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The Role of Preferences and the
Sustainability of EMU1

Francisco Torres

1 Introduction

Failed political attempts and successful political compromises on Euro-
pean monetary integration can be explained in terms of convergence of
preferences over time. This is obviously tempered by the circumstances
of each political and economic phase of European integration and the
corresponding bargaining power of countries with different preferences.

During the 1990s, and in spite of the European recession cum exchange
rate crisis, preferences on inflation and on the role of monetary policy
and institutions did not seem to have diverged much. However, prefer-
ences regarding other elements of the governance structure of European
Monetary Union (EMU), namely the Stability and Growth Pact (SGP)
added later, may have not converged to the same degree.

There is thus a possibility that disagreements over monetary policy in
the context of its broader macroeconomic framework may at some point
result in a change in commitments towards EMU. Such a divergence
might happen in the case of an asymmetric shock or due to the inca-
pacity of some countries to adjust to EMU’s macroeconomic framework.
Preferences may converge or diverge depending on the very function-
ing of EMU. Preferences are therefore a key element in analysing the
sustainability of EMU.

The next section looks back at the two main divergent views on how
to achieve monetary integration in Europe. Section 3 discusses some of
the main factors that contributed to the convergence of preferences on
inflation and on the role of monetary policy in the European Mone-
tary System (EMS). Section 4 analyses the first test to the commitment
to exchange rate and price stability. Section 5 presents a framework of
analysis for EMU’s sustainability. Section 6 examines how preferences
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might (endogenously) respond to EMU governance. Section 7
concludes.

2 Two divergent views on the means to achieve monetary
integration in Europe

From the beginning of the debate on EMU there were two main diver-
gent views (or camps) on how to co-ordinate monetary policies and on
the need to achieve monetary integration in Europe. The debate pit-
ted the so-called monetarists, who thought that monetary integration
would promote economic (and indeed political) convergence, against
the so-called economists, who stressed the need for a higher level of
co-ordination of economic policies and integration prior to the estab-
lishment of a monetary union, that is, for some prior convergence of
economic (and necessarily political) integration.2 The label ‘monetarists’
(not to be confused with the doctrine on the quantity theory of money)
encompassed the view that a tight and unconditional agenda was needed
for the creation of common monetary institutions, as an open-ended way
not only of responding to the monetary problems of the moment but
also of driving political integration, given that heightened economic
integration and new institutions reflecting heterogeneous preferences
would lead to a higher degree of political integration (compatible with a
functionalist view). The ‘economists’ justified their label by advocating
a prior convergence of economic developments and/or of preferences
regarding a culture of (price) stability (compatible in a less obvious way
with a federalist view).

Those divergent views amounted to two different approaches at two
distinctive levels. The first point of contention concerned the nature
of the transition to EMU, i.e. whether it should be more immediate or
more gradual. A second point of dispute centred around divergent pref-
erences on the role and institutional design of monetary policy, namely
on the degree of centralization and independence of monetary policy
required to guarantee price stability. Such a role and design were clearly
not independent of the degree of economic and political integration
which was necessary in order to share monetary sovereignty, which in
turn conditioned the way in which the transition to EMU could be made.

As far as the first level (views on the transition) was concerned, the
so-called monetarists (notably France, Belgium and Luxembourg and
eventually also Italy, whose position was less clear-cut) adopted a func-
tionalist view of European integration insofar as they perceived monetary
co-operation, such as the narrowing of fluctuation bands or mutual credit
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lines, as a means of bringing about economic and political integration
without surrendering too much of their political sovereignty. As for the
second level (views on monetary policy), the building up of economic
and monetary union would very much be an open-ended strategy to
solve problems as they appeared and one which was to contribute to
a deeper step-by-step political integration. This approach to monetary
integration corresponds very much to a functionalist view of European
integration.

On the other hand, the so-called economists (by and large the Germans
and the Dutch) argued that, with a view to transition, economic conver-
gence and close co-ordination of other policies such as fiscal and wage
policies would have to come first. As for the second level (views on mon-
etary policy), they would only agree to move on to EMU after making
sure that there had been a prior convergence in terms of economic devel-
opments and/or the previous establishment of a federal institution with
well-defined objectives. This position can be described as a federalist view
of European integration insofar as its proponents would advocate the
creation of new common supranational institutions with clearly defined
goals for which there was a need for prior agreement.

