisis and Aftermath: Reconstructing EMU,
2008-present
Phase 1: The Global Financial Crisis and Incremental
Integration
Phase 2: The Sovereign Debt Crisis: Building up
Crisis Management and Strengthening Fiscal Policy
Cooperation
Phase 3: Banking Union and Muddling Through,
2012—present
Conclusion

Monetary Integration
Evolution EMU 1.0
Legal and Theoretical Bases of EMU 1.0
Integration under Fire: EMU 2.0, “a genuine economic
and monetary union”
Institutions
European Council/Euro Summit
Ecofin/Eurogroup
European Central Bank (see Chapter 3 for a fuller
elaboration)
European Parliament
European Commission

vil

xii
xv

\O \O \©

12
20

23

23

24

29
31

35
35
35

41
49
49
51

52
54
55



viii Contents

European Stability Mechanism
The Institutions (formerly known as the troika)
Conclusion

3 The European Central Bank
Institutional Configuration and Legal Mandates
Structure
Functions: Monetary Policy
Functions: Financial Supervision and the Single
Supervisory Mechanism
The ECB’s Record
Beyond Price Stability: The Global Financial Crisis
and Sovereign Debt Crisis
Non-standard Measures
Conclusion

4 Financial Integration and Banking Union
Evolution
The Origins of Cooperation
Financial Services Action Plan and the Capital
Requirements Directive
The Global Financial Crisis and the EU’s Response
Banking Union
Institutions
External Dimension
The G20
Basel Committee on Banking Supervision
Financial Stability Board
Conclusion

5 Fiscal Policy Coordination

Evolution

Post-crisis Fiscal Policy Reforms
Instruments

Stability and Growth Pact

The Six Pack

Fiscal Compact

The Two Pack
Conclusion

6 Economic Policy Coordination
Evolution
Institutions and Instruments
European Semester

57
61
62

64
64
66
70

71
80

81
84
91

93
93
94

95

97
104
110
112
112
115
117
119

121
121
125
133
133
136
137
138
141

142
142
152
153



Contents 1x

Broad Economic Policy Guidelines 155
Europe 2020 155
Macroeconomic Imbalances Procedure 157
Euro Plus Pact 161
Conclusion 162
7 The Euro Outs: A View from the Outside 164
Becoming a Euro Insider 164
Evolution 167
The Euro Outsiders with Opt-outs 171
Denmark 171
The United Kingdom 173
Pre-euro Accession Countries 175
Bulgaria 175
Croatia 177
Czech Republic 177
Hungary 178
Poland 180
Romania 181
Sweden 182
Remaining in as an Out 184
European Central Bank 184
Stability and Growth Pact 185
Euro Plus Pact 185
Treaty on Stability, Coordination and Governance 185
Banking Union 186
Conclusion 186
8 EMU and the World 189
The Euro as an International Currency 189
China and the Euro 199
External Representation 203
Exchange Rate Policy 205
International Monetary Fund 207
Conclusion 214
Conclusion 217
Bibliography 228

Index 265



List of Figures, Tables and Boxes

Figures
1.1 Map of the Euro Area 2
2.1 EMU 1.0 39
2.2 EMU 2.0 45
2.3 EU and Euro Area Institutions 53
2.4 ESM Contributions as a Percentage by Country 59
3.1 ECB Voting Rotation of Governing Council 67
3.2 Division of Tasks between National- and European-Level

Financial Supervisors 73
3.3 Outline of the Decision-Making Structures under the

Supervisory Mechanism 75
4.1 European System of Financial Supervision Chart 102
4.2 Institutional Triangle for Financial Regulation 110
4.3 Banking Union 111
5.1 Annual Cycle of Two-Pack Surveillance 138
6.1 Calendar of the European Semester 154
6.2 Diagram of Macroeconomic Imbalances Procedure 160
8.1 Monetary Policy Frameworks and Exchange Rate

Anchors — per cent of IMF Members 193
8.2 Global Holdings of Foreign Exchange Reserves by

Share of Currency 196
8.3 EU Trade Flows with China (growth in %) 200
8.4 SDR Composition, 2010 and 2016 204
Tables
1.1 EMS Realignments against Central Rates 1979-1993 14
1.2 Council Decision 98/317/EC of 3 May 1998 on

