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New “euro” could lead to calls for
international exchange rate coordination,

deals on labor and social policy,
says C.D. Howe Institute study

The European Economic and Monetary Union (EMU) and the introduction of a single currency
— the euro — in 1999 might lead Europe to try to limit the costs of its labor market difficulties
through international coordination of exchange rate policy and multilateral agreements on la-
bor and social policy, says a C.D. Howe Institute Commentary released today.

The study, Birth of a New Currency: The Policy Outlook after Monetary Union in Europe, was
written by David Laidler, an economics professor at the University of Western Ontario and an
Adjunct Scholar of the C.D. Howe Institute, and Finn Poschmann, a Policy Analyst at the Insti-
tute.

The authors note that long-term high unemployment rates in the European Union (EU)
are generally thought to be the result of a highly regulated and inflexible labor market. If those
high rates persist, European voters might be tempted to elect politicians who promise either to
take fiscal action or to pressure the new European Central Bank (ECB) for exchange rate reme-
dies, rather than to pursue the painful labor market adjustment policies otherwise necessary.

Laidler and Poschmann say that, after 1999, control over monetary policy in the 11- mem-
ber EMU will be in the hands of an independent ECB and that fiscal policy in those countries
may also be constrained by the agreed terms of the union. This could lead to European pressure
for international macroeconomic policy coordination, they say, and Canadian policymakers
need to be prepared to defend Canada’s interests in any such negotiations.

Laidler and Poschmann explain that the euro’s introduction differs sharply from most
currency reforms, where a new currency replaces one discredited by inflation. But the most
likely alternative to the euro, the use of the deutschmark as the EU’s common currency, was
ruled out by the political need to limit German influence on the continent. The EMU’s archi-
tects thus made the euro as much like the deutschmark as possible, while the Maastricht Treaty
set strict rules for fiscal policy in the run-up to the EMU and took pains to make the ECB politi-
cally independent.

But Laidler and Poschmann point out that adherence to Maastricht’s criteria has not been
strict, and post-EMU fiscal policy rules are subject to many exceptions and will be hard to en-



force. Political maneuvering over appointing the ECB’s first president has also already begun
to erode that institution’s standing. None of this bodes well for the future, the authors say, as ei-
ther fiscal laxity in the euro zone or political disagreement over the exchange rate may destabi-
lize the euro.

Canada’s interest in these developments stems from the fact that international monetary
instability usually affects the Canada-US dollar exchange rate, which could lead to renewed
domestic political pressure to peg that rate. In this country, macroeconomic policy coordina-
tion has traditionally been debated in the Canada-US context, but the euro’s creation broadens
the context and may prompt proposals involving the wider international monetary system.
Thus, the authors argue, the extra maneuvering room that Canada’s policymakers get from
having a flexible exchange rate seems more attractive than ever.

* * * * *

The C.D. Howe Institute is Canada’s leading independent, nonpartisan, nonprofit economic policy research
institution. Its individual and corporate members are drawn from business, labor, agriculture, universities,
and the professions.
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Le nouvel « euro » pourrait mener à des demandes
de coordination internationale des taux de change,

et des ententes en matière de politique du travail et de politique
sociale, indique une étude de l’Institut C.D. Howe

L’Union économique et monétaire européenne (UEME) et l’introduction en 1999 d’une devise
unique — l’euro — pourraient mener l’Europe à essayer de réduire les coûts associés aux diffi-
cultés qu’elle éprouve avec son marché du travail par le biais de la coordination internationale
d’une politique des taux de change et d’ententes multilatérales en matière de politique du tra-
vail et de politique sociale, affirme un Commentaire de l’Institut C.D. Howe publié au-
jourd’hui.

L’étude, intitulée Birth of a New Currency: The Policy Outlook after Monetary Union in Europe
(Naissance d’une nouvelle devise : perspectives de politiques à la suite de l’union monétaire européenne),
est rédigée par David Laidler, professeur d’économique à l’Université de Western Ontario et
attaché de recherche auprès de l’Institut C.D. Howe, et Finn Poschmann, analyste de politique
de l’Institut.

Selon les auteurs, on attribue généralement les taux de chômage à long terme élevés que
l’on observe au sein de l’Union européenne à un marché du travail extrêmement réglementé et
rigide. Si cette tendance devait se poursuivre, les électeurs européens pourraient être tentés
d’élire des politiciens qui promettent de prendre des mesures budgétaires ou d’exercer des
pressions sur la nouvelle Banque centrale européenne (BCE) afin qu’elle y remédie par les taux
de change, plutôt que d’instituer les politiques difficiles de rectification du marché du travail
qui seraient autrement requises.

MM. Laidler et Poschmann indiquent qu’après 1999, le contrôle de la politique monétaire
des 11 États membres de l’UEME se retrouvera entre les mains d’une BCE indépendante et que
la politique budgétaire de ces pays sera soumise aux restrictions des modalités de l’union. Il
pourrait donc se produire des pressions européennes pour une coordination internationale de
la politique macroéconomique; les artisans canadiens de la politique devraient par conséquent
être prêts à défendre les intérêts du Canada dans le cadre de telles négociations.

Les auteurs expliquent que l’introduction de l’euro se démarque notablement de la
plupart des réformes de devises, où une nouvelle monnaie en remplace une autre dont l’infla-
tion a détruit la crédibilité. Mais on a éliminé l’alternative la plus probable à l’euro, soit le deut-
sche mark comme monnaie commune de l’Union européenne, en raison du besoin politique de
limiter l’influence allemande sur le continent. Les architectes de l’UEME ont donc créé le plus



de ressemblances possibles entre l’euro et le deutsche mark; par ailleurs, le traité de Maastricht
établissait des règles strictes de politique budgétaire menant à l’UEME et se donnait beaucoup
de mal pour faire de la BCE un organisme politiquement indépendant.

Cependant, MM. Laidler et Poschmann soulignent que l’on n’a pas adhéré strictement
aux critères de Maastricht et que les règles de politique budgétaire qui suivront l’UEME sont
assujetties à de nombreuses exceptions et seront difficiles à faire observer. Les manoeuvres po-
litiques qui ont entouré la nomination du premier président de la BCE ont également déjà com-
mencé à saper son statut. Ceci n’augure pas bien pour l’avenir, indiquent les auteurs, car tout
relâchement budgétaire dans la zone de l’euro ou tout désaccord politique sur le taux de
change pourraient déstabiliser cette devise.

Cette situation présente un intérêt pour le Canada, en ceci que l’instabilité monétaire in-
ternationale comporte habituellement des répercussions sur le taux de change entre le dollar
américain et le dollar canadien, ce qui pourrait mener à de nouvelles pressions à l’échelle na-
tionale pour établir un taux fixe. Dans ce pays, on débat généralement de la coordination des
politiques macroéconomiques dans un contexte Canada-États-Unis, mais la création de l’euro
élargit le contexte et pourrait faire appel à des propositions englobant le système monétaire in-
ternational dans son contexte le plus large. Par conséquent, soutiennent les auteurs, la marge
de manœuvre supplémentaire dont disposent les artisans de la politique canadienne grâce à
un taux de change flottant présente plus d’intérêt que jamais.

* * * * *

L’Institut C.D. Howe est un organisme indépendant, non-partisan et à but non lucratif, qui joue un rôle prépondérant au
Canada en matière de recherche sur la politique économique. Ses membres, individuels et sociétaires, proviennent du
milieu des affaires, syndical, agricole, universitaire et professionnel.
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Monetary Policy

Birth of a New Currency
The Policy Outlook after

Monetary Union in Europe

by

David Laidler and Finn Poschmann

The decision by the European Union to
adopt a single currency — the euro —
poses new challenges within and without
Europe.

On the euro’s takeoff in 1999, the
eleven members of the European Economic
and Monetary Union (EMU) will have lost
direct control over domestic monetary
policy; that control will be in the hands of
an independent European Central Bank
(ECB). Fiscal policy too will be constrained
by the agreed terms of the union.

But labor market performance in Europe
has long been poor and quick improvement
is not in sight: a highly regulated and
inflexible labor market is commonly held to
blame. If high unemployment rates persist,
it is likely that European electorates will
come to prefer politicians who promise

either to take fiscal action or to pressure the
ECB for exchange rate remedies, rather than
to pursue the painful labor market
adjustment policies otherwise necessary.

If the terms of the EMU and the
independence of the ECB do indeed limit
action on the fiscal and monetary fronts,
pressure will mount for international
macroeconomic policy coordination.

Canada’s policymakers need to be
prepared to participate in negotiations that
include a monolithic Europe, a Europe that
may seek to limit the costs of its own labor
market difficulties by way of international
coordination of exchange rate policy and
multilateral agreements on labor and social
policy. A soaring EMU will therefore involve
broader — but possibly less stable —
policy horizons.