At first glance, the ‘economist’s’ requirement of a prior convergence in
terms of economic developments might seem contradictory with respect
to an institutional approach setting up the appropriate rules for the auto-
matic attainment of a non-inflationary environment that is also more
conducive to long-term growth. Of course, the prior convergence of eco-
nomic developments as a political requirement amounts very much to a
step-by-step (gradualist) approach and does not necessarily ensure a gen-
uine convergence of preferences nor the sustainability of new common
rules.3 Only institutional arrangements, such as the rules governing the
European Central Bank (ECB), would guarantee that all EMU members
abided by a common preference for low inflation for the entire euro-
zone. However, such a prior (entry) requirement, understood as a test
for a genuine convergence of preferences, is compatible with a federalist
view and the defence of new institutions with clearly defined political
objectives (basically, a monetary constitution). Considered from the per-
spective of different but converging preferences, it may also be easier
to comprehend the coherence of the different positions as far as EMU
is concerned throughout recent decades and the rationale behind the
compromise reached at Maastricht.4

The Werner plan5 and the experience with the Snake6 clearly show that
the preferences between the two camps were too different for a compro-
mise to be possible. However, the creation of the European Monetary
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System (EMS) indicates some increased flexibility (in the context of
relaunching Franco-German co-operation7) on the part of both camps,
which boils down to the creation of a temporary and open-ended insti-
tution. This in turn implied delaying discussions about preferences over
the goals of monetary policy.

The EMS was then possible (although with opposition from the
Bundesbank8) as it was a way to solve immediate problems (see below)
while leaving the door open for realignments whenever monetary pol-
icy goals (preferences) were not compatible. Eventually, during the
second phase of the transforming EMS, when it became essentially a
Deutschmark zone, preferences between the two camps converged sig-
nificantly. That made it possible to agree on a blueprint for economic
and monetary union, with clearly defined goals to be implemented by a
common federal institution.

Again, in the transition to EMU another compromise was struck. On
the one hand, the ‘monetarists’ proposed a tight and quasi-irreversible
agenda (with a very precise calendar), partly in order to anchor post-
reunification Germany to the European Union. On the other hand, the
‘economists’ established the entry criteria and the SGP. They envisaged
these as a guarantee for a prior and genuine convergence of preferences
or at least as a means of addressing the potential opposition of German
public opinion to the loss of the Deutschmark. This compromise was
clearly political but it does reflect a true convergence of preferences over
the years.

The different unsuccessful political attempts (Werner plan, Snake)
and successful political compromises (EMS, EMU) can be explained in
terms of convergence of preferences over time, tempered of course by
the circumstances of each political and economic phase of European
integration and the corresponding bargaining power of each camp.

3 Converging preferences on inflation and the role of
monetary policy

In the 1970 Werner report the European Economic Community’s (EEC)
main objective appeared to consist in achieving the political inde-
pendence of Europe in monetary affairs. At that time, conflicts over
the course of monetary policy were already undermining the good
functioning of the Bretton Woods system, with the US becoming an
increasingly reluctant leader. The project of monetary unification in
Europe envisaged by the Werner report involved the creation of an
area in which goods, services, people and capital would circulate freely
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and without competitive distortions and thereby reinforce the European
Community’s (EC) contribution to European economic and monetary
equilibrium (Werner Committee 1970: 9).

At that stage, as far as Germany was concerned, a European mone-
tary union would have to have an independent European central bank
basically modelled on the Bundesbank.9 This position, however, was not
compatible with the requirements of other countries, including in partic-
ular France, which would like to preserve more active monetary policies.
As a consequence, the Werner plan for an economic and monetary union
did not go ahead.10

The EMS began to operate in 1979, reflecting a functionalist approach
to European integration and corresponding to the perspective of the so-
called monetarists (France, Belgium and Luxembourg). During the first
years of its life, between 1979 and 1983–4, the EMS was still character-
ized if not by symmetry then at least by frequent realignments. The latter
would allow for the accommodation of inflation differentials through
devaluations of the weaker currencies (their central parities) in order
to compensate for the corresponding loss of competitiveness. From the
mid-1980s, however, and up until the exchange rate crisis of 1992–3,
the EMS essentially became an asymmetric mechanism, a Deutschmark
area, with fewer (and smaller) realignments, which would allow only
for the partial accommodation of inflation differentials.11 Starting from
a mechanism of exchange rate stability (with many adjustments) the
EMS became a disciplinary mechanism. This change in the nature of
the EMS, from a symmetrical arrangement to an asymmetric arrange-
ment anchored in the Deutschmark, was the result of a convergence
of the preferences of policy-makers and politicians from the different
participating countries.