Identification of the Member States Participating in

the Third Stage of EMU 21
1.3 EMU Membership 23
1.4 Time Line on Crisis and Strengthening Euro Area

Governance by Sector, 2008-2015 32



List of Figures, Tables and Boxes xi

Euro Area Economic Adjustment Programme Support

National Financial Supervisory Authority of Euro Area

Countries

4.1 Summary of Banking Union Legislation

5.1 Overview of Ongoing Excessive Deficit Procedure
(as of 1 May 2015)

5.2 Comparison of Stability and Growth Pact, Six Pack
and Fiscal Compact: Corrective Arm

6.1 Summary of Euro Area Varieties of Capitalism
Models

6.2 Alert Mechanism Report Scoreboard

7.1 Participation in the ERM II

7.2 Summary Table of Euro Outsider Membership in
Eurozone Governance

8.1 Key Figures Comparing the US and the EU-27/Euro
Area Economy

8.2 Dollar versus Euro as an International Currency

8.3 Countries and Territories with Exchange Rate Regimes
Linked to the Euro

8.4 EU Voting Power in the IMF (Eurozone countries

in bold)

Boxes
5.1 Fiscal Multiplier Debate: The Battle of the Boxes

58

77
108

135
140
143
158
165
186

191
192

194

208

132



Abbreviations

AIFM
AMR
AQR
BCBS
Benelux
BEPG

BIS

BRICs
BRRD
CAP

CDO

CDS

CME
COREPER
CRA

CRD
CRDIV-CRR

CSR
DG ECFIN

DG EMPL
DG ENTR

DGS
EBA
ECB
Ecofin
EDP
EEC
EES
EFC

Alternative Investment Funds Manager
Alert Mechanism Report

Asset Quality Review

Basel Committee on Banking Supervision
Belgium, Netherlands and Luxembourg
Broad Economic Policy Guidelines

Bank for International Settlements
Brazil, Russia, India and China

Bank Recovery and Resolution Directive
Common Agricultural Policy
Collateralized Debt Obligation

Credit Default Swap

Coordinated Market Economy
Committee of Permanent Representatives
Credit rating agency

Capital Requirements Directive

Capital Requirements Directive IV and
Capital Requirements Regulation
Country-specific recommendation
Directorate General for Economic and
Financial Affairs

Directorate General for Employment, Social
Affairs and Inclusion

Directorate General for Enterprise and
Industry

Deposit Guarantee Scheme

European Banking Authority

European Central Bank

Economics and Financial Affairs Council
Excessive Deficit Procedure

European Economic Community
European Employment Strategy
Economic and Financial Committee

xii



Abbreviations xiii

EFSF
EFSM
EIOPA

ELA
EMIR
EMS
EMU
EP
ERM
ESA
ESCB
ESFS
ESM
ESMA
ESRB
EURIMF
Eurodad
EWG
FSA
FSAP
FSB
FSC
FSF
G20
GATT
IMF
LOLR
LTRO
MIP
MME
MoU
MTO
NAP
NCB
NIIP
NRP
OCA
OHIO
OLAF
OMC

European Financial Stability Facility
European Financial Stabilization Mechanism
European Insurance and Occupational
Pensions Authority

Emergency Liquidity Assistance

European Markets Infrastructure Regulation
European Monetary System

Economic and monetary union

European Parliament

Exchange Rate Mechanism

European Supervisory Agencies

European System of Central Banks
European System of Financial Supervision
European Stability Mechanism

European Securities and Markets Authority
European Systemic Risk Board

EU representatives to the IMF

European Network on Debt and Development
Eurogroup Working Group

Financial Services Authority

Financial Services Action Plan

Financial Stability Board

Financial Services Committee

Financial Stability Forum

Group of 20

General Agreement on Trade and Tariffs
International Monetary Fund

Lender of last resort

Long-term refinancing operations
Macroeconomic Imbalances Procedure
Mixed-market economy

Memorandum of Understanding
Medium-term budgetary objective
National action plan

National Central Bank

Net International Investment Position
National reform programme

Optimum currency area

Own house in order

European Anti-Fraud Office

Open method of coordination



xiv Abbreviations

OMT
PBoC
PIIGS
PSI
RQMV
SCIMF
SCP
SDR
SGP
SME
SMP
SRM
SSM
TFEU

TLTRO
TSCG

VRTF

Outright monetary transactions

People’s Bank of China

Portugal, Ireland, Italy, Greece and Spain
Private sector involvement

Reverse qualified majority voting
Sub-committee on the IMF (part of the EFC)
Stability and Convergence Programme
Special drawing rights

