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Traditional view: Impact of (the lack of) European 
political integration on the sustainability of EMU 
as exogenous to the process of monetary 
integration and governance 
 

* The political economy of monetary integration 
and new micro-founded analyses go beyond and 
question the traditional OCA criteria (basically the 
costs of macroeconomic stabilisation) 
 

* A multi-dimensional cost-benefit analysis of 
EMU in the wider context of European 
integration: endogenous to EMU’s and EU’s 
governance. 

The building-up of EMU in the perspective of 
the convergence of preferences 

The EMS, as an open-ended political 
compromise, contributed to the convergence of 
preferences of the two main views on European 
monetary integration during its second phase. 

After the liberalisation of capital movements, the 
only way of maintaining any influence over the 
course of monetary policy involved the pooling of 
sovereignty in the context of decisions taken by a 
common central bank.    

The time-consistency problem: Kydland & Prescott (1977); Nobel 
laureates in 2004: U = UN + a (pe - p) – see De Grauwe (2011) and 

Torres WP/UNL (1989) 
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“tying of one’s hands” (EMS) a la Giavazzi & Pagano (1988) 
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Solution: “tying of 
one’s hands” Ulysses and 

the Sirens  

EMU was also an open-ended political 
compromise, which could also lead to the 
convergence or to the divergence of preferences 
with respect to wider goals of European monetary 
integration. 

With the financial and the sovereign debt crises, 
EMU’s sustainability came to depend on a further 
pooling of sovereignty. Most, if not all, MS seem to 
accept stronger fiscal coordination (again 
anchored on the German model) and to address 
competitiveness issues (structural reform) given 
the built-up imbalances. 

Parenthesis: cluster analysis 
(facial representation - M. Artis, 1998): 

 
1) Business cycles’ correlation: width of the face 

2) Exchange rate volatility: curve of the mouth 

3) Interest rate synchronization: distance between 
the eyes 

4) Trade intensity: length of the nose 

5) Inflation differential: shape of the eyebrows 

6) Labour market flexibility: size of the ears 
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Opinion polls: support for EMU 
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Endogeneity of the criteria 

•  The analysis of the endogeneity of OCA economic 
conditions has evolved substantially (Frankel and 
Rose, 1998, …) whereas the compliance with what 
many authors consider the corresponding political 
and institutional conditions has rather been 
taken as a constraint to a well-functioning EMU 

 

•  That is, many authors accept that (exogenous) non-
economic factors, such as the historical and cultural 
motivations of EMU, may affect the (economic) 
endogeneities. However, political integration is 
generally not treated as endogenous. 

Sustainable currency areas 

SCA Economic 
dimension 

Political/Institutional 
dimension 

Adjustment 
mechanisms 

labour mobility 
/ wage flexibility  

automatic fiscal 
transfers 

Homogeneity of production 
structures 

of citizens’ 
preferences 

Openness of the economy 
to EU political 

integration 

* I follow here, with some adaptation, Baldwin and Wyplosz (2009). 

Adjustment mechanisms: 
Labour mobility / wage flexibility (Mundell, 1961); 

Budget centralisation / fiscal transfers  
 
Homogeneity: 
of production structures (Kenen, 1969); 

of citizens’ preferences (symmetric shocks). 
 
Openness: 
of the economy (McKinnon, 1963; Tradable / non-tradable); 

to EU political integration (asymmetric shocks). 

* Hypothetical localisations  

Adjustment mechanisms (Labour mobility / wage 
flexibility; automatic transfers) and Openness (of the 
economy; to EU political integration) 

* 
*

* 

EU15 

Euro zone USA 
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)  Political economy synthesis of SCA 

(see De Grauwe, ch1, Torres, ch3, in Talani (ed.), The Future of EMU, Basingstoke: Palgrave 
Macmillan) 

 

EU27 *

? 
? 

• Automatic transfers: No. Maybe. 
• Wage Flexibility: Depends (European 

social models; Lisbon process; 
globalisation). Market and peer 
pressure with the crisis. 

• Homogeneity of preferences: ? 

Openness to EU political integration ? Openness to EU political integration? Development 
towards a political union, Eurobarometer, 63, July 2005 
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The Endogeneity of SCA Criteria 

Participation in a monetary union may well 
contribute to fulfil the SCA criteria. 