Let us consider some of the factors that contributed to the conver-
gence of preferences in the EMS. The first of these factors concerned two
important policy and political changes, one in France and the other one
in Italy.12 France came to accept what it had not accepted in the com-
promise that established the EMS, namely a surrender of its monetary
sovereignty and following the anti-inflationary policy of the Bundesbank
and thereby allowing at the same time the engine of Franco-German
integration to be relaunched. Italy took a bit longer but in 1985, when
the lira was forced to devalue again against the Deutschmark, the wage
indexation mechanism, known as the scala mobile, was abolished with a
view to breaking the wage-inflation spiral.

To help us better understand the changes which occurred, these
policy and political changes in France and Italy but also in several



9780230_218413_05_cha03.tex 5/11/2008 20: 18 Page 59

Preferences and the Sustainability of EMU 59

other countries need to be put in the context of domestic political
struggles between stability-oriented national central banks and trea-
suries on the one hand and non-stability oriented spending ministries
and politicians constrained by the political business cycle on the
other. Stability-oriented policy-makers rightly anticipated that these
changes would also transform the EMS into an external constraint, and
thereby also into a guarantee for monetary, and hopefully budgetary,
discipline.

Another important factor involves the changes which occurred in
international politics, namely the so-called conservative revolution and
the consequent establishment of ‘supply-side economics’ and mone-
tarist doctrines. Those doctrines banned the use of stabilization policies
for structural purposes and favoured price stability over other goals of
economic policy.

Last but not least, there was also a revolution in economic thinking –
the rational expectations revolution – consisting in the assumption that
economic agents were rational (which led to the award of the Nobel
Prize to Robert Lucas in 1995 precisely for having developed and applied
rational expectations and by having thereby transformed the under-
standing of economic policy). It drew attention to the costs in terms of
inflation and unemployment of the lack of credibility of policy-makers
in relation to economic agents (which led to the award of the Nobel Prize
to Finn Kydland and Edward Prescott in 2004, for their analysis of the
time inconsistency of economic policy13).

Following the seminal paper by Barro and Gordon (1983), Giavazzi
and Pagano (1988) stressed the usefulness of EMS discipline as a means
of effectively reducing inflation with a lower cost in terms of out-
put and unemployment. Fixed exchange rates, unlike other policy
targets, can easily be tracked by the private sector and easily imple-
mented by the authorities. With a credible exchange rate peg to a strong
currency (such as the Deutschmark), the monetary authorities of higher-
inflation countries could draw on the anti-inflationary reputation of the
strong currency country (Germany) so as to strengthen the credibility
of national institutions and modify the expectations of private agents.
In this way the authorities of the higher-inflation countries raised the
political costs of inflation because any divergent behaviour would imply
a self-inflicted loss of competitiveness. Moreover, the anti-inflation com-
mitment of the monetary authorities could constantly be monitored
by the private sector. Giavazzi and Pagano’s contribution was one of
the most influential academic contributions leading to the creation of a
consensus (and epistemic communities) in favour of EMU.
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By the late 1980s and early 1990s a general consensus had been
established among economists but also, in part thanks to various net-
works among policy-makers (i.e. members of the monetary committees
and national central banks and treasuries which may have constituted
an epistemic community14 in favour of sound rules to guarantee price
stability), the private sector and eventually also politicians, on the need
to radically change the attitude towards inflation. There was also a rel-
ative consensus among those actors on the powerful disciplinary and
disinflationary role of the EMS.

Such a growing consensus may have contributed to the stability of
the EMS between 1987 and 1992. There were no realignments, except
for a technical adjustment of the lira to a narrow band of fluctuation in
1990, and policy-makers became used to the idea of living in a system of
irrevocably fixed exchange rates.

At Maastricht, all EU countries seemed to have come around to the
view that a credible and sound counter-inflationary monetary constitu-
tion should be adopted (although not necessarily a European monetary
constitution, according to the UK, Denmark and Sweden). As has been
pointed out in the modern political economy literature, joining a mon-
etary union based on institutions that deliver price stability is probably
the best way to implement such a strategy.