Stability and Growth Pact

Small and medium-sized enterprises
Securities Market Programme

Single Resolution Mechanism

Single Supervisory Mechanism

Treaty on the Functioning of the European
Union

Targeted longer-term refinancing operations
Treaty on Stability, Coordination and
Governance

Van Rompuy Task Force



Acknowledgements

There are numerous people I would like to thank for helping to
make this book possible. First, I would like to thank everyone at
Palgrave for their support and patience during this process. Neill
Nugent and William Paterson served as excellent editors and I am
grateful that they approached me to reconsider economic and mon-
etary union after Palgrave had published Monetary Integration in
the European Union in 2009. Stephen Wenham and Steven Kennedy
were indispensable. I also thank Tuur Drieser and Chloe Osborne
for helping put the book together.

The following colleagues graciously provided comments on
some of the draft chapters: Jerry Cohen, Gabriel Glockler, David
Howarth, Patrick Leblond and Lucia Quaglia. I also thank the
anonymous reviewers. All errors remain my own. In addition, I ben-
efited greatly from conversations with Kenneth Dyson, Alessandro
Fusacchia, Iain Hardie, Gisele Hites, Dermot Hodson, Demothenes
Ioannou, Erik Jones, Ivo Maes, Miguel Otero Iglesias, George
Pagoulatos, Elliot Posner, Sebastian Royo, Joachim Schild, Federico
Steinberg, Mattias Vermeiren, Amy Verdun and Guntram Wolff.
I am also grateful to the College of Europe and my colleagues there
for creating such a supportive atmosphere. My students have also
made helpful comments on earlier drafts, and I would like to thank
in particular Thomas Pellerin-Carlin and Eguzki Osteikoetxea.

I gratefully acknowledge the use of diagrams from the Deutsche
Bundesbank, the European Central Bank and the European
Commission.

The support of my friends can never be underestimated, espe-
cially from Karen Leahy, Carolyn Hsu, Thomas Kostera, Steve
Applebaum, Milena Boghossian, Jim Bjork, Nicole Germay De
Reys, Maureen Feeley, Anna-Karin Friis, Kathleen Hancock, Lisa
Hilbink, Michelle Mueller, Kristyn Ritner, Paco Rodriguez and
Mauricio Ruiz.

Finally, my family has been a constant source of strength: Wayne,
Adoracion, William, Moshi and Robert. The book is dedicated to
my parents.

XV



Introduction

In the spring of 2008 the European Union (EU) celebrated the tenth
anniversary of economic and monetary union (EMU). Events in
Brussels and Frankfurt marked the successful first decade of the
currency. The Economic and Monetary Affairs Commissioner
boasted that “the Economic and Monetary Union and the euro are
a major success” (Commission 2008, p.iii), while European Central
Bank President Jean-Claude Trichet lauded “the vision and deter-
mination of the Governing Council members, past and present...
who have helped to build a solid foundation for the euro” (ECB
2008, p.6).

This congratulatory air quickly dissipated a few months later
when the worst economic crisis for the European Union countries
since the Great Depression began. The crisis originated with the
American subprime crisis, but quickly exposed the inherent weak-
nesses in the EU’s financial system. Despite the gravity of the global
financial crisis, the EU’s initial policy responses were quite timid and
incremental. The ensuing sovereign debt crisis forced the euro area
into tighter integration while hardening the reluctance of certain
non-euro area countries to press ahead with delegating greater pow-
ers to Brussels. The crisis threatened the breakup of the euro area,
as German Chancellor Angela Merkel warned: “If the euro fails,
Europe fails” (Spiegel Online 2011). This contrasted sharply with
the tone of the euro anniversary events.

