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European
Monetary Union

This century, which saw two world wars devastate the nations of
Europe, will likely conclude with the willing surrender of an
important national prerogative in the name of European unity. On

January 1, 1999, eleven nations in Europe plan to begin a process of
replacing their national currencies with the Euro. This event is at once
both unprecedented and part of a development in Europe that stretches
back over a quarter of a century. The adoption of the Euro is unprece-
dented; never before have so many countries surrendered their national
monies for a common currency at a single stroke. In this way, the
launching of the Euro means that European countries will be entering
uncharted waters. But we have some landmarks that can guide our
understanding of the likely consequences of the adoption of the Euro,
since European Monetary Union (EMU) is the latest stage in a historical
process that began in the wake of the collapse of the Bretton Woods
system in the early 1970s. As shown in the box “Movement toward a
Common European Currency,” European monetary union has pro-
gressed in fits and starts since that time.

Europe in the Bretton Woods System

The initial moves toward European monetary union began during
the final days of the Bretton Woods exchange rate system in the early
1970s. In the dollar-centered Bretton Woods system, which began after
World War II, currencies of all major industrial countries had a fixed price
in terms of the United States dollar and the dollar, in turn, had a fixed
price of $35 per ounce of gold. The system also fixed intra-European
exchange rates since, for example, the fixed exchange rates of 4.5 French
francs per dollar and 2.8 deutsche marks per dollar implied an exchange
rate of 4.5/2.8 5 1.6 French francs per deutsche mark.



The Bretton Woods system came under increasing
pressure in the late 1960s and early 1970s as policies
pursued by the United States diverged from policies
preferred by other countries. The United States faced
rising unemployment and an increasing current ac-
count deficit at that time. In response, monetary policy
in the United States became more expansionary. This
was at odds with the policy stance required for the
smooth maintenance of the fixed exchange rate ar-
rangement, since authorities in European countries

did not wish to follow the United States’ lead toward
higher inflation. A fixed exchange rate system requires
each member to pursue a common monetary policy.1

1 The link between monetary policy and the exchange rate is
through the interest parity relationship, which states that the
difference in interest rates across two countries must equal the
expected rate of depreciation of their bilateral exchange rate in order
to avoid unexploited profit opportunities from arising. Therefore,
interest rates must be equal across countries in an exchange rate
regime where exchange rates are credibly fixed and the expected

Movement toward a Common European Currency

I. Bretton Woods Era: 1945–1973

3/1971 Werner Report calls for European system of central banks.

II. Between Bretton Woods and the European Monetary System, 1973–1979

3/1973 Bretton Woods dollar-peg ends. Snake-in-the-tunnel, then floating snake.

III. European Monetary System (EMS) Begins, March 1979

3/1979 Exchange Rate Mechanism (ERM) established:
62.25% bands (Italy 66% bands). Capital controls pervasive.

Wide inflation differentials. Eleven realignments from 3/79 to 1/87.

IV. Rocky Road to a Common Currency

1987 “New EMS”—fewer capital controls, no realignments, inflation convergence.

1989 Delors Committee sets goal of a common currency.

1989–90 Expansion of ERM to include Spain (1989) and United Kingdom (1990). (Portugal joins
in 1992.)

7/1990 German reunification.

12/1991 Maastricht Treaty.

1992 ERM crisis. Denmark votes “no.” German interest rate hike. 9/92 speculative attacks—
Finnish markka depreciates, Swedish interest rate rises, United Kingdom and Italy drop
out of ERM. Peseta devalued and Spain reimposes capital controls. Later, escudo, punt
devalued and Swedish krona and Norwegian krone float.

Spring 1993 Denmark votes “yes with opt-out clause” on Maastricht Treaty. British Parliament
narrowly votes for ratification.

8/1993 ERM bands widened to 615% in wake of speculative attacks.

1994 Last capital controls removed. The European Monetary Institute, forerunner of the
European Central Bank, established.

1995 Austria, Finland, Sweden join European Union.

1996 Italy rejoins EMS with target bands, at devalued rate.
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This tension between the internal goals of the country
at the center of a fixed exchange rate system, in this
case the United States, and the demands of the ex-
change rate system itself is, as we will see, a common
theme in international monetary economics.

In the Bretton Woods system, the tension between
the policies of the United States and the desires of
other countries led to speculative pressures against
the dollar.2 In an effort to address these pressures
while still maintaining fixed exchange rates, a dollar
devaluation was negotiated in December 1971. Market
pressure against the dollar continued, however, and in
March 1973 the Bretton Woods system collapsed.