4 The first test to the commitment to exchange rate and
price stability

German reunification in 1990 was a typical asymmetric shock that put to
the test EMS members’ commitment to exchange rate and price stabil-
ity. Policy-makers and politicians remained firmly committed to fixed
exchange rates in order not to lose credibility. A revaluation of the
Deutschmark against all other currencies could have been the textbook
answer to such an asymmetric shock. Yet the other EMS members resisted
that option, fearing a loss of the credibility gained over the previous years
inside the EMS.

With the elimination of capital controls – an efficiency objective of
the Single Market Programme – the markets could easily test the com-
mitment of each EMS member regarding their degree of adherence to
the German tight monetary stance. The British pound and Italian lira,
which were considered by the markets to be strongly overvalued in real
terms, were forced out of the system by two speculative attacks. All the
other currencies remained in the system but the EMS fluctuation bands
had to be enlarged less than a year later.15
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Yet, that enlargement of the fluctuation bands in most EU countries
did not imply an abandonment of the anti-inflationary stance, as they
maintained, and in some cases even accelerated, the pace of conver-
gence with the satisfaction of the approved nominal criteria established
in the Maastricht Treaty. As a matter of fact, fixed exchange rates and
the commitment to the internal market objective of liberalizing all cap-
ital movements implied the end of any monetary policy autonomy for
the ‘followers’ of Germany. The only chance to hold on to any mon-
etary sovereignty was to share it in a common institution such as a
European central bank. However, not all countries managed to fulfil the
convergence criteria necessary to enter EMU in 1999.

From a strictly economic point of view, waiting for the convergence
of economic conditions to form a monetary union did not make sense.
In fact, according to some authors, including for instance De Grauwe,16

the gradual approach inscribed in the Maastricht Treaty was nothing but
a mechanism for delaying a political conflict between the German (i.e.
Bundesbank) preference for not sharing monetary sovereignty in EMU
and the French preference for a larger influence in European monetary
affairs. In fact, from an economic standpoint it would make sense to
allow high inflation and/or high debt countries into EMU, provided that
they had decided to participate in any case, so that it would be easier (in
other words less costly) for them to reduce inflation and their public debt
ratios. This is because the institutional differences, which reflect differ-
ent preferences and which imply different inflation and interest rates,
would then disappear. Therefore, it would have been sufficient to guar-
antee an adequate institutional design of the ECB for it to fulfil its task
of assuring price stability and resist any pressures to accommodate prob-
lems in the area of public finance. In fact, the works of Frankel and Rose
and of others17 suggest that the very participation in a monetary union
may well contribute to fulfilling the optimal currency area (OCA) crite-
ria. This is because monetary integration seems to lead to greater trade
(openness) integration cum greater output correlation between different
regions (countries)18 and also to greater financial market integration in
the currency area. This higher integration of capital markets provides an
additional (private insurance) mechanism of adjustment to asymmetric
shocks (a point already raised by Mundell in 1973).19

Nevertheless, convergence requirements were imposed in order to
show the commitment to a culture of price stability. Criteria on the
convergence of long-term nominal interest rates and ERM membership
reflected the view that countries had to convince the markets of their
determination to maintain an anti-inflationary stance.20 Fiscal criteria
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were motivated by the idea that some prerequisites in the area of public
finance would provide an incentive for fiscally weak countries to avoid
politically motivated deficits that could endanger, through the insol-
vency of the respective public sectors, the monetary stability of the entire
union.

The idea that fiscal policy should play a greater role in cushioning the
impact of shocks is best reconciled with the convergence requirements
set out in the Treaty on European Union, according to which national
fiscal policies are constrained by binding rules, if one takes into account
that the level of public deficits in the early 1990s was very high through-
out most of the countries of the European Union.21 The compromise
involved a rapid leap forward to a one-speed monetary union entailing
a number of entry requirements which would test whether (or show to
those opposing EMU that) there was a ‘sufficient’ prior convergence of
preferences.

During the 1990s, preferences on inflation and on the role of mone-
tary policy and institutions did not seem to have diverged much. That
notwithstanding, preferences regarding the SGP and other elements of
the governance structure of EMU added later may not have converged
to the same extent, although they were accepted within the ‘package’.

This raises the possibility that disagreements over monetary policy in
the context of its broader macroeconomic framework may at some point
result in a change in commitments towards EMU.22 Such a divergence
might happen in the case of an asymmetric shock or due to the incapacity
of some countries to adjust to EMU’s macroeconomic framework.23

5 A framework of analysis for the sustainability of EMU

In order to analyse the sustainability of EMU, I suggest the framework
of ‘sustainable currency areas’ (SCA) criteria. While the traditional OCA
criteria tend to focus on the economic dimension of a monetary union,
the SCA criteria encompass also a political dimension.