Main Findings of the Commentary

• The near-term goal of European Economic and Monetary Union (EMU), to adopt a single
currency, could have been achieved by simply widening the deutschmark’s circulation. In-
stead, the EMU will undertake an economically risky business — replacing the
deutschmark with an untried substitute — with the political goal of limiting German influ-
ence in Europe. The euro’s introduction therefore differs sharply from most currency re-
forms, where a new currency replaces one discredited by inflation.

• The EMU’s architects, knowing the risks, made the euro as much like the deutschmark as
possible. The Maastricht Treaty set strict rules for fiscal policy in the run-up to the EMU and
took pains to make the European Central Bank (ECB) politically independent. But adher-
ence to Maastricht’s criteria has not been strict, and the Stability and Growth Pact’s post-
EMU fiscal policy rules are subject to many exceptions and will be hard to enforce. Political
maneuvering over appointing the ECB’s first president has also begun to erode that institu-
tion’s standing. None of this bodes well for the future.

• Under the EMU, monetary policy is intended to be beyond politicians’ control, while na-
tional governments control fiscal policy subject to the Stability and Growth Pact. But Maas-
tricht gives the Council of the European Union — the political heads of member states —
substantial policy control over the euro’s exchange rate.

• European macroeconomic performance is mediocre, particularly on the employment front,
and will remain so without substantial structural reforms. Because European electorates
perceive little need for such reforms, their political leaders may lean initially toward tradi-
tional (and inappropriate) fiscal fixes and may pressure the ECB to compromise its low-
inflation mandate.

• With the euro as the currency of a sizable economic area, international monetary turbulence
could ensue. With European politicians controlling exchange rate policy, and given wide-
spread reluctance in Europe to leave that rate to the workings of unregulated international
markets, the world will probably feel European pressure to return to a more regulated in-
ternational monetary system, involving policy coordination among major countries.

• European politicians might instead embrace labor market reform, increasing the euro’s
chances of a smooth launch. It could then begin competing with the US dollar as an interna-
tional reserve currency, inducing major shifts in international capital markets. Interna-
tional monetary turbulence could also be created this way.

• Canada will have little influence on these events. But international monetary instability
usually affects the Canada–US dollar exchange rate; renewed domestic political pressure to
peg that rate is therefore likely.

• In this country, macroeconomic policy coordination has traditionally been debated in the
Canada–US context, but the euro’s creation broadens the context and may prompt propos-
als involving the whole international monetary system — as well as, perhaps, for much
wider-ranging policy coordination, especially for labor market and social policies. Given
these possibilities, the extra maneuvering room that Canada’s policymakers obtain from
the flexible exchange rate seems more attractive than ever.



Euroskeptics, as the British call them,
when discussing the prospects of a suc-
cessful European Economic and Mone-
tary Union (EMU), often joke about

emus’ flying abilities. But emus can actually
run rather fast, and this EMU now appears ca-
pable of takeoff.

Emus also pack a pretty powerful kick, a
fact that Canadians should bear in mind over
the next few years. Introducing a single Euro-
pean currency — the euro — will have major
consequences for the international monetary
system, and hence for the economic environ-
ment in which Canada must function. As the
currency of an economic area roughly the size
of the United States, the euro will be of the first
order of importance internationally. Whether
its introduction goes roughly or smoothly, it
will have important effects on, among other
things, monetary relations between the United
States and Europe, although the form those ef-
fects take will depend on how well the EMU
works in its early years.

This Commentary explores some of the issues
involved here. We argue that the institutional
framework set up by the European Union (EU)
when the Maastricht Treaty was signed the
framework within which the new currency is
embedded — is probably inadequate in its pro-
visions for coping with the ongoing politics of
monetary policy formation within the EU. Spe-
cifically, poor European labor market perform-
ance will lead national governments to seek
fiscal and monetary solutions, placing intense
pressure on the European Central Bank (ECB).

Meanwhile, Maastricht leaves politicians
with considerably more power over exchange
rate policy than over other aspects of monetary
policy. The labor market difficulties men-
tioned above are therefore most likely to direct
politicians’ attention to the euro’s exchange
rate against other currencies, generating un-
certainty in international financial markets.
The most likely consequence of such instabil-
ity will be European proposals for interna-

tional monetary policy coordination — and,
perhaps, managed or pegged exchange rates
among the world’s major currencies.

Such an unpleasant outcome is, of course,
not certain. This Commentary therefore consid-
ers some possible consequences of a successful
launch of the euro, in which European govern-
ments introduce labor market reforms as a
matter of urgency so that the pressures just
postulated do not in fact build up. In that case,
the euro could well emerge as an important in-
ternational reserve currency, and currency
competition could then arise between it and
the US dollar. This too might create turbulence
on foreign exchange markets, generating by
another route incentives for international eco-
nomic policy coordination.

As in the past, volatility in Canadian-
dollar exchange rates, the byproduct of inter-
national monetary turbulence, will breathe life
into the perennial domestic debate about
whether a flexible rate regime is appropriate
for this country. But at the same time — and of
more basic importance — the euro’s introduc-
tion will change the debate’s international con-
text, no matter how that experiment works
out. Proposals for a broader reorganization of
the international monetary system, involving
a return to managed or even fixed exchange
rates among its major currencies, are likely to
be on the table. Indeed, if things do go wrong
in Europe because of a failure to address labor
market problems, attempts might even be
made to link international standards for social
policy to these issues. Canadian debates about
the exchange rate will thus no longer focus on
bilateral relations with the United States, but
will instead need to consider North America’s,
and therefore Canada’s, place in the interna-
tional economic order.

The EMU and the Euro

In choosing to adopt the euro, the EU took two
distinct decisions about future monetary ar-
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rangements: to form a monetary union based
on a common currency and to make that cur-
rency a new one. While the move toward
monetary union per se has both an economic
and a political rationale, the decision to base
that union on a new currency, the euro, rather
than on an existing one, was strictly a political
matter.

The Economics and
Politics of the Euro

The economic case for a common European
currency comprises three broad elements.

• It is argued that, within the single market
the Europeans are creating, a single means
of exchange and unit of account will no-
ticeably reduce transactions costs.1

• It is suggested that eliminating national
currencies will also eliminate the tempta-
tion for member countries’ governments to
seek temporary, but ultimately harmful for
all parties, competitive advantage for local
producers by manipulating exchange rates.

• A special benefit will accrue to countries
with particularly unhappy fiscal and
monetary histories. Abandoning old cur-
rencies that are burdened by histories of in-
stability and adopting new ones that are
beyond the influence of the political forces
that undermined confidence in their
predecessors will lead to lower domestic
interest rates. This will follow from the
complete elimination of currency risk2 in
the context of lending to those countries
from capital pools denominated in euros,
and from the decline in the currency risk
associated with particular national curren-
cies to the level of risk associated with the
euro in the context of lending from outside
the euro zone. Lower cost of credit and bet-
ter access to international capital markets
will result.

Exploiting the purely economic gains from
adopting a new currency cannot, however, be
the only important motivation for the move to-
ward an EMU. If it were, participants would
not be planning a new currency called the
euro. Instead, countries other than Germany
would be either preparing to replace their own
currencies with the deutschmark or turning
their central banks into currency boards and
backing local monies 100 percent with
deutschmark reserves (an option that amounts
to much the same thing in monetary terms).3

Using the deutschmark rather than the
euro as Europe’s money would yield greater
savings in transactions costs, because it would
spare about 82 million people the trouble of
learning to cope with a new unit of account. It
would also eliminate competitive devalua-
tions just as effectively. Furthermore, the
deutschmark has a 40-year history of stability,
and that well-established credibility would be
instantly transferred to the monetary system
of any country that irrevocably adopted it.

It is nevertheless impossible to contemplate
an EMU based on the deutschmark. It would be
hard to imagine a more powerful symbol of
German hegemony over Europe than this type
of arrangement, and avoiding such hegemony
has been an important, though seldom-stated,
aim of the EU from the outset. The case for
monetary union based on a new currency
rather than on the deutschmark is that achiev-
ing union this way will cut the Bundesbank to
size, reducing Germany’s power to shape Euro-
pean economic policy.

Why should Germany acquiesce in the
deutschmark’s demise? The German polity —
the west German elite in particular — has an
abiding desire for international recognition as
a fully European and fully communal society.
It is here that political concerns have most
clearly trumped arid economic argument.

Moreover, the 1990 run-up to the Maas-
tricht Treaty occurred in the context of the de-
bate on German reunification, a project whose
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success and acceptance in Europe at large was
in no way taken for granted at the time. Reuni-
fication required the full support of Germany’s
neighbors, which was won amid a storm of po-
litical and economic turbulence. Germany
wanted to be securely embedded in Europe,
and Europe wanted Germany safely tucked in.
The depth of this desire is revealed in the way
that the euro’s introduction inverts Germany’s
(and Europe’s) traditional outlook: that eco-
nomic and political integration would pro-
duce a sound framework from which to launch
a single currency. Instead, a new currency was
to become a glue that would both bond the
monetary union together and limit enlarged
Germany’s potentially overwhelming weight
within that union. The single currency itself
was expected to help hold the union together
while the stresses of further political integra-
tion played out.