Since the onset of the crisis we have seen the EU (or at least
the euro area) move towards more integration while simultaneously
threatening to disintegrate. On the one hand, the crisis demanded
more integration from Europe. As a result, not only is the monetary
arm of economic and monetary union more robust (now featuring
a crisis rescue fund and a quasi-lender of last resort), but also the
EU has made great strides in cooperation in financial, fiscal and eco-
nomic policies. Though critics argue that these initiatives are insuf-
ficient to resolve the underlying weaknesses of EMU, one cannot
deny that integration has proceeded at a rapid pace since the start
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FIGURE 1.1 Map of the Euro Area
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of the crisis (at least by European standards). On the other hand,
the crisis has had a polarizing effect that has brought the euro area
to the brink of collapse and widened the divisions between “euro
ins” and “euro outs”. Initially speculation centred on the euro area
collapsing, mostly on the assumption of a Greek exit (“Grexit”). As
the crisis wore on and additional powers were delegated to Brussels,



Introduction 3

the EU split into several camps. Two decades after the fall of the
Berlin Wall, the new geographic division in Europe was north versus
south, or core countries versus peripheral countries, or more accu-
rately, creditor (particularly Germany, the Netherlands and Finland)
versus debtor countries (derisively summarized as PIIGS or GIPSI
for Greece, Ireland, Italy, Portugal and Spain, some of the econo-
mies that experienced difficulty financing public debt on the market
early in the crisis). This division marks not only the outbreak of the
crisis but also its management, as different ideas emerged regarding
the best way to promote stability and growth. While the creditor
countries have been demanding fiscal consolidation, for example,
the debtor countries claim that this chokes off growth, thus prevent-
ing tax revenue increases and forcing the adjustment on internal
wage moderation.

For the euro outsiders, the crisis prompted their division into
three main camps: countries still interested in euro area member-
ship (the Baltic countries all joined after the start of the crisis, for
example); those participating in further integration outside of euro
area membership so as to have a voice in the policy discussions; and
those opposed to both euro area membership and the delegation of
further power to Brussels or Frankfurt. The UK’s rhetoric shifted
speculation from a euro area breakup, through Grexit, to Britain
being the one to leave the EU, i.e. “Brexit”.

In order to cope with these deep internal divisions, the post-
crisis EU economic governance system has been characterized by
increasing hierarchy, rising intergovernmentalism, a hardening of
the division between euro ins and outs, and differentiated integra-
tion. This constitutional hodgepodge was the result of the need to
balance the needs of markets, governments and democracy. The
theme of this book is that the crisis brought this tension to the
fore and the EU’s response to the crisis has attempted to recon-
cile the competing demands of these actors. By markets, I include
our understanding of the functioning of markets, in particular the
economic theories upon which euro area policies were based. In
addition, the consequences of the size and speed of markets, the
psychology of market actors and the need to build market credibil-
ity all fall under this rubric. By governments, I refer to the incentives
of the member state governments, both at the European/interna-
tional level (such as preferences for supranational institutions ver-
sus intergovernmental solutions) as well as their domestic politics.
Germany will be given particular attention, given the strong impact
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it has had on the policies pursued by the euro area. Governments
will also include supranational institutions and preferences, as such
institutions are important parts of the political process; even the
European Central Bank, originally designed as a technocratic body,
has taken on a role with undeniable political consequences. By
democracy, I include issues of state sovereignty, accountability, and
the democratic deficit. There is some overlap with the domestic
political explanations given, as public opinion provides an impor-
tant indicator of the democratic legitimacy of policies. Moreover,
the notion of political union is included in order to understand
the basis for shared authority and responsibility for policies that
are or have been national competences. The EU has long been
accused of a democratic deficit, and this has been exacerbated by
the crisis. Indeed, support for integration has plummeted in creditor
and debtor countries alike while EU policies increasingly impinge
on domestic policies. Governments are in the difficult position of
responding simultaneously to domestic populations that prefer less
integration, while responding to market demands for more integra-
tion. Moreover, disagreement abounds on the precise policies that
the EU (and national governments) should be following in order to
finally emerge from the crisis. These tensions have contributed to
the slowness of the EU’s response and the at times bungled policy
responses. Hayward (2012, p.8) writes that

resort to non-democratic institutions with an independent influ-
ence on major outcomes such as the European Commission,
the European Central Bank and the European Court of Justice
(ECJ) has been necessary to overcome the lack of democratic
consensus... the failure to institutionalize legitimate, account-
able and clearly identifiable executive leadership is the funda-
mental problem.