In the economic dimension, the three criteria relate to the cost of
a monetary union, namely the loss of the exchange rate as an adjust-
ment mechanism. For the traditional OCA theory, a monetary union is
above all a problem of macroeconomic stabilization, of retaining or for-
going control over national currencies and domestic monetary policy.
The first criterion concerns the degree of diversification of production
(Kenen 1969) and to some extent consumption and spending patterns.24

The second criterion is the existence of alternative adjustment mecha-
nisms to the exchange rate such as labour mobility (Mundell 1961), wage
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flexibility and integration of capital markets, the latter one taken as a
private insurance mechanism against shocks (Mundell 1973). Finally,
the third criterion consists in the degree of openness of the economy
(McKinnon 1963), which conditions the effectiveness of the stabilization
role of exchange rates25 (the relinquished instrument of macroeconomic
adjustment).

In the political dimension, defined along the lines of Baldwin and
Wyplosz (2006) where economic and political OCA criteria are explic-
itly set out, I include the traditional (adjustment) fiscal transfers and/or
budget centralization mechanism, in terms of a public insurance mecha-
nism. The other two political criteria concern the degree of homogeneity
of preferences and the degree of openness to further political integration
in the currency area.

The two dimensions (economic and political) are complementary in
the analysis of the sustainability of a monetary union. This is because
political criteria can compensate for insufficient compliance with the
economic criteria. For instance, a scheme of automatic fiscal transfers
can alleviate the burden of adjustment to asymmetric shocks, although,
as argued by Jones (Chapter 2, this volume), in the present conditions
(significantly different levels of income across different member states)
it may well trigger dissatisfaction with EMU in the same way as other
spill-overs of EMU to the social and labour market areas. Also, con-
verging preferences and openness to further political integration (which
are intended to capture what Paul De Grauwe in this volume calls the
deep variable whose lack may lead to secession from and/or disruption
of EMU, and Baldwin and Wyplosz (2006) denominate as the solidarity
criterion) may assure the sustainability of EMU even when the adjust-
ment capacity and the degrees of homogeneity of production structures
and consumption patterns and openness to trade seem insufficient.26

Table 3.1 summarizes the different SCA criteria (degree of homo-
geneity, adjustment capacity and degree of openness) along their two
dimensions (economic and political).

To be sustainable monetary unions require a certain degree of homo-
geneity between their member states both in terms of their production
structures (so that shocks do not hit them in too different ways) and pref-
erences (so that the common monetary policy responds to the problems
that any given country perceives as more urgent to be addressed in the
case of a particular shock). They also need some adjustment capacity in
their labour markets and through private (financial market integration)
or public insurance mechanisms (fiscal transfers). Finally, they require a
certain degree of openness both in terms of trade among their members
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Table 3.1 Sustainable currency areas (SCA) criteria

Dimensions

Criteria Economic dimension: Political dimension:

Degree of homogeneity: in required response to shocks of national preferences

Adjustment capacity: of labour markets and by by means of fiscal
means of financial transfers/budget
market integration centralization

Degree of openness: to trade among CA regions to further political
integration in the
currency area

(so that the loss of the exchange rate instrument, used to affect cost com-
petitiveness, is not too costly) and in terms of further political integration
(given that only if a country expects to benefit from further integration
will it endure some of the costs associated with the monetary union, thus
resisting the temptation to secede).27

Along the lines of De Grauwe (2006 and Chapter 1, this volume),28

one may summarise this framework of analysis by means of graphical
representations. In Figures 3.1 and 3.2, the SCA line defines the com-
binations of homogeneity and adjustment capacity (Figure 3.1) and the
combinations of homogeneity and openness (Figure 3.2) for which EMU
is sustainable. That is, the lack of homogeneity in terms of the required
response to optimally address different shocks and/or regarding mem-
ber states’ preferences can be compensated for by labour mobility and/or
wage flexibility and/or financial market integration and/or some form of
budget centralization or a scheme of fiscal transfers between the regions.
It can also be compensated for (second trade-off) by openness to trade
among the countries of the monetary union and/or to political integra-
tion of the currency area. Figure 3.1 represents the trade-off between
the degree of homogeneity in the required response to shocks and of
national preferences and the adjustment capacity. Figure 3.2 represents
the trade-off between the degree of homogeneity in the required response
to shocks and of preferences and the degree of openness to trade and to
further political integration.