Thus, political imperatives proved deci-
sive in mapping out the route to monetary un-
ion. The euro’s introduction, as opposed to
monetary union itself, must ultimately be seen
as a currency reform undertaken in response
to Germany’s political weight and the deutsch-
mark’s success. As a consequence of that re-
form, an immensely valuable piece of social
capital — namely, the credibility of the
deutschmark and of those national currencies
that have been pegged to it (for example, the
Austrian schilling and the Dutch guilder) —
will be abandoned, and the difficult and uncer-
tain task of creating credibility for the euro
from scratch will begin. No historical prece-
dent exists for such a bizarre act.4 And though
the final arguments were purely political mat-
ters, the fact that they prevailed among the
EMU’s architects is likely to have economic
consequences.
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Box 1: Trust, the Monetary System, and Currency Reform

The social and economic arrangement known as
monetary exchange succeeds in the first instance
only because mutual trust exists among its par-
ticipants. Money derives its usefulness from the
fact that every individual who accepts it in ex-
change for goods, services, or other assets takes
for granted that everyone else will also accept it.

Mutual trust among the agents who partici-
pate in the monetary system, and hence the credi-
bility of any particular currency, is difficult to
analyze with any degree of precision, let alone to
quantify. But this does not reduce the role of trust
in the system, and experience often seems to be a
significant factor in supporting trust and credibil-
ity. People tend to believe that a currency that is
now, and that has been in the past, unquestion-
ingly accepted by others is likely to remain so.
They therefore continue to accept it themselves,
thereby sustaining its acceptability, and so on.

Governments have traditionally helped create
and sustain trust in national currencies. For exam-
ple, laws have sometimes compelled their issuers

to convert them, on demand, into something with
a ready market as a commodity, the gold standard
being the best-known historical example of such
an arrangement. Legal-tender laws, which guar-
antee the acceptance of a particular money in pay-
ment of taxes and require its acceptance in
payment of private debts, are also widespread.
Such arrangements help enhance individuals’
confidence in a currency’s acceptability in day-
to-day transactions, but they cannot, by them-
selves, guarantee that the currency’s acceptability
will continue.

Currency reforms are usually a response to ero-
sion of trust in an existing currency — an erosion
that, in turn, results from adverse experience. Infla-
tion has that effect, and it is a testament either to the
importance of experience in such matters or per-
haps to habit that people have continued to use a
currency even when raging inflation has sharply
reduced its value. But sometimes inflation under-
mines confidence in a money so thoroughly that it
becomes preferable to replace it with a new one —
that is, to undertake a currency reform.



Currency reforms sometimes fail and some-
times succeed; but they are always risky. Hence
they are usually measures of last resort, and usu-
ally undertaken when it is thought easier to estab-
lish trust in a new currency than to re-establish it
in an old one (see Box 1). EMU members hope to
persuade the world that this reform is not very
risky at all, because their success in achieving the
political integration of Europe first requires suc-
cessful flight of the EMU.

Maastricht

Given that the EMU’s success is inextricably en-
twined with the euro’s credibility, it is reassur-

ing that the union’s architects have sought insti-
tutional features aimed at enhancing that credi-
bility. The institutional mechanism intended to
buttress the euro before its formal launch is the
set of arrangements negotiated under the
Maastricht Treaty (the content of which is out-
lined in Box 2). Perhaps unsurprisingly, under
the treaty’s constraints, the resultant euro looks
remarkably like the deutschmark without actu-
ally being the deutschmark.5 This resemblance
has been created by

• using rules on fiscal policy meant to en-
force German standards of fiscal probity
on all EMU members;
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Box 2: The Maastricht Treaty and
European Economic and Monetary Union

Since 1965, the European Union, in its various
guises, has favored fixed exchange rates among its
members. The “Werner Report,” published by the
European Commission in 1970,a envisioned a pro-
cess whose goal, to be achieved by 1980, was irrevo-
cable currency convertibility, free capital
movement, and fixed exchange rates, with the latter
holding open the door to a single currency.

At the time, fixed exchange rates — and the
gold standard — were viewed as the norm, but
the collapse of the Bretton Woods agreement and
the newly floating US dollar put an end to the
locking strategy the EU had assumed to be viable.

Ever hopeful of a stronger union, in 1972 the
EU began a short-lived experiment known as “the
snake in the tunnel,” which specified a range vis-
à-vis the US dollar within which its few member
currencies were to keep. Lack of commitment and
a difficult external environment soon killed “the
snake,” but it was replaced in 1979 by a similar ex-
change rate mechanism (ERM), embodied within
a European Monetary System. This managed ex-
change rate system had the support of all EU
members, although the United Kingdom re-
mained out of the ERM at the time.

The 1980s saw some minor crises within the
ERM, but by the end of the decade the project as a
whole had been judged a success, particularly

since exchange rate volatility had more or less
steadily decreased over the period of its operation.

In 1988, the European Council felt the time was
ripe to map out a new route to fixed exchange
rates, which was laid out in the report of the Com-
mission’s president, Jacques Delors, in April
1989.b The goals were essentially the same as be-
fore, but the report specified that they were to be
reached in three stages:

• the development of economic and monetary
coordination (implying a distinct degree of po-
litical unification);

• the formal unification of monetary policy; and
• the creation of a system of European central

banks, which would facilitate the locking of ex-
change rates and hence the ultimate step, crea-
tion of a single currency.

Key to the proposal’s viability were rules that
would set limits on a national government’s fiscal
policy, and monetary policy that would be fully
independent of political control.

The Maastricht Treaty, approved by the EU
members’ heads of state or government at Maas-
tricht, Netherlands, in December 1991,c converted
the route envisaged in the Delors Report into hard
policy commitments to which members felt they
could adhere. These commitments are the “con-



• establishing political independence for the
ECB and for the national central banks that
make up the European System of Central
Banks over which it presides; and, in par-
ticular,

• prohibiting central banks from financing
by any national government’s fiscal ad-
venturism.

Criteria for EMU Membership

No Maastricht Treaty provisions have at-
tracted more attention than the monetary and

fiscal criteria for achieving EMU membership.
To begin with, inflation rates had to converge
to a central and low average value before the
union came into being, and countries whose
inflation rates failed to do so were not to be ad-
mitted. Exchange rates also had to become sta-
ble and continue to be so in the years preceding
the union’s formation. These measures, of
course, required would-be EMU members to
mimic German monetary policy.

Recognizing that fiscal expansionism may
have driven many past inflationary episodes,
Maastricht also set down apparently strict fis-
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Box 2: The Maastricht Treaty and
European Economic and Monetary Union – continued

vergence criteria,” the basis for judging prospective
EMU members. The salient criteria are:

• a rate of inflation close to — that is, within one
and a half percentage points of — the average
rate of the three EU members with the lowest
inflation;

• a long-term interest rate within two percentage
points of the rate in those countries;

• at least two years spent within the EMUs 15
percent allowable fluctuation margins;

• a sustainable national government budgetary
deficit of no more than 3 percent of gross do-
mestic product;

• a public debt-to-GDP ratio of no more than 60
percent; and

• a national central bank that is formally inde-
pendent of direct political control.

With respect to the budgetary ratios, some flexi-
bility is contemplated. Deficits can exceed 3 per-
cent of GDPas long as the number remains “close,”
and the excess must be “exceptional” and “tempo-
rary.” The debt figure, too, must not be “excessive”
if it is above 60 percent, and it must be “approach-
ing the reference value at a satisfactory pace.”

The treaty’s terms set a schedule for determin-
ing membership; that schedule has now run its
course. In March 1998, the European Commission
recommended that 11 EU members partake in the
EMU: Austria, Belgium, Finland, France, Ger-

many, Ireland, Italy, Luxembourg, the Nether-
lands, Portugal, and Spain.d Of the remaining four
EU members, Greece was held to have an “exces-
sive deficit” and to have failed to meet the ex-
change rate criteria. Sweden and the United
Kingdom did not meet the exchange rate criteria
(since they had not been in the ERM for the requi-
site two years); but they, like Denmark, had in any
case elected to stay out of the EMU for the time be-
ing, so the Commission’s views on their status
was irrelevant.