Under these broad rubrics, I will consider some of the major theo-
ries from economics, political science and political economy that
have been used to explain the behaviour of markets, governments
and institutions. On the economics side, the starting point for
analysis of EMU has long been optimum currency area theory. In
addition, I will look at theories positing inconsistent trinities and
quartets, market speculation (used to explain exchange rate move-
ments as well as bond markets) and economic ideas related to finan-
cial markets, particularly efficient market theory. Ideas related to
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fiscal policy cooperation and economic policy cooperation will also
be introduced when appropriate. Political science theories of lib-
eral intergovernmentalism and neofunctionalism have long served
as baseline theories for European integration, and they continue to
provide explanatory power (or at the very least a useful heuristic)
for understanding European policymaking. Midrange theories such
as historical institutionalism will also be highlighted. Finally, com-
parative political economy theories such as varieties of capitalism
(including varieties of financial capitalism) are helpful for under-
standing policy dynamics. The theories mentioned in this paragraph
are not intended to serve as an exhaustive list, they are merely rep-
resentative of the type and range of theories used in later chapters.

Chapter 1 gives a brief history of economic and monetary
cooperation in Europe. Starting with the Bretton Woods agree-
ment of the 1940s, the chapter charts the progress of European
states from exchange rate cooperation at the international level
to European-level cooperation. Its success at stabilizing exchange
rates and price levels in the 1980s prompted the move to monetary
union. The chapter goes on to describe the first decade of EMU,
followed by the global financial crisis and the sovereign debt crisis.
Those already familiar with European economic integration can
skip this chapter.

Chapter 2 focuses on monetary integration, the most institu-
tionalized element of EMU. The chapter starts with the evolution
of EMU, describing its first iteration as EMU 1.0. It was based on
the delegation of monetary policy to an independent European
Central Bank (ECB), the requirement that participants pass a series
of convergence criteria, and the chapter analyses this decision on
economic and political grounds. By granting the ECB independ-
ence from government interference, prohibiting monetary financ-
ing and prioritizing the pursuit of price stability, the Maastricht
Treaty set in place a system of monetary dominance in which other
policies (like financial regulation and fiscal cooperation) were
viewed with an eye towards their potential impact on inflation.
Moreover, the impact that monetary integration would have on
financial integration, competitiveness and fiscal policy were not
fully understood.

The chapter moves on to the changes wrought by the global finan-
cial crisis and particularly the sovereign debt crisis in monetary inte-
gration, noting the multifaceted nature of the causes of the crisis and
the major weaknesses of EMU 1.0’s design, before proceeding with
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a description of the major institutions and instruments associated
with the monetary pillar (dubbed EMU 2.0). Supranational institu-
tions like the ECB, the European Commission and the European
Parliament are briefly described. In addition, the intergovernmental
institutions of the European Council, Ecofin, Economics and Finance
Committee, as well as their euro area counterparts, the Euro Area
summits, the Eurogroup and the Eurogroup Working Group, are
considered. Finally, post-crisis institutions and mechanisms like the
European Stability Mechanism and “the troika” are covered.

Chapter 3 looks in depth at the European Central Bank. Already
one of the most powerful central banks in the world, the ECB’s
profile rose considerably in the wake of the sovereign debt crisis.
The chapter begins with a description of the ECB’s institutional
structure and the economic and political rationales behind it. After
an analysis of its internal structure and inter-institutional relations,
the ECB’s roles in setting monetary policy for the euro area, and
as the Single Supervisory Mechanism, are evaluated. The chapter
concludes with an assessment of the ECB’s record, starting from the
initial concerns over its transparency and accountability. These con-
cerns have been magnified given the rising prominence of the ECB.
The section concludes with an overview of the ECB’s actions during
the global financial crisis and the sovereign debt crisis, with a focus
on non-standard measures.

Chapter 4 covers financial integration in the EU, including bank-
ing union. The chapter begins with the evolution of financial integra-
tion in banking, noting that despite the rapid growth of cross-border
finance, financial supervision remained a national competence. The
EU only established an institution to oversee systemic risk (the
European Systemic Risk Board) after the global financial crisis.
The sovereign debt crisis prompted more significant institutional
change with the announcement in 2012 of a banking union, which
consists of the single rulebook, the Single Supervisory Mechanism,
and the Single Resolution Mechanism (along with the creation of a
Single Resolution Fund). Prior to the global financial crisis, the bulk
of cooperation in financial regulation happened at the international
level rather than the European level. The final section looks at some
of the most important international fora in international financial
cooperation, including the G20, the Basel Committee on Banking
Supervision and the Financial Stability Board.