 
Openness? 
•  there is increasing evidence that the 

elimination of exchange rate volatility in 
monetary unions raises trade by 50 per cent to 
100 per cent (the ‘border effect’ provides 
similar estimates) 

•  and openness to further political integration? 
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Homogeneity 
•  Evolution of production structures: Krugman’s 

view or increase in intra-industry trade? 
•  Preferences might converge or diverge. 
Adjustment mechanisms: 
•  Labour mobility may only change very gradually 

with political integration but wage flexibility 
might respond more rapidly, becoming more 
flexible or raising (protective) rigidities 

•  Transfers depend on the degree of political 
integration which depends on how the EU 
regulatory framework is faring 

The benefits from integration vs. 
heterogeneity costs 

The benefits of integration arise from the 
coordination and/or centralisation of policies 
(economies of scale) and heterogeneity costs 
arise from the loss of independent policymaking 
(Alesina et al.: trade-off endogenously determines 
size, composition and scope of the union) 

 
However, the very functioning of EMU (cum the 

functioning of European governance in general) 
impacts on all different criteria (2 dimensions) 

Benefits from integration vs. heterogeneity costs 
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Possible effects of EU governance First parallel between the EMS and EMU: 
Both the EMS and EMU were built as open-ended 
political compromises waiting for preferences to 
converge with respect to: 

a) price stability and CBI (anchored on Germany) in 
the case of the EMS 

b) enforcing fiscal rules (also anchored on Germany) 
and institutionalising policy links between EMU 
and other policy areas (social, economic, 
environmental, etc.) to address imbalances (the 
competitiveness gap), which would put EMU’s 
sustainability at stake. 

In fact, preferences on inflation and on the role of 
monetary policy and institutions had converged in 
Maastricht. 

However, preferences on EMU governance 
structure and other goals of European integration 
and strategies to deal with the challenges from 
globalisation may have been internalised only to 
different extents across MS (SGP and Lisbon 
strategy). 

Moreover, EMU (cum cohesion / structural funds) 
took away pressure for fiscal consolidation and 
structural reforms (anesthetising effect). 

Second parallel between EMS and EMU: 
Only with a crisis, which magnified the built-up 
imbalances and put at stake the sustainability of the 
system, was there a consensus on further pooling 
sovereignty and on addressing those imbalances 

a) 1992/93: Market speculation (exchange rates) – 
larger fluctuation bands and budgetary consolidation 
towards EMU; 

b) 2009/10: Market speculation (spreads) – ESM and 
consensus to enforce sustainability of public & private 
debt; institutionalised link (conditionality) between 
EMU and other policy areas to address imbalances. 

EMS: enlargement of fluctuation bands 

Source: Baldwin & Wyplosz 

Ten-year government bond yields in the Eurozone 
(monthly averages; percentages per annum; January 2007-March 2009) 
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Ten-year government bond yields (EEAG Report, 2011) Spreads: November 2011... BTW, we can also draw a parallel with the end of 
the Bretton Woods system Baldwin & Wyplosz, 2004 

  

Non linear correlation between sovereign spreads and current account 
(Gros © voxEU.org, 2011) Ten-year government bond yields (Mannasse, Nov 2011) 

The trade-off between efficiency and 
legitimacy: EMU spillovers to other policy areas 
 
Traditional view: Redistributive implications of EMU 
mainly from persistent differences in inflation and 
growth rates spill over into other policy areas 
(inequality, labour market deregulation) and might 
increase dissatisfaction with EMU 
 
Therefore, the EU would need fiscal transfers and/
or a counter-balancing economic pillar of EMU 
to legitimise the acceptance of redistributive 
spillover effects from EMU… 

Eurobarometer: support for the euro 
S ing le	  E uropean	  currency:	  F or	  or	  ag ains t? 	  (E urozone)
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Support for the euro and inflation 

C hange	  in	  net	  s upport	  for	  the	  E uro	  and	  Averag e	  annual	  differences 	  between	  
national	  	  and	  eurozone	  HIC P 	  inflation	  rates 	  (1998-‐2007)	  
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It seems that it was not the one-size-fits-all 
monetary policy spilling over into other policy 
areas (inequality, labour market deregulation) 
that disrupted EMU. Yet, private indebtedness 
became unsustainable. 

It was the sovereign debt crisis that highlighted 
Eurozone imbalances (competitiveness 
differentials between member states and 
budgetary disequilibria) and fault lines in the 
financial system, with spillovers from the 
economic and financial spheres into the monetary 
sphere. 