The European Parliament formally endorsed
the Euro-11 on April 30, 1998,e and the European
Council ratified the choice on May 2, 1998.f

a Pierre Werner, Report to the Council and the Commission on the
Realization by Stages of Economic and Monetary Union in the
Community [Werner Report], Supplement to Bulletin 11-1970
of the European Communities (Luxembourg: Council/
Commission of the European Communities, 1970).

b Committee for the Study of Economic Union, Report on Eco-
nomic and Monetary Union in the European Community [Delors
Report] (Luxembourg: Office for Official Publications, 1989),
pp. 1–43.

c Council of the European Communities/Commission of the
European Communities, Treaty on European Union (Luxem-
bourg: Office for Official Publications, 1992).

d Commission of the European Union, “Commission Recom-
mends 11 Member States for EMU,” Brussels, March 25,
1998. For the full text of the recommendation, see http://eu-
ropa.eu.int/comm/off/rep/conver/recom_en.htm.

e European Parliament endorsement vote, April 30, 1998, pro-
cedural reference A4-0130/98.

f Council of the European Communities, Session 2088, May 2,
1998, reference CNS98812.



cal criteria for EMU membership. The treaty
was widely understood as requiring that na-
tional governments of would-be EMU mem-
bers run fiscal deficits of no more than
3 percent of GDP on a sustainable basis and
achieve debt-to-GDP ratios below 60 percent
by the time they joined the EMU.

But the treaty’s fiscal criteria were never
that strict. Violations of the quantitative limits
were to be allowed if the European Commis-
sion6 viewed them as not too great and be-
lieved that satisfactory progress was being
made toward satisfying the criteria.

Furthermore, it should have been obvious
from the outset that this waiver would be in-
voked. If the EMU was ever to be more than a
Franco-German arrangement, it would have to
include at a minimum the Benelux group. But
it was never conceivable that Belgium, with a
debt-to-GDP ratio of 129 percent when the
treaty was signed (much higher than the more
widely discussed Italian figure of 101 percent)
could meet a 60 percent target over the time
horizon envisaged for the EMU’s formation.

Maastricht’s standards of fiscal rectitude
have been steadily eroded over the past few
years, not least because France and Germany
have had some trouble meeting the deficit cri-
teria. With the Commission’s approval,
France7 and Italy8 have successfully resorted
to what might reasonably be called “creative
bookkeeping” in order to improve fiscal ap-
pearances, although the Commission recently
rebuffed Italy’s attempt to use internal transac-
tions in gold holdings to bolster reported
budgetary revenue. More disturbing, not long
ago Germany’s federal government attempted
a similarly flagrant evasive maneuver, inviting
the Bundesbank to revalue its gold reserves
and declare a one-time dividend in favor of the
government.

The fact that this last-mentioned attempt
failed in the face of Bundesbank opposition, to
the government’s great public embarrass-
ment, is beside the point. Once the attempt was

made, the German leadership could never
again insist that any other potential EMU
member be strictly held to the Maastricht fiscal
criteria. Spain, Italy, and Portugal were thus
assured of membership if they wanted it. And
of course they did want it, not least because the
countries with the most to gain by importing
monetary credibility from their associates are
precisely those whose monetary stability has
been threatened by domestic fiscal problems
— a group that notably includes these so-
called Club Med nations.

This is not to suggest that the Maastricht
criteria have had no beneficial effects on fiscal
policy within Europe. It is hard to believe that
countries such as Spain and Italy would have
made as much fiscal progress as they have in
the 1990s without the political cover the crite-
ria have provided. Given the severe unem-
ployment problems affecting Germany and
France, it is equally hard to believe that their
governments would not have pursued fiscal
expansionism had they not been publicly com-
mitted to setting an example for the rest of
Europe in this regard.9

It may also be possible to overplay the im-
portance of meeting the Maastricht criteria in
practice, as opposed to demonstrating an ear-
nest zeal to meet them in principle. That is, the
goal of Maastricht may merely have been to es-
tablish the bona fides of potential EMU mem-
bers, reflecting the belief that a display of
financial rectitude before the EMU would be
indicative of performance after the union’s in-
troduction, implying that fiscal pressure
would not in future bear heavily on monetary
policy, and that the euro might therefore re-
main stable.

Even so, as the EMU is about to come into
being, its members’ fiscal houses are in much
worse order than expected when the Maas-
tricht Treaty was signed, particularly on the
debt front (see Figure 1, panels A and B). Yet
Greece is the only EU country that has been ex-
cluded from the EMU as a result of a failure to
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Figure 1: Selected Fiscal Indicators for EU Member Governments
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meet the convergence criteria (and its exclu-
sion is as much a matter of its relatively high
inflation rate as of its serious fiscal problems).

Constraints on Fiscal Policy
after Monetary Union

A curious feature of the Maastricht Treaty is
that, although the fiscal criteria for achieving
EMU membership in the first place were ini-
tially expected to be strict and to be backed by a
real sanction (denial of membership), the rules
that will govern members’ fiscal policies once
the union is in force are much less well defined.

This evident weakness received subse-
quent attention in the form of the Stability and
Growth Pact (see Box 3) that was negotiated in
1997 to supplement the treaty. The pact defines
quantitative criteria for post-EMU fiscal policy
— the same 3 percent ceiling on the deficit-to-
GDP ratio as will be required for membership
— and attempts to define both the seriousness
of the circumstances that would justify their
violation (for example, a 2 percent contraction
of GDP in a year) and a time limit for such vio-
lations (two years). But, as with the entry crite-
ria, the pact contains much hedging about how
much leeway violators may be granted with-
out sanctions being invoked.
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Box 3: The Growth and Stability Pact

The process and convergence criteria established
by the Maastricht Treaty did not deal with an im-
portant question: If fiscal frugality was so impor-
tant in determining the EMU’s init ial
membership, why would not such restraint re-
main important once the EMU obtained?

The answer the EU found is the Stability and
Growth Pact, approved by EU heads of state or
government in Amsterdam in June 1997. The pact
threatens financial penalties for member states
that persistently fail to keep deficit and debt small
relative to GDP; the target levels match those set
out under the Maastricht Treaty, although it is en-
visaged that the deficit target should drop to 1
percent of GDP as soon as such can be negotiated.

The penalty schedule appears in a briefing
note of a European Parliament task force,a from
which the following summary is quoted:

• The Economic and Finance Council
(ECOFIN) would have three months follow-
ing the submission of budget figures by a
Member State to decide whether an “ex-
cessive deficit” existed (Article 104c(6)),
and to issue a recommendation (Article
104c(7)). Council would initially base its
judgement on the “official public deci-
sions” by the national government con-
cerned. It would reserve the right to

reconsider if these decisions were not en-
acted by the national legislatures within a
specified time limit.

• If ECOFIN decided after another four
months that no effective action had been
taken by the [M]ember State in question, it
could make the recommendation public.

• Failing action by the offending Member
State within one month, ECOFIN could
then issue a notice for the Member State to
take deficit-reduction measures.

• If within another two months no satisfactory
measures had been taken by the Member
State, ECOFIN would, “as a rule, decide to
impose sanctions”.

• The total time between the reporting date
for budgetary figures and any decision to
impose sanctions would have to be less
than ten months.

If a deficit is found to be excessive, the penal-
ties follow a specified route, beginning with re-
quiring the offending state to make a
non–interest-bearing deposit, to the European
Community budget, of

• a fixed sum equal to 0.2% of GDP;

• and a supplement equal to 0.1% of GDP for
every percentage point by which the budget
deficit exceeded the 3% reference level.



The sanctions for violating these criteria
will be fines, although it is hard to see much
logic in, and therefore much likelihood of, sub-
jecting a country that is already under fiscal
pressure to more of the same by imposing such
penalties. Putting decisions about these mat-
ters in the hands of the European Council, and
therefore of other governments that might
themselves be in difficulty in future, only
makes the matter more problematic.

The Need for
Fiscal Controls

Canadian readers might wonder how much all
this will matter in practice. After all, Canadian
provinces set their own budgets, free of any

rules laid down in Ottawa, and although fed-
eral and provincial fiscal policies have some-
times been at cross-purposes, the arrangement
does not seem to have put any long-term pres-
sure on Canadian monetary policy.10

The Canadian system seems to work the
way it does for two reasons. First, there is no
rule that obliges the federal authorities to bail
out any province that is in difficulty, although
markets do seem to attach some positive prob-
ability to discretionary federal intervention in
such an event. Second, and probably more im-
portant, provincial governments have no ac-
cess to lines of credit at the Bank of Canada, nor
does the Bank hold or otherwise deal in the
marketable debt of any province.

In practice, the reactions of capital markets
constrain borrowing by Canadian provinces
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Box 3: The Growth and Stability Pact – continued

These provisions would, however, be subject
to two qualifications:

• [t]here would be an upper limit of 0.5% of
GDP; and

• [i]f the excessive deficit were due to non-
compliance with the government debt crite-
rion (the 60% of GDP reference value), only
the fixed sum would be due.