An increase in trade between the member states and/or a more open
stance towards political integration of the currency area has the effect
of shifting the euro-zone from its initial position more into the sustain-
ability area as far as the trade-off between the degree of homogeneity
and adjustment capacity is concerned. Recent wage developments in the
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Adjustment capacity (Labour mobility/wage flexibility/
integration of capital markets; automatic fiscal transfers)
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Figure 3.1 The trade-off between homogeneity and adjustment capacity

Openness (to trade among CA regions; to further political
integration in the CA)
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Figure 3.2 The trade-off between homogeneity and openness

euro-zone might reflect a convergence of preferences towards increased
labour market flexibility, thereby contributing also to a more sustainable
position of the euro-zone in regard to the trade-off between the degree
of homogeneity and the degree of openness. Any exogenously deter-
mined leap forward in European political integration, by co-ordinating
actions in other policy areas, would also shift the euro-zone more into
the sustainability area in terms of both trade-offs.

The advantage of this multi-dimensional framework is that one can
see that a partial fulfilment of the different political criteria compensates
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for the non-satisfaction of OCA criteria, making EMU sustainable even
without exogenous political unification. Apart from the existence of a
scheme of automatic fiscal transfers, which depends very much on the
degree of political integration, openness to further political integration
and the homogeneity of preferences inside the euro-zone contribute to
sustaining EMU. Homogeneity of preferences and openness to further
political integration mean that member states can better accept both the
objectives of the common monetary policy (preferences) and the costs of
non-adequate stabilization in the presence of asymmetric shocks. Also,
both tend to diminish political home-grown shocks as countries might
converge on similar views towards common principles in other areas of
the economy (take for instance the case of flexicurity – increased labour
market flexibility compensated for by increased social protection).29

6 Endogenous preferences

One of the most interesting features of the EMU is that preferences seem
to have converged sufficiently for its construction and general accep-
tance. Furthermore, the dynamic nature of preferences suggests that one
should consider how they might evolve inside EMU as they condition its
sustainability. Let us take the trade-off between the benefits from mon-
etary integration and the heterogeneity costs of a common monetary
policy. Benefits arise from the centralization of monetary policy. Costs
are associated with the loss of an independent monetary policy: a com-
mon monetary authority cannot react to the specificities of each country
and take into account different preferences about the various trade-offs
that arise when setting its monetary policy for the whole area.

Figure 3.3 provides a simplified and static graphical version of the
trade-off. Marginal benefits are always positive although declining as
the benefit of adding a new member to EMU gets smaller. Marginal costs
are positive but also rising as the heterogeneity costs for the euro-zone of
letting in an additional member increase.30 The optimal size of the mon-
etary union is given by the point where the marginal costs and benefits of
a common monetary policy equalize.31 The trade-off is also conditioned
by EMU’s regulatory system (the common monetary policy in the context
of its macroeconomic framework). This is depicted in Figure 3.4: the opti-
mal size of the monetary union might increase to OS1 or decrease to OS2.

Preferences are therefore a key element for analysing the sustainability
of EMU. They will tend to diverge if EMU’s regulatory system (monetary
policy within its also evolving macroeconomic framework) is not ade-
quate but might well converge and sustain EMU when it is perceived as
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Figure 3.3 Benefits from monetary integration versus heterogeneity costs of a
common monetary policy (political plus economic dimension)
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Figure 3.4 Impact of EMU’s regulatory system on costs and benefits

adequate. On the other hand, monetary policy and/or EMU’s governance
might also take into account, to different extents, the evolution of
preferences. One case in point is reform of the SGP in 2005.

Eurobarometer evidence (Figures 3.5, 3.6 and 3.7) indicates that sup-
port for EMU has remained stable in the euro-zone (72 per cent in favour
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Figure 3.6 Changes in net support for the euro and average annual differences
between national and euro-zone real GDP growth rates (1998–2007)

and 24 per cent not in favour in 2007) although it varies among dif-
ferent countries. For the period 1998–2007, in Italy, which has been
growing below the average of the euro-zone, net support for the sin-
gle currency dropped significantly although it is still fairly high (67 per
cent in favour against 25 not in favour). In Ireland and Finland, two
fast-growing countries, net support went up significantly. What is some-
what more puzzling is that net support for the single currency went up
(significantly) in Germany and (marginally) in Portugal, the other two
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Figure 3.7 Change in net support for the euro and average annual differences
between national and euro-zone HICP inflation rates (1998–2007)

slow-growth countries during the period considered, and decreased sub-
stantially in Spain (which, however, still enjoys a large net support for
the single currency) and Greece (the only euro-zone country without a
majority in favour of the single currency), both of which were among
the fastest growing countries in the euro-zone.32