Chapter 5 concerns fiscal policy cooperation. Although eco-
nomic theory has indicated the need for fiscal integration prior to
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monetary union, the EU limited it to fiscal policy coordination under
the Stability and Growth Pact. Member states were reluctant to
endow the EU with a more substantial budget, i.e. a “fiscal union”,
leaving cooperation in this area rule-based. In contrast to the mon-
etary and banking pillars, the sovereign debt crisis did not bring
about a substantial rethink of the logic behind fiscal policy coor-
dination. The new measures introduced by the six-pack, the fiscal
compact in the Treaty of Stability, Coordination and Governance,
and the two-pack, reinforced the existing logic on restricting the
ability of member states to exceed predefined deficit and debt limits.
This contributed to the asymmetry of monetary integration that has
been called an “anti-growth bias” in its privileging of price stability
(Cohen 2010).

Chapter 6 analyses economic policy coordination, which began
as a loose set of measures focusing on policy surveillance and non-
binding recommendations from the European Commission and
evolved into a more systematic procedure under the European
Semester. As with financial policy and fiscal policy, monetary union
brought about unintended consequences in economic policy as it
contributed to the widening divergence of euro area economies.
The European Semester brings together economic and fiscal pol-
icy coordination in a way that reinforces the asymmetric nature of
EMU. The chapter summarizes the major economic policy coordi-
nation mechanisms in the euro area, including Europe 2020, the
Macroeconomic Imbalances Procedure and the Euro Plus Pact.

Chapter 7 focuses on the euro outs. While the UK and Denmark
had negotiated opt-outs from monetary union when signing the
Maastricht Treaty, subsequent countries joining the EU are legally
obliged to one day adopt the euro. This chapter explains the process
of joining the euro area, as well as the costs and benefits in doing so.
A brief explanation is given of the political economy of each of the
euro area outsiders, followed by the implications of being a euro
out in terms of euro area institutions and policies that impact euro
outs, such as the European Central Bank, the Stability and Growth
Pact, the Euro Plus Pact, the Treaty on Stability, Coordination and
Governance, and Banking Union.

Chapter 8 looks at the international role of the euro, both eco-
nomically and politically. The chapter evaluates the international
role of the euro by looking at its use in the public and private sec-
tors compared to that of the US dollar. Next, the rise of the use of
the Chinese renminbi and its impact on the euro is considered. The
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chapter also covers the exchange rate and the euro area’s exter-
nal representation in the International Monetary Fund. The chap-
ter ends with an examination of the desirability of the euro as an
international currency.

The final chapter concludes by briefly summarizing the previous
chapters and considering the future of EMU. The official proposals
for the completion of EMU in the so-called Five Presidents’ Report
(Juncker et al. 2015) will be contrasted with the political and eco-
nomic challenges that remain.



Chapter 1

History of Economic and
Monetary Union

This chapter gives an overview of the history of economic and
monetary union, starting from the beginning of European exchange
rate cooperation in the 1970s up until 2015. Subsequent chapters
will cover the events in more detail, according to the specific issue
area (monetary, financial, fiscal or economic integration) or actors
(ECB, non-euro area countries, etc.). It begins with a consideration
of exchange rate cooperation in Europe, starting with the Bretton
Woods system, the Snake, and its successor, the European Monetary
System (EMS). The success of the EMS in stabilizing exchange rate
fluctuations and lowering interest rates contributed to the decision
to create a single currency, the euro. During its first decade the new
currency thrived, but the global financial crisis revealed its underly-
ing weaknesses that were further exposed by the subsequent sover-
eign debt crisis. Therefore EMU (Economic and Monetary Union)
2.0 saw an expanded role for the ECB, the creation of a bailout
fund (ESM, the European Stability Mechanism), banking union,
tighter fiscal cooperation and more economic policy cooperation.
The policies and institutions of EMU are further described in later
chapters.

From the Snake to the EMS

This section covers European monetary cooperation since the end
of the Bretton Woods system, starting with Europe’s plans for mon-
etary union under the Werner Plan that included exchange rate
cooperation under the Snake, and concluding with the EMS.