If the deficit persisted two years later,

• the deposit would become a fine, and be
paid into the Community Budget;

• a new non-interest-bearing deposit would
have to be made;

• some of the other measures outlined in Ar-
ticle 104c(11) might also be imposed.b

The Noordwijk ECOFIN of April 5, 1997, decided
that a fine of up to 0.5 percent of GDP could be lev-
ied for each year during which the excessive defi-
cit persisted. However, after the first year the 0.2
percent fixed sum would no longer apply — that
is, a 4 percent deficit would incur a 0.3 percent of

GDP penalty in the first year (0.2 percent + 0.1 per-
cent); but only 0.1 percent of GDP in the second.

The Council is free to abstain from imposing
these sanctions if it feels that the budgetary deficit
is “exceptional and temporary,” resulting per-
haps “from an unusual event outside the control”
of the relevant member. This exemption is to be
extended automatically if the offending state’s
GDP drops at least 2 percent annually. If the drop
is less than 2 percent, the member state may still
escape being fined, provided that it is experienc-
ing a “severe recession” (the Council offers a drop
in GDP of 0.75 percent as representative of such a
recession).
a Task Force on Economic and Monetary Union, The Stability

and Growth Pact, Briefing Note 24 (Brussels: European Parlia-
ment, January 1997). Emphasis in original at
http://www.euro.emu.co.uk/offdocs/brief24.shtml.

b Article 104c (11) of the Maaastricht Treaty stipulates only
that offending member states may be required to publish ad-
ditional information, to be specified by the Council, before
issuing bonds and securities; that the European Investment
Bank might be invited to reconsider its lending policy to-
ward that state; and that additional deposits to the Commu-
nity budget may be requested or further fines “of an
appropriate size” imposed.



long before serious pressure is put on mone-
tary policy. At first glance, it is hard to see why
markets would not be equally effective in dis-
ciplining national governments in Europe. In
the absence of a captive printer of money, EMU
members’ borrowing would no longer meet
the traditional definition of sovereign debt and
would therefore be subject to a steeper risk
premium than might otherwise obtain.11 If this
discipline were indeed binding, the fiscal con-
straints underpinning the EMU might have
been unnecessary in the first place.

But the analogy here between Canada and
Europe is not quite perfect. In Europe, not only
is there no obligation on a central fiscal author-
ity to bail out a member state’s government
that gets into in difficulty, but there also exists
no body with the fiscal capacity and political
authority to do so. Thus, market pressures on
national governments in fiscal difficulty will
likely be more acute than those on Canadian
provinces. Though the ECB is forbidden to of-
fer credit to governments or other public agen-
cies, the marketable debt of member
governments apparently will play a role in the
day-to-day execution of monetary policy in
Europe.12 It is not difficult to imagine quiet but
suffusive pressure on the ECB to accumulate
the issues of EMU members in search of a
ready market for their debt. Hence fiscal prob-
lems in member states might produce pres-
sures on European monetary policy, too. The
need to constrain fiscal profligacy in order to
avoid such difficulties in the first place is thus a
real one.

Central Bank Independence
under Maastricht

The conjecture that insulating the central bank
from political influence offers some guarantee
of monetary stability has been much studied
by economists — and, by and large, the empiri-
cal evidence seems to support the hypothe-

sis.13 That is one reason why the ECB, on paper
at least, has been created as the most inde-
pendent such institution in history.

To begin with, the ECB’s governing statute
is embedded in an international treaty — the
Maastricht Treaty — negotiated by the na-
tional governments of what is now the EU and
ratified according to the rules of the EU’s mem-
ber states. By comparison, the independence
of the Bundesbank, which in many respects
has been used as a prototype for the ECB, has
its legal basis in an act of Germany’s federal
parliament and could have been revoked at
any time over the past 40 years by simply
amending that act.

Furthermore, the ECB statute itself goes
out of its way to insulate the ECB’s decisions
from political pressures.14 Neither the ECB it-
self nor any national central bank within the
system of central banks over which it presides
may seek or take instructions either from any
other EU institution or from any national gov-
ernment. Neither the ECB nor any national
bank is allowed to grant credit facilities to na-
tional governments or to any public sector in-
stitution. And the ECB’s mandate gives pride
of place to maintaining price stability. Al-
though the ECB is also expected to support the
EU’s overall economic policies, as laid down in
article 2 of the Maastricht Treaty, such support
is to be given without prejudicing the price-
stability goal.

The term of office for members of the ECB’s
executive board, including its president, is
eight years, longer than any electoral cycle; ap-
pointments cannot be renewed; and the gover-
nors of national central banks must be
appointed for at least five years. These ap-
pointments are of the “good behavior” type;
incumbents cannot be removed for any politi-
cal reason or because their policy stance does
not meet with popular approval.

So far so good. The Maastricht Treaty sets
up a central bank with a mandate to pursue
price stability above all else and insulates that
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bank from political pressures to enable it to
pursue this goal single-mindedly.15 If the aca-
demic studies cited earlier are indeed reliable,
all should be well. But academic economics
yields another lesson about monetary policy, a
lesson that is far better established than any
message about the relationship between a cen-
tral bank’s legal status and inflation: Monetary
policy can be used to pursue only one goal at a
time.

Employment Goals

If monetary policy is to be used to pursue do-
mestic inflation targets, it cannot also be used
to pursue an employment target. And when
the number of policy targets exceeds the
number of available policy instruments, the re-
sult is suboptimal performance on all fronts.

What is the implication for employment
policy of mandating the ECB to the single-
minded pursuit of price stability? To the extent
that the ECB’s monetary committee perceives
a conflict between goals, employment goals
must yield to price stability. Thus, while the
Maastricht Treaty recognizes promoting em-
ployment as a goal of the EMU, price stability
alone is the ECB’s target.

The Exchange Rate

But the implications for international mone-
tary relations are similar to those for employ-
ment. Given the price-stability goal, the
exchange rate must be allowed to follow what-
ever time path is necessary to reconcile that
goal with international monetary conditions.
The Maastricht Treaty recognizes the potential
conflict here, just as it does in the case of em-
ployment. Significantly, however, the mecha-
nism laid down for resolving such conflict
differs from that to be used in the case of com-
peting employment and price-level goals.16

Specifically, the treaty gives ultimate
authority in matters of exchange rate policy

not to the central bank but to the European
Council. And only in the case of concluding a
formal international agreement about ex-
change rates is Council unanimity required in
order to make policy. Policy toward the ex-
change rate that stops short of entering into a
formal agreement — indeed, any decision to
enter into negotiations about one — is to be de-
cided by a qualified majority of that body (that
is, a majority in which each vote is weighted by
the size of the country whose representative
casts it).

The ECB is accorded a role in these pro-
cesses, of course; the Council cannot act alone.
But the Maastricht Treaty lays down different
requirements in different cases. On matters of
exchange rate policy that do not involve for-
mal international agreements, the Council can
act either on “the recommendation of the Com-
mission and after consulting the ECB, or on the
recommendation of the ECB,” and what it does
here should be “without prejudice” to the
price-stability goal.

The treaty is silent on whose judgment
should prevail in the case of a disagreement
between the Council and the ECB about how a
given exchange rate policy will probably affect
inflation. Since the ECB is guaranteed only a
consultative role, power would presumably lie
with the Council and the Commission. If these
bodies were willing to argue that a particular
policy toward the exchange rate between the
US dollar and the euro, for example, would not
prejudice the pursuit of price stability in
Europe, they would have the authority to
overrule an ECB that disagreed with them and
to have this policy implemented. How such a
conflict might play out in practice is hard to
say. A strong ECB governor who was sure of
his or her position might threaten to resign as
the conflict developed; a more flexible person-
ality might cooperate with the politicians be-
fore disagreement reached a crisis point.

Where formal exchange rate agreements
are concerned, power is placed even more
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clearly in the Council’s hands. There is no re-
quirement to consider the price-stability goal
should the Council decide to enter into nego-
tiations about such matters. Should those ne-
gotiations lead to a formal agreement, the ECB
must be consulted about it, but only “in an en-
deavor to reach a consensus consistent with
the objective of price stability.” There is no re-
quirement that such a consensus be reached.
Once an agreement is in place, exchange rate
policy decisions again require only consulta-
tion with the ECB, but not its final consent.

In short, the Maastricht Treaty gives the
Commission and a qualified majority of the
Council, not the ECB, both the responsibility
for deciding which exchange rate policy is
“without prejudice” to the price-stability goal
and the power to pursue that policy. It also
gives the Council the power to enter into more
formal arrangements (and then to abandon
them) after only attempting to reach a consen-
sus with the ECB about this same matter.

None of this would matter much if one
could always rely on politicians and on central
bankers to give equal weight to price stability
and to agree on the policies that will produce
it. But if one could rely on such a consensus,
central bank autonomy would not be needed
in the first place. The way in which conflicts
between Brussels and Frankfurt play out will
depend on the participants’ personalities, not
on the text of the Maastricht Treaty, because in
these conflicts the treaty does not guarantee
autonomy to the ECB.