7 Conclusion

Preferences on inflation and on the role of monetary policy and institu-
tions converged sufficiently during the second phase of the transforming
EMS (when it became essentially a Deutschmark zone) to allow for the
creation of EMU and clearly defined goals to be implemented by the ECB.
During the convergence phase to EMU in the 1990s there might not have
been much divergence of those preferences. Still, preferences regarding
the SGP and other elements of the governance structure of EMU that were
added later may have not converged to the same extent. This raises the
possibility that disagreements over EMU’s macroeconomic framework
may at some point result in a change in commitments in the case of an
asymmetric shock or due to the incapacity of some countries to adjust.

The sustainability of monetary unions presupposes a certain degree of
member state homogeneity, in terms of their production structures (a
traditional OCA criterion) but also in terms of preferences, so that the
common monetary policy is seen by a given country to respond to the
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problems perceived as more urgent in the context of a particular shock.
It also requires a certain degree of openness, in terms of trade (another
classical OCA criterion) but also in terms of further political integration.
Only if a country expects to benefit from further integration will it be pre-
pared to endure some of the costs associated with the monetary union,
and resist the temptation to secede.

Preferences and their evolution therefore stand out as a key element for
analysing the sustainability of EMU. They will tend to diverge if EMU’s
regulatory system is not adequate but might well converge and sustain
EMU when it is perceived as delivering. On the other hand, monetary
policy and/or EMU’s governance might also take into account, to differ-
ent extents, the evolution of preferences. The reform of the SGP in 2005
is a case in point but possible refinements such as the institutionaliza-
tion of the euro-group and of euro-zone diplomacy or developments in
the area of financial supervision might also reflect the need to respond
to shared preferences among euro-zone countries.

Notes

1. I wish to thank seminar participants at the London School of Economics,
IEE, Universidade Católica, Lisbon, and the University of Rome ‘Tor Vergata’
for comments and criticism on this chapter, which partly draws on a previ-
ous paper on ‘The long road to EMU’ presented at the European University
Institute, Florence. I also thank Luísa Benta for providing me with Euro-
barometer evidence. This contribution is based on my on-going research at
IEE, Universidade Católica, on ‘The political economy of European monetary
governance: the role of preferences, policies and strategies’ and is also part of
an FCT project on Economic Growth, Convergence and Institutions (research
grant POCI/EGE/55423/2004, partially funded by FEDER).

2. Describing the controversy over the Maastricht convergence criteria, Wyplosz
(2006) classifies these two old labels as bizarre, questioning the reasons
behind them. In this section I go a bit beyond the established definitions
of those two labels (see for instance Ungerer 1997).

3. De Grauwe (1996).
4. Wyplosz (2006); Torres (2007).
5. The Werner group set out a three-stage process to achieve EMU within ten

years, including the possibility of a single currency. The member states
agreed in principle in 1971 and began the first stage – narrowing currency
fluctuations. However, a fresh wave of currency instability on interna-
tional markets quashed any hopes of tying the Community’s currencies
closer together (see European Commission, http://ec.europa.eu/economy_
finance/the_euro/em_union9377_en. htm, accessed 30 August 2008).

6. The Snake entered into force on 24 April 1972 and allowed central banks to
buy and sell European currencies provided that the exchange rate fluctuation
margin of 2.25 per cent, corresponding to the authorized margins between
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the dollar and the currencies of the Six, was not overstepped. See European
Navigator website http://www.ena.lu/ (accessed 30 August 2008)

7. For different explanations of the importance of Franco-German co-operation
throughout the process of monetary integration and the implications of such
integration and ensuing economic convergence of the two countries for that
relationship, see Collignon (2004) and Jones (2002).

8. As the Bundesbank feared that the arrangement might condition its very
monetary policy it could not reveal the flexibility of the German government
that also considered other political goals besides price stability.

9. See Zimmermann (2004) for a citation of the precise wording used by the Ger-
man negotiator in the Werner Committee, J. Schöllhorn, in his Memorandum
on EMU, 23/4/7, 0PA-AA, IIIA1, vol. 590.