The Werner Plan and the Snake, 1969-1976

The Bretton Woods agreement created a system of fixed (but adjust-
able) exchange rates based on the gold-dollar standard. The accord
was signed in 1944 and ended in 1971. During the final years of
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the Bretton Woods system, the European governments looked to
the future at how they would be able to stabilize exchange rates
as the US became increasingly reluctant to intervene in foreign
exchange markets. European economies were (and still are) more
open than that of the US, thus they suffer more from exchange rate
fluctuations as they disrupt international trade flows that form a
larger part of their economy. Moreover, the proper functioning of
other European Economic Community (EEC) policies such as the
Common Agricultural Policy (CAP) also required exchange rate sta-
bility (Giavazzi and Giovannini 1989).

Atthe Hague Summitin December 1969, West German Chancellor
Brandt endorsed European monetary integration (a departure from
West Germany’s previous preference for IMF-based solutions), an
objective shared by French President Pompidou (Tsoukalis 1977).
With political support at the highest levels in place, in 1970 the
Werner Plan articulated the goal of European monetary union by
1980. Monetary union would be achieved in three stages:

1. Reducing currency fluctuation margins in Europe, setting broad
Community-level economic policy guidelines, fiscal policy coor-
dination, and changes to the Treaties of Rome;

2. Financial market integration, removing capital restrictions,
eliminating exchange rate fluctuations, and short-term economic
and fiscal policy coordination;

3. The irrevocable fixing of exchange rates, economic policy
convergence, and a Community-level system of central banks.

Another important element of the Werner Plan was the expecta-
tion that it would lead to political union (p.12). Moreover, unlike
the 1992 Maastricht Treaty that established monetary union,
the Werner Plan incorporated fiscal union as part of its plans for
monetary union.

On 15 August 1971, the US government “closed the gold win-
dow” (Gowa 1983) when it refused to convert dollars into gold,
signalling the end of Bretton Woods. Nevertheless, several features
had been established that would remain hallmarks of the interna-
tional monetary system. First, the success of international monetary
cooperation rested with the willingness to accept the interference of
partner countries in domestic political matters (Gros and Thygesen
1998, p.7). This readiness to accept such infringements on sov-
ereignty would be a key determinant of the waxing and waning
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of European monetary cooperation throughout the post-war era.
Second, in 1951 Germany was running a current account surplus, a
condition that became a staple of the international monetary system
(James 2012). Third, the burden of adjustment fell disproportion-
ately on the country running a deficit. As we shall see, even when
a system is specifically designed to oblige both surplus and deficit
countries to intervene, as the European Monetary System was (see
below), the onus of adjustment still shifted to the deficit country
(Gros and Thygesen 1998). Finally, the dominance of France and
especially Germany in European monetary affairs also became
firmly entrenched (Chang 2014a; James 2012; Tsoukalis 1977).

The Smithsonian Agreement of December 1971 established new
central exchange rates for the currencies and allowed currencies
to fluctuate up or down by 2.25 per cent. By extension, the recip-
rocal rates between any two EEC currencies became 4.5 per cent,
an unacceptably high level given the stability required by the CAP.
Intra-EEC bands were reduced to 2.25 per cent in February 1972.
Moreover, exchange market interventions would cease to be made
in dollars: only European Economic Community currencies would
be used (Tsoukalis 1977).

European monetary integration began picking up momentum
as the new international context threatened European exchange
rate stability. On 24 April 1972, European-level exchange rate
cooperation began with France, Germany, Ireland, Luxembourg
and the Netherlands as the original participants of a fixed
exchange rate system known as the Snake; the UK, Denmark and
Norway joined the following month. But continued speculation
in currency markets prompted the withdrawal of the UK in June,
followed by Denmark (the latter rejoining in October). Despite the
devaluation of the dollar, continued speculation against European
currencies led to new capital restrictions to control the inflows
(Tsoukalis 1977). The decision to float the dollar in March 1973
intensified tensions in the Snake, forcing considerable interven-
tion by the German Bundesbank as the Snake splintered off into
a group of strong currencies (German mark, Dutch guilder and
Norwegian krone) and weak currencies (French franc, Belgian
Luxembourg franc, Danish krone and Swedish krona) (Gros and
Thygesen 1998). France had a particularly rocky history, with-
drawing in 1974, returning in 1975 and withdrawing again in
1976. The Snake featured regular exchange rate realignments
as well, as the German mark, Dutch guilder, Norwegian krone,