The Macroeconomic
Policy Framework and
European Policy Problems

The overall configuration of macroeconomic
policymaking institutions within the EMU
will be distinctly odd. Monetary policy for all
member countries will be conducted by a cen-
tral bank that, in principle, is well insulated

from political influence and in pursuit of a sin-
gle, overriding price-stability goal.

On the other hand, there exists neither an
EU-wide framework within which discretion-
ary fiscal stabilization policy can be imple-
mented nor any structure of built-in fiscal
stabilizers at that level. Politicians who wish to
take macroeconomic action must, therefore,
make do with whatever fiscal tools as are avail-
able within the borders of individual member
countries, subject to whatever constraints the
Stability and Growth Pact imposes.17

The use of deficit financing in the 1970s
and 1980s left an ugly legacy in many Euro-
pean countries, just as it did in Canada. There
is much to be said in favor of the current con-
straints on fiscal policy in Europe. But to as-
sume that those constraints are adequate
ignores the political dimension of economic
policy. When things go wrong on the macro-
economic front, electorates are inclined to ask
their governments for action; and when the
latter do not respond, whether by choice or ne-
cessity, those electorates are then inclined to
seek representatives who will. From the politi-
cians’ standpoint, the need to appear to be “do-
ing something” is sometimes more pressing
than the need to ensure that the “something”
in question will be effective. Respect for liberal
democratic principles, not to mention the de-
sirability of maintaining social and political
harmony, speaks to the likelihood of their re-
sponding to such a need.

Political Considerations
and the Exchange Rate

If some perceived serious failure in the per-
formance of the European macroeconomy
generates pressures for an activist response of
significant scale, European politicians, with
domestic monetary policy out of their reach
and their powers over fiscal policy limited, are
likely to turn to the only remaining macro- eco-
nomic policy tool under their authority —
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namely, the euro’s exchange rate against other
major currencies.

But is it realistic to perceive a populist
threat to the ECB’s independence by this or
any other route? Consider the comments of the
current governor of the Banque de France,
Jean-Claude Trichet, who will become the
ECB’s president in four years as a result of bla-
tant political pressures applied by the French
government during the run-up to the latest
stage of the EMU: “Independence does not
mean isolation from French democracy....And,
in reality, an independent central bank is ac-
countable to the general public, to public opin-
ion itself.”18

Perhaps this is no more than a simple state-
ment of Trihcet’s acceptance of western demo-
cratic norms, but perhaps there is also an
undertone of tacit acceptance that it is some-
times appropriate to subordinate monetary
policy to the political imperatives of the day.

Acountry such as Canada, which is a small
part of the international economy, can unilat-
erally choose its exchange rate regime and can
set exchange rate policy in response to domes-
tic political considerations with few repercus-
sions elsewhere. Because the EMU’s member
economies will collectively be much bigger,
their choices regarding exchange rate policy
will have repercussions throughout the inter-
national monetary system. The way the EMU’s
configuration threatens to channel political
pressures toward the euro exchange rate there-
fore changes the policy environment for the
rest of the world.

To suggest that macroeconomic difficulties
within the EU might generate political ten-
sions is not just a matter of idle speculation
about the future. Overall, the EU countries’
current macroeconomic performance is me-
diocre. On the positive side, inflation is low,
intra-EMU exchange rates are stable, and fiscal
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deficits have fallen in the 1990s. But despite
this convergence on the Maastricht criteria,
there remains a persistent legacy of appalling
labor market performance (see Figure 2). Only
Denmark, Sweden, the United Kingdom
(which all remain outside the EMU for the mo-
ment), and the Netherlands might be excep-
tions to this generalization. Significantly,
among the worst labor market problems are
those of France and Germany, where unem-
ployment is high (well into double digits) and
where job creation, particularly in the private
sector, is extremely sluggish.

The Labor Market and
Macroeconomic Policy

The link between labor market policy and the
credibility of the euro has been well stated by
the International Monetary Fund, which has
noted that, in the absence of flexible exchange
rates among members, the problem of labor
market flexibility

is clearly a critical issue for individual
member states, not just because of the so-
cial, economic, and budgetary costs of the
existing high levels of unemployment but
also because of the need for more flexible
markets to help their adjustment to shocks
and to make their economies more effi-
cient. One should also not underestimate
its systemic implications for the euro area.
A failure to address labor market problems
would prevent Europe from realizing its
full growth potential, and could also
weaken the credibility of the euro if finan-
cial markets perceive that persistent unem-
ployment is eroding support for prudent
macroeconomic policies.19

The causes of Europe’s poor labor market
performance are not hard to discern. Robert
Mundell, one of the EMU’s most distinguished
proponents, maintains that they stem from

“excessively high tax rates, over-regulation of
the labor market, and social safety net provi-
sions that have overshot the bounds of alloca-
tion efficiency and fiscal solvency.”20

But it is one thing to offer diagnoses of
problems and quite another to convince elec-
torates of the accuracy of those diagnoses as a
prelude to rendering politically acceptable the
policy measures required to deal with them.
As we have seen in the past two or three years,
quite modest attempts at structural reform in
France and Germany have met with strong re-
sistance, not just at the ballot box and in legis-
latures, but also on the streets, where workers
have engaged in strikes and demonstrations.
In France, all this has led to a major redistribu-
tion of political power, not to mention the in-
troduction of new measures that almost
certainly will worsen, rather than ameliorate,
these problems.21

In some historical episodes, unemploy-
ment may conceivably have been the conse-
quence of an interaction between deficient
aggregate demand and nominal rigidities, par-
ticularly those that affect the general wage
level. If individual European countries now
faced similar problems, the loss of the national
exchange rate as a policy weapon and of do-
mestic control over monetary policy — not to
mention the imposition of limits on activist fis-
cal policies — would indeed be causes for im-
mediate concern.

But the conditions that would render such
devices effective in improving labor market
performance seem not to be present in western
Europe. When labor market institutions make
it harder, rather than easier, for workers to
move between jobs and industries, and when
trade unions, the electorate, and politicians fo-
cus more attention on preserving the real lev-
els of wages and social benefits than on
allowing labor markets to adjust to market
conditions, expansionary macroeconomic
policies of the conventional Keynesian variety
are more likely to engender higher, and per-
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haps rising, inflation rather than more em-
ployment. This, at least, would seem to be the
lesson of British experience in the 1970s and of
French experience in the early 1980s.

This lesson does not seem to be widely un-
derstood among continental European elector-
ates, just as it was not among the British
electorate before the end of the 1970s. The de-
sire among would-be EMU members to meet
the Maastricht criteria has somewhat re-
strained their macroeconomic policy. But ef-
forts to prepare public opinion to accept
structural reform have been perfunctory, and
action toward implementing microeconomic
reforms has been all but absent; some initia-
tives to date can only be described as retro-
grade. Introducing the single currency has
instead been treated as an end in its own right
— an unsurprising approach given Maas-
tricht’s underlying political agenda — and as
an event that will by itself create improved
economic performance.

Post-EMU Problems

To the extent that a European politician’s com-
mitment to fiscal and monetary restraint stems
from a desire to see the Maastricht Treaty im-
plemented, that incentive will weaken once
the EMU has been achieved. And to the extent
that the electorates’ support for such restraint
rests on a belief that restraint is only temporar-
ily necessary to get European monetary insti-
tutions in place, hostile attention will focus on
these same institutions when, after their crea-
tion, macroeconomic performance remains
poor and those institutions appear to be hin-
dering measures to improve it.

What happens then will depend on the in-
teraction of four factors:

• the likelihood that much-needed labor
market reforms will be undertaken after
all;

• the degree of insulation from political pres-
sure that the Maastricht Treaty turns out in
practice to confer on the ECB;

• the effectiveness of the treaty’s provisions,
and those of the Stability and Growth Pact,
in disciplining post-EMU fiscal policy; and

• the effects of accumulating evidence about
these first three questions on the confi-
dence of international markets in the euro.

Fiscal Expansion

Anything can happen, as the saying goes. But
with monetary policy removed from immedi-
ate domestic political control and well insu-
lated from indirect pressure (not just by the
institutional design of the European System of
Central Banks but also by strong political in-
centives to have that institution succeed), pres-
sure will probably focus on fiscal action to be
taken by individual national governments. It is
fruitless to speculate on the precise form of the
governments’ response, but it is hard to avoid
the conclusion that, the Stability and Growth
Pact notwithstanding, fiscal deficits will begin
to grow again.

This is a particular risk in France, which
has a tradition of corporatist economic policy
and where it is widely believed among the
electorate that the expansion attempted at the
outset of François Mitterrand’s presidency
failed not because it was inherently flawed,
but because France’s separate currency could
not be defended against depreciation. With
this last-mentioned alleged obstacle to
demand-led real expansion finally removed
by the euro’s introduction, governments will
be tempted to repeat the fiscal experiment —
and, one suspects, not only in France.22

At its outset, any program of fiscal expan-
sionism can, and no doubt will, be defended
with arguments to the effect that deficits that
might violate the Stability and Growth Pact
will not emerge because of the likely effects of
buoyant and sustained growth on government
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revenues. As time passes, there will be room
for debate about the extent to which current
data are accurate or reflect temporary, as op-
posed to structural, factors, about the reliabil-
ity of medium-term forecasts of the outcomes
of recently implemented policies, and so on.
We have already seen this in the run-up to the
EMU, and we have also seen how a little crea-
tive accounting can be deployed to temporar-
ily distort the evidence when things are not
working out quite as expected.