10. See Gros and Thygesen (1998) for a thorough analysis of the failure of the
Werner plan.

11. According to Mundell (1994), the Exchange Rate Mechanism (ERM) of the
EMS in theory was symmetrical with respect to its member countries, but in
practice the Deutschmark became the ‘inflation anchor’ of the system. See
Torres (2007) for a more detailed analysis and a graphical representation.

12. According to Quaglia and Maes (2004), the lack of convergence of France
and Italy with Germany in the process of European monetary integration was
mainly explained by their difficulties in accepting a common and indepen-
dent European central bank and by problems in achieving macroeconomic
stability, respectively.

13. Kydland and Prescott (1977).
14. See Haas (1992: 3) for a definition of epistemic communities. Collignon and

Schwarzer (2003), who also provide an excellent discussion on how epis-
temic communities create consensus as well as a thorough discussion of the
concept, apply the concept of epistemic communities to the private sector,
namely to two important non-governmental organizations representing the
views of the business and banking communities that took a very active role
in favour of European Monetary Union: the Giscard-Schmidt Committee for
the Monetary Union of Europe (CMUE) and the Association for the Monetary
Union of Europe (AMUE). See also Verdun (1999) for an application of the
concept to the Delors Committee.

15. For an account of this episode, according to which the British Chancellor
of the Exchequer, Kenneth Clarke, had a decisive role, see Collignon and
Schwarzer (2003: 122).

16. De Grauwe (1993).
17. See Frankel and Rose (1998), Rose (2000) and successive empirical studies for

estimates of the effect on trade of the elimination of exchange rate volatility
in monetary unions.

18. See Frankel and Rose (1998). The growing importance of the service sector in
the economy might have contributed to mitigate Krugman’s (1993) argument
that an initial OCA might lead to increased regional specialization and thus
become more prone to asymmetric shocks.

19. A critique of Frankel and Rose may be found in Chapter 4, this volume.
20. Baldwin and Wyplosz (2006).
21. See Corsetti and Roubini (1993) for an analysis of the trade-off between the

benefits of fiscal rules and the possibility of using fiscal policy as a stabilization
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instrument. See also Jones (2007) for a discussion of the role of fiscal stabi-
lization in EMU. Interest rate payments on public debt amounted to 40 per
cent of total household savings in Europe, hitting private investment and
jeopardizing the financing of social protection.

22. In the case of EMU’s sustainability, one should take into account that there
are important economic and political exit costs. See Eichengreen (2007) for
an excellent account of the various implications of EMU exit.

23. See Torres (2008) for a discussion of the fact that EMU’s functioning triggers
spill-over effects across various policy areas which might in turn lower het-
erogeneity costs by leading to some co-ordination and/or reform in those
very areas.

24. According to Corsetti (2008), even in the case of uncorrelated regional shocks
and production specialization, the convergence in spending patterns makes
the policy stance that is optimal at the regional level more symmetric across
the different regions.

25. New micro-founded OCA models tend to share Mundell’s (1973) scepticism
about the stabilizing role of exchange rate movements (see Corsetti 2008).
See also De Grauwe (2006 and this volume) for a discussion of the respective
implications for the OCA theory.

26. The different degrees of compliance with OCA criteria have led us to talk
about increases or decreases in optimality. Yet, from a linguistic point of
view, ‘optimum’ is already a superlative.

27. Linkages between EMU and EU integration tend to reinforce the sustainability
of EMU; see Torres (2008).

28. De Grauwe (this volume) represents the trade-offs between symmetry and
flexibility and between symmetry and integration, within the classical
economic OCA criteria.

29. The fact that EMU gives rise to spill-overs into other policy areas has resulted
in different degrees of coordination at the European level; see Torres (2008).

30. Of course, in the hypothetical case of Germany joining a monetary union
already consisting of the Benelux countries, the extra benefit would be supe-
rior to the extra benefit brought by the entry of the previous member (say,
Luxembourg). Different sizes (assumed away in this very simplified graphic
representation) matter. Also, it would not be a matter of indifference (in terms
of heterogeneity costs, both political and economic) whether it was France or
the UK that joined the monetary union between the Benelux countries and
Germany.

31. The trade-off endogenously determines size, composition and scope of the
union (Alesina et al. 2005).

32. Developments in Greece and in Italy with regard to the net support for the
euro might also relate to the perceived impact of the euro changeover on
price rises (Deroose et al. 2007).
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