 
Form of legitimacy, which sustain EMU: 
 

•  (Narrow) Input legitimacy; 
 
•  (Narrow) Output legitimacy; 
 
•  Throughput legitimacy and responsiveness; 
 
•  (Wider) Output legitimacy. 

 

Categories of legitimacy Types of institutions and 
policies to which each 
category applies 
 

Output legitimacy 
(government for the 
people): 
 
Input legitimacy 
(government by the 
people): 
 
Throughput legitimacy 
(government with the 
people; responsiveness) 

Regulatory institutions and 
policies 
Ex.: ECB 
  
Majoritarian institutions  
Ex.: European Parliament 
and EU Council 
  
Multi-level governance 
Ex.: informal institutions 
(namely monetary dialogue) 

Types of 
constraints 

Types of legitimacy to address 
them 

Means and phases of 
implementation 

Credibility 
constraints 
(tempt. to 
deviate from 
initial 
plans) 
 
Political 
constraints 
(conflicts of 
interest over 
ultimate 
goals) 
 
 
EU MLG 

Output legitimacy rests on  
effectiveness of policy 
achievements;  
 
Input legitimacy rests on 
popular representation 
and participation;  
 
Throughput legitimacy 
rests on quality of 
decision-making and/or on 
interest intermediation;  
 
Bridge between act of 
delegation & procedural 
implementation phase 

Performance attaining 
proposed objectives all 
along process 
 
Available mainly at 
initial (constitutional) 
phase; also, indirectly, 
through nomination 
process of ECB Board 
and Council 
 
Through informal 
dialogue and effective 
communication with 
society at large all 
along the process 

Direction 
of spillover 
 

From the monetary side 
to the economic side of 
the union 

From the economic side to the 
monetary side of the union  

Mechanism  
 

One-size-fits-all monetary 
policy  

Insufficient (fiscal and economic) 
policy coordination and structural 
reforms 

Responses 
by 
monetary 
and fiscal 
authorities  

Pressure on ECB to lower 
interest rates;  
 
MS attempts to coordinate 
economic and social 
policies and to strengthen 
the EU role in other areas 
(social, env.); 
  
Non-compliance with SGP  
rules and disregard for 
need to control possible 
effects of a common 
interest rate (on bubbles 
and increasing ulc). 

ECB pressure on nat. gov. to correct 
imbalances and to enact institutional 
reform (surveillance, automaticity; 
division of responsibilities on rescue 
mechanisms; strategic collab. with 
the EP); 
 
ECB’s quasi-fiscal measures; 
  
Pressure by some MS on the ECB to 
act as lender of last resort; 
  
Enhanced economic gov. (six-pack, 
Euro+ Pact; stability treaty).  

Concluding remarks: 
 

1999-2010: Not always was there an explicit 
(institutionalised) policy link between EMU and other 
policy areas (financial, economic, social, environmental, 
etc.) and therefore imbalances (the competitiveness 
gap) and systemic risks grew. Only BEPG and Lisbon 
strategy but soft coordination. 
 

There was an explicit link between EMU and fiscal rules 
through the SGP. But SGP was not properly enforced. 
 

The financial and sovereign debt crises amplified those 
imbalances and budgetary disequilibria, forcing the EU 
and Eurozone to address the imminent risks of defaults 
and disintegration. 

As in the EMS, in the first 10 years of (an incomplete) 
EMU, preferences on its wider goals converged, 
setting the stage for the necessary fiscal coordination and 
economic reform and for new common institutions 
(reinforced EU governance). 

Also like in the EMS, a severe crisis that put at stake the 
solvency of several MS and of the European banking sector 
and the very survival of EMU forged the consensus for the 
on-going efforts to further pool sovereignty in response. 

This was accepted because Eurozone countries had 
no alternative but to finally address not only fiscal 
consolidation but also competitiveness issues. 

A mixture of institutional, market and peer pressure 
(stronger will /capacity to implement reforms at the 
national level) and EU enhanced coordination 
(institutional incremental changes) in various domains is 
taking place. 

Whether this is sufficient to sustain EMU or a political 
leap forward is necessary remains to be seen. 
 

Contribution to EMU’s sustainability: 
•  Re-founding EMU and enlarging its scope (the economic pillar); 
•  Trust in ECB (new forms of accountability and strat. interaction); 
•  Pursuit of informal dialogue between the ECB and the EP; 
•  Greater ‘responsiveness’ in implementation of national reforms. 
•  Functioning of a wider EU multi-level regulatory model; 

accelerated by market and peer pressure but also by EU 
organisational actors’ strategic behaviour. 