In short, after 1999, some key EMU mem-
bers will probably relax fiscal policy based on
rosy forecasts of the effects of such a relaxation,
resulting in upward pressure on European in-
terest rates, particularly in countries where fis-
cal relaxation is most evident. What else
happens will depend on the strength of do-
mestic and international confidence in the ECB
and in the euro, and on the practical effective-
ness of the arrangements designed to insulate
these institutions from political pressure.

A Strong-Euro Scenario

If everything works out as expected by Maas-
tricht’s architects and the euro does indeed be-
come a strong currency, one that is proof
against fiscal pressures in the longer run, then
the euro will appreciate — the natural conse-
quence of fiscal expansionism in the absence of
monetary accommodation. This, of course,
will exacerbate unemployment problems in
EMU countries to the extent that it discourages
foreign direct investment and increases incen-
tives for domestic investment to move off-
shore.

Even if these effects are, in fact, mild, they
will not necessarily be presented as such by
those who are wedded to current European la-
bor market policies. It will be argued that mar-
ket forces are taking the euro “too high” to be
compatible with other European policy goals.
It is hard to believe that the euro’s initial

strength would not ultimately be undermined
by these developments, especially if the un-
derlying macroeconomic fundamentals per-
sistently languish.

A Weak-Euro Scenario

Alternatively, an already difficult employment
situation in France, Germany, Italy, or any
other EMU country could easily lead to the
EMU in general, and the euro in particular, be-
ing cast as a scapegoat from the very moment
of its introduction. Although the ECB and its
members are forbidden to take instructions
from politicians, there is nothing to stop the
latter from publicly offering advice about
monetary policy; and even if the bank does not
listen, some members of the electorate will
(perhaps enough of them to matter). All this
could create doubts in capital markets about
the depth of particular countries’ commitment
to the EMU and therefore about the entire sys-
tem’s future stability or even durability.

The euro might thus begin life not as a
strong currency but as a weak one. This would
put upward pressure on interest rates as the
ECB attempted to stick to its price-stability
mandate, over and above that emanating from
fiscal policy. Such a state of affairs might well
prompt suggestions that speculators, perhaps
out of political motivation, were attempting to
undermine a currency that threatened the he-
gemony of the US dollar. As under the strong-
currency scenario, political attention would
again focus on the exchange rate.

A Benign Scenario

There is, of course, a third scenario, under
which none of this would happen. Given a com-
mon currency, if fiscal policy is restrained, the
only adjustment devices available to national
governments would be those designed to re-
duce labor market rigidity. Achieving the EMU
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therefore significantly increases the incentive
for European policy to address this issue.

This, at least, is how some thoughtful EMU
proponents see things. To quote Mundell
again:

Without the supposed weapon of ex-
change rate policy, governments will in fu-
ture have to stress reform of the
microeconomic provisions that have pro-
tected the employed partly at the expense
of the unemployed...there will be direct ef-
fects...from the increase in transparency of
pricing in the labor market, which will fos-
ter increased awareness of Europe-wide la-
bor market conditions, increase labor
mobility and create pressures for conver-
gence in pensions, unemployment benefits
and taxes on labor.23

The critical question here, however, is
whether the political awareness required to set
such changes in motion will come before or af-
ter actual economic experience reveals their
necessity. Since no European government is
now responding with any vigor to the labor
market sclerosis that already is so evident, con-
tinued inaction on this front looks rather likely
in the first few years of the EMU.

International Monetary
Arrangements

This Commentary’s basic argument has been
that:

• the rigid labor markets of key EMU mem-
bers are even now the source of much eco-
nomic discomfort;

• the needed reform of those labor markets
will be politically difficult, and is therefore
likely to be put off until other methods of
tackling unemployment have been tried
and seen to fail;

• the terms of the Maastricht Treaty will pre-
vent easy access to misguided monetary

remedies, but will prove less robust
against the deployment of inappropriate
fiscal policies by national governments;
and

• this will focus pressure on foreign ex-
change markets, the one place where the
Maastricht Treaty leaves ultimate author-
ity in the hands of politicians.

How these matters will play out, and with
what consequences, is unknowable in ad-
vance. But it is possible to identify certain
broad contingencies for which it might be
worth planning.

The Politics of
Monetary Policy Again

The most obvious risk to international mone-
tary stability from the EMU is that European
politicians will blame domestic macro- eco-
nomic difficulties on “unregulated global mar-
kets” whose “untrammeled greed” and
politically motivated desire to preserve “US
hegemony” meshes with a perceived wish to
discredit the “European model of a social mar-
ket economy.” The European temptation in
that case will be to view the exchange rate as an
explicit tool of foreign policy.24

If events take such a turn, suggestions that
the forces creating such problems must be
curbed by international cooperation will come
from an entity too large to simply be ignored
elsewhere, not least in North America. This is
not just a matter of the EU’s political influence.
Any macroeconomic difficulties in Europe that
create instability in euro exchange rates could
disrupt the international monetary order. If
Europeans wanted to open up discussions
aimed at curbing these problems, the potential
for new exchange rate volatility would give
the United States and Japan strong incentives
to accept their invitation to do so.

That EU representatives will be interested
in formal international coordination is beyond
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doubt. In the words of Yves-Thibault de Sil-
guy, the EU’s Commissioner for Economic and
Financial Affairs, “[t]he creation of the euro...
offers Europe and the United States a unique
opportunity to contribute jointly to the stabili-
zation of the international monetary sys-
tem.”25

And Peter Bekx, head of the internal EU re-
search group known as EMU: The Interna-
tional Dimension, has written:

[t]he reduced degree of openness of the
euro area, i ts lesser sensit ivity to
exchange-rate fluctuations and the in-
creased impact of its economic policy at
[the] world level have occasionally been
cited in support of the suggestion that the
euro area could adopt an attitude of “be-
nign neglect” towards the euro’s exchange
rate. However, such an attitude would be
at odds with Europe’s experience of co-
ordination. Moreover, it will continue to be
in Europe’s interest to avoid the negative
effects of protracted misalignments. There
will thus be a case for a continuous moni-
toring of exchange-rate developments
and...for close international co-operation.26

Thus, the possibility of a new system of man-
aged, or even fixed, exchange rates among ma-
jor currencies is bound to be on the agenda of
any future discussions. Furthermore, since the
impetus is likely to come from a European fail-
ure to tackle domestic labor market problems,
proposals for exchange rate management
could even be linked to an attempt to secure in-
ternational agreement on social policies in
general and on labor market policies in par-
ticular. The latter would be presented as a way
to create a level playing field and to eliminate
“opportunities for social dumping” — in plain
language, as a way to share with the rest of the
world the cost of labor market rigidity in EMU
member countries.

It is hard to believe that the United States,
the other main player in all this, would want to

be party to such an outcome. A political con-
stituency for European-style social and labor
market policies does exist there, in the same
protectionist circles that have made further ex-
tension of free trade in the Americas so diffi-
cult, but the power needed to slow — or even
to temporarily halt — the movement of policy
in the direction of more openness is a good
deal less than would be required to put things
into reverse.

Aggressive use of protectionist measures
by Europe against North America, however,
perhaps combined with attempts to secure
competitive advantage by manipulating the
euro exchange rate, might well be enough to
get negotiations going, even on these issues.
How EMU members deal with any problems
that arise vis-à-vis sterling will give early warn-
ing of what we might expect in this context.
Box 4 discusses the special position of the
United Kingdom, given its economic, political,
and geographic proximity and sensitivity to
EMU affairs.

The Benign Scenario Again

Even a smooth transition to the EMU will radi-
cally change the configuration of the interna-
tional monetary system. The euro will be the
currency of an economy whose annual output
amounts to about one-sixth of total world
GDP, not far short of the output of the United
States.27 The euro will be held not just as work-
ing balances by those involved in day-to-day
transactions within Europe, but also, if its in-
troduction goes smoothly and its trustworthi-
ness is rapidly established, as a substantial
part of the foreign exchange reserves of na-
tional central banks outside the EMU area, and
as a liquid store of value by participants in
capital markets worldwide.