12 Economic and Monetary Union

Belgian franc, Danish krone and Swedish krona all made exchange
rate adjustments. The Snake would continue to eke out an unsta-
ble existence over the next few years, but given its numerous rea-
lignments and inconsistent membership, it no longer served as a
credible foundation for monetary integration. By the latter half of
the decade, the Snake essentially operated as a mark zone, with
Belgium, Denmark and the Netherlands tightly shadowing the
movements of the German mark.

The European Monetary System and the Road to
Economic and Monetary Union, 1979-1998

The 1970s was a volatile decade for the international economy. The
American government’s policy of benign neglect towards the dollar
(referring to its refusal to intervene in foreign exchange markets
to stabilize rates) led to substantial exchange rate fluctuations for
the European currencies. This damaged the trade relations of these
relatively open economies and the Common Agricultural Policy.
Exchange rate instability threatened European business and agri-
cultural interests to the extent that exchange rate cooperation was
once again relaunched in 1978. French President Valéry Giscard
d’Estaing and West German Chancellor Helmut Schmidt took the
initiative in resuming exchange rate cooperation in Europe so as
to create a zone of monetary stability in an uncertain international
environment (Ludlow 1982). Though it dealt with the technocratic
world of exchange rates, negotiations were handled at the highest
levels, with heads of government meeting in order to construct what
would become the European Monetary System (EMS).

The EMS was launched in March 1979 with eight mem-
ber states: Belgium, Denmark, France, Germany, Ireland, Italy,
Luxembourg and the Netherlands. It was unclear at the start if
Ireland and Italy would become full participants, and a combina-
tion of side payments (for both) and a wider fluctuation band (for
Italy) permitted their involvement. The EMS had much in common
with its predecessor, the Snake. They were both fixed but flexible
exchange rate systems in which participating currencies could fluc-
tuate within a certain band from the central rates. For most of the
currencies this was 2.25 per cent, though Italy negotiated a 6 per
cent margin. This exchange rate commitment was the heart of the
EMS and was formally known as the Exchange Rate Mechanism
(ERM). Britain opted out under the Callaghan government, but the
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Thatcher government came to power later that year and officially
entered the EMS, but without the commitment to fix the pound
within the ERM.

The EMS was realigned seven times during its first four years
(see Table 1.1). The commitment to the ERM seemed relatively
weak and did little to stabilize exchange rate expectations. The
turning point came in 1983 with the French U-turn when the lib-
eral wing of the Socialist Party seized command, and the French
government followed a franc fort policy in which monetary policy
closely followed that of the German government as economic policy
became increasingly market-oriented (Bauchard 1986; Hall 1985;
Ross 1996). The subsequent period of 1983-1986 saw an EMS that
served as a stronger constraint than it had during its initial years of
operation. Inflation levels began to decline and interest rates also
converged to a lower level.

In 1986 the Single European Act was signed, giving new life to
European integration and generating spillover effects in the call
for further monetary integration in order to reap the expected
benefits of the single market. Another impetus for further mon-
etary integration was contained in its provision for the free move-
ment of capital. While some states like Germany and the UK had
already lifted capital restrictions long before, many member states
still resorted to their use in order to manage currency specula-
tion. However, they were becoming less useful in stemming capital
outflows and were out of line with the more market-oriented eco-
nomic policy that had begun to take over the advanced industrial
democracies.

The period from 1987 to 1992 saw the EMS bands “harden”
(see Table 1.1) in that markets (and governments) essentially treated
the exchange rates as if they were fixed. Save for the devaluation of
Italy in 1990 in conjunction with its move from the wider fluctua-
tion bands to the narrow ones used by other ERM members, there
were no realignments during this period after the January 1987
revaluation of the mark.

At the 1988 Hanover European Council, “In adopting the Single
Act, the member states confirmed the objective of progressive reali-
zation of Economic and Monetary Union” (European Council
1988). European Commission President Jacques Delors was charged
with forming a committee to determine how to achieve this objec-
tive in concrete stages. Delors requested that the central bank gov-
ernors be involved in order to form a consensus among them and
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