If the euro begins to play the last-
mentioned role on a large scale, it could be-
come what Mundell calls a “Great Currency,”
and hence a close substitute for the US dollar in
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a way that other currencies — the deutsch-
mark or the yen, for example — never quite be-
came. As Mundell points out, this possibility
also poses stability problems for the interna-
tional monetary system, because “the new
Euro will create changes in currency prefer-
ences of central banks and other portfolio
managers. Diversification effects are inevita-
ble.”28

These effects would put potentially severe
downward pressure on the US dollar against
the euro, a development that would be unwel-
come in both the United States and Europe. As

Mundell also notes, “it is unlikely that bilateral
handling of the problem would be amicable. It
would be safer to recognize that a problem will
exist and create an institutional framework for
dealing with it.”29

In short, a successful and smooth transi-
tion to the EMU would also bring pressure, al-
beit of a different kind, for international
monetary cooperation involving Europe and
the United States. It would give Europe, to
quote Mundell one last time, “greater influ-
ence in running the international monetary
system.”30 That influence would be at the ex-
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Box 4: The Position of the United Kingdom

One feature of the EMU as it is to be configured
deserves particular attention — namely, that the
United Kingdom, along with Denmark, Sweden,
and Greece, will not be a member, at least from the
first round. Because of the United Kingdom’s im-
portance as an international financial center, the
behavior of the euro-sterling exchange rate will
be an object of early attention.a

Notwithstanding that a stable euro is at least as
much in the United Kingdom’s interest as it is in
the interest of any other EU member, if the euro
launch does not go well, it is difficult to imagine
that the United Kingdom would engage, for ex-
ample, in monetary tightening if such behavior
were not congruent with domestic interests. The
UK authorities’ comparative freedom to pursue
their own monetary targets would then lead to
the accusation that they were taking “unfair” ad-
vantage of having a separate currency while
claiming all the other privileges of EU member-
ship. Such difficulties are particularly likely to
arise between the United Kingdom and Ireland,
for the latter will be an EMU member even as its
trading relationship with the former remains par-
ticularly close.

Depending on how the currently embryonic
arrangements among EMU members’ govern-
ments for discussing and coordinating other as-
pects of macroeconomic policy develop, all this
could threaten to isolate the United Kingdom po-
litically within the EU.b EMU members clearly do

perceive a need for macroeconomic policy coordi-
nation and have begun mapping the range of pol-
icy areas over which agreement among them
might plausibly be reached. These areas already
include harmonizing corporate taxation and may
well be extended to personal taxation and to wage
and social policy. These discussions may include
the United Kingdom, but it is already clear that,
where talks touch on exchange rate policy, EU
members who are EMU outsiders are to be spe-
cifically excluded.

Whether the institutional framework sur-
rounding the EMU would remain unamended as
these events played out is hard to say, but difficul-
ties along the way will affect not only the ex-
change rate between sterling and the euro, but
also the exchange rates of the US dollar and the
yen vis-à-vis the euro. Furthermore, the way EMU
members deal with any difficulties over the
euro–sterling exchange rate could give an early
warning of the way these countries might ap-
proach problems within the broader international
monetary system.
a Even now, the pound’s strength is attributed in some quar-

ters to its quality as a safe haven from an uncertain euro,
rather than to a reflection of relatively high interest rates in
the United Kingdom.

b For a discussion of the pros and cons of continued UK mem-
bership in the EU, see Brian Hyndley and Martine Howe,
Better Off Out? The Benefits and Costs of EU Membership, Occa-
sional Paper 99 (London: Institute of Economic Affairs,
1996).



pense of the United States, and this transfer of
economic power would move monetary ar-
rangements smartly up the international po-
litical agenda.

Canada’s Interest

It is inconceivable that Canada will play a ma-
jor role in any of the above developments. Yet
no matter how things play out, vital Canadian
interests will obviously be at stake, if for no
other reason than that the United States, to
which Canada is closely tied through the free
trade agreement, will be deeply involved. At
the very least, Canada’s exchange rate regime
will be up for discussion yet again. There has
always been a strong constituency in Canada
for pegging the Canadian dollar on the US dol-
lar, and that constituency will be heard from.

Macro- and
Microharmonization

A high degree of convergence has been
achieved between Canadian and US macro-
economic policy in recent years. To be sure,
this convergence has grown out of domestic
political and economic processes, rather than
having been imposed by any international
agreement. Even so, it has shifted the starting
point for any future discussion of Canadian ex-
change rate policy. Arguments about the need
for exchange rate flexibility in the face of ap-
parently deep-seated divergences in underly-
ing US and Canadian inflation rates and about
the associated need for Canada to maintain
control of its own domestic monetary policy,
which, at the beginning of the 1990s, were in
themselves sufficient to make the case for ex-
change rate flexibility, have now lost their
overwhelming force.

On the other hand, any attempt to link dis-
cussions of social policy in general and of labor
market “standards” in particular to that of the

exchange rate regime will introduce a new ele-
ment into the Canadian debate about such
matters. As the preceding discussion probably
makes clear, we are deeply uncomfortable
about the prospect of any attempts by Europe
to export its own problems by this route — not
least to Canada, which has enough home-
grown difficulties. At the same time, the diffi-
culties in question are the outcome of political
choices made in Canada, just as Europe’s
much greater difficulties are the outcome of
choices made there, and just as the more flexible
(though, in many eyes, less “humane”) social
infrastructure of the United States is the out-
come of political choices made in that country.

There is no reason to believe that the insti-
tutional framework of the United States will
remain unchanged over time or will always
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change at the same pace or even in the same di-
rection as that of Canada. Such differential
changes would, it is worth recalling, be a spe-
cies of “real shocks” that might require
changes in the real exchange rate. This aspect
of the case for Canada’s retaining nominal ex-
change rate flexibility will therefore continue
to carry much force in future.

Indeed, it may carry more force than in the
past. If the United States begins serious nego-
tiations with Europe about policy coordina-
tion, it will naturally pursue its own national
interest, not Canada’s. The outcome would no
doubt impinge on Canada, and a flexible ex-
change rate would give the Canadian govern-
ment a little more room to respond to whatever
the local side-effects might be.

An Old Debate
in a New Context

Our intention in this Commentary has been to
draw attention to the strong possibility that fu-

ture debate about Canada’s exchange rate re-
gime is likely to take place in a new context.
Instead of being concerned mainly with
Canada-US bilateral economic relations, the
debate’s next round will be part of broader dis-
cussions about the future of the international
monetary system as a whole. That next round
is also likely to give a new impetus to a ten-
dency already at work in Canada, but much
more advanced elsewhere, when international
economic relationships are discussed —
namely, to place on the agenda labor market
and social policy questions that are usually re-
garded as purely domestic matters.

The changing context will arise not from
domestic political and economic develop-
ments in Canada, but as a consequence of the
monetary developments currently taking
place in Europe. That is why the beginnings of
the European Economic and Monetary Union
and the launch of the euro should even now be
attracting Canadians’ serious attention.
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Notes

We wish to thank, without implication, the following
individuals who provided helpful comments and
suggestions: Kenneth Boessenkool, John Crow, An-
gela Ferrante, John McCallum, William Robson, and
Daniel Schwanen, as well as Charles Freedman, John
Murray, and James Powell.

1 The EU estimates the potential gain from lower trans-
action costs to be on the scale of 0.4 percent of gross
domestic product (GDP). See Commission of the
European Union, The Path to EMU and the Scenario for
the Changeover to the Single Currency (Brussels: The
Commission, 1996).

2 To the extent that currency risk is in any event elimi-
nated through transaction hedges, the reduction in
the cost to borrowers is the just the cost of the hedge.
But that the potential saving is large seems clear, given
published estimates of the benefit of interest rate con-
vergence ranging, perhaps implausibly,as high as 6
percent of GDP. Note that our discussion assumes
away the possibility that a national currency risk —
associated with the possibility that an EMU member
could decide to leave the system and re-establish such
a currency — will influence the market once the EMU
is established. It is not clear to us that such a possibility
should be totally discounted, so this estimate of the
gains to be expected from interest rate convergence
must be treated as an upper bound.

3 Pedro Schwartz, a thoughtful critic of the EMU,
stresses the essentially political element in the EMU’s
creation and argues that the economic gains of Euro-
pean monetary integration could be realized through
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Back from the Brink: An Appeal to Fellow Europeans over
Monetary Union, IEA Occasional Paper 101 (London:
Institute for Economic Affairs, 1997). Note that a cur-
rency board regime would involve somewhat higher
transactions costs than would outright adoption of the
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plemented in Ontario in the late 1980s by the Peterson
government, and carried on for the first year of the
Rae government, at a time when the federal govern-
ment was attempting, however tentatively, to intro-
duce fiscal restraint.

11 Notwithstanding the fact that it is the very lack of ac-
cess to the printing press which relieves the euro of the
currency risk otherwise facing lenders to national
governments.

12 Such securities are among the list of assets eligible for
purchase and sale by members of the European Sys-
tem of Central Banks. See European Monetary Insti-
tute, “Eligible Assets,” in The Single Monetary Policy in
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Policy Instruments and Procedures (Frankfurt-am-Main:
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