Between Bretton Woods and the
European Monetary System

The collapse of the Bretton Woods system freed
dollar exchange rates to be determined by market
forces. This opened the door for other bilateral ex-
change rates also to be determined by market forces
rather than by government fiat. But market determi-
nation of exchange rates raised concerns in Europe.
Even before the demise of the Bretton Woods system,
plans were being made to limit intra-European ex-
change rate movements. A committee headed by
Pierre Werner, prime minister and finance minister of
Luxembourg, began work in 1970 on a report in which
it proposed fixed intra-European exchange rates and
a federated system of European central banks. This
report was adopted by the European Council in March
1971.3 A common monetary policy was seen as a way
to enhance Europe’s role in the world monetary sys-
tem. Fixed intra-European exchange rates were also

thought to be important for promoting trade in goods
and services and capital flows within Europe. Finally,
exchange rate movements within Europe raised the
costs of the agricultural price supports mandated by
the European Union’s Common Agricultural Policy,
costs that made up a significant share of the European
Union’s budget.

The first efforts to fix intra-European exchange
rates after the collapse of the Bretton Woods system
had limited membership and were short-lived. The
“snake-in-the-tunnel” instituted in 1972 attempted to
establish bands for European currencies of 64.5 per-
cent around a central dollar rate. This evolved into the
“floating snake” with the advent of generalized float-
ing in March 1973. This exchange rate arrangement

Tension between the internal
goals of the country

at the center of a fixed
exchange rate system

and the demands of the system
itself is a common theme in

international monetary economics.

placed the full burden of adjustment on weak-cur-
rency countries, which had to respond with restrictive
policies, rather than mandating a more even distribu-
tion across all members. The “snake” also did not
provide for adequate financing to weak-currency cen-
tral banks during times when their currencies were
being widely sold. Partially as a consequence of these
factors, Great Britain, France, and Italy left the “snake”
arrangement early on. By 1979 only Germany, the
Netherlands, Denmark, Norway, Sweden, Belgium,
and Luxembourg remained members of the European
fixed exchange rate system.4

rate of depreciation is zero. Theoretically, fiscal policy could be
employed in addition to monetary policy, or even instead of it, to set
interest rates and maintain fixed exchange rates. In practice, how-
ever, monetary policy is more quickly and more easily altered than
fiscal policy and therefore it is the tool with which authorities
directly influence exchange rates.

2 Investors face a “one-way bet” against central banks when
they perceive an increased likelihood of a devaluation. If the
currency does in fact fall in value, then investors who have bet
against the central bank by selling the potentially weakening
currency will realize capital gains. These investors will not suffer
corresponding capital losses, however, if the exchange rate peg is
maintained.

3 The European Council consists of the heads of state or
government of the members of the European Union. The European
Community, the forerunner to the present-day European Union,
began with six signatories to the Treaty of Rome in 1957 including
Belgium, France, Germany, Italy, Luxembourg, and the Nether-
lands. In 1972 the European Community expanded with the acces-
sion of Ireland, Denmark, and the United Kingdom.

4 For a good discussion of exchange rate policy in Europe in the
period leading up to and including the era of the European
Monetary System, see Francesco Giavazzi and Alberto Giovannini,
Limiting Exchange Rate Flexibility: The European Monetary System, The
MIT Press, Cambridge, MA, 1989.
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The European Monetary System and
Planning for a Single Currency

A more comprehensive effort at an exchange rate
system for Europe, the European Monetary System
(EMS), began in March 1979 with eight of the nine
members of the European Community (all but Great
Britain) participating in its Exchange Rate Mechanism
(ERM).5 At that time differences in inflation rates
across members of the ERM were as large as 10
percentage points. These inflation differentials made
it difficult to maintain stability in the ERM since, with
fixed exchange rates, differences in inflation translate
directly into changes in relative prices, which shift
competitiveness across countries.6 Eleven realign-
ments occurred in the EMS between 1979 and 1987
in an effort to offset ongoing inflation differentials.
But the prospect of realignment leads to destabiliz-
ing international capital flows as investors speculate
against a potentially weakening currency. To curb
these capital flows, EMS member countries erected
pervasive controls limiting the ability of private citi-
zens to buy and sell foreign exchange. These capital
controls prevented investors from finding the cheap-
est source of funds and blocked savers from earning
higher returns outside their own borders.

Inflation rate differentials narrowed across Eu-
rope by the mid 1980s and by 1987 most capital
controls were lifted. There were no further exchange
rate realignments in the 1980s after 1986.7 Many ob-
servers thought Europe had entered a period of the
“new EMS.” The groundwork had been set, so it
seemed, for a single European currency. The timing
was opportune, since the Single European Act of 1986

called for removing all internal barriers to trade,
capital movements, and labor migration within Eu-
rope rope by the end of 1992. The Single European Act
was another step in the march toward European
economic integration, which began with the Treaty of
Rome in 1957.8 A single currency was viewed by some
as crucial in this process. The report issued in 1989 by
a committee headed by Jacques Delors, president of
the European Commission, stated that “A single mar-
ket requires a single currency.”

The Delors Committee proposed a three-stage
transition to a single currency. The first stage included
widening the membership of the Exchange Rate
Mechanism (ERM). The second stage involved nar-
rowing exchange rate bands as well as shifting control
over some macroeconomic policies from national con-
trol to control by a central European authority. The
third stage would establish a European System of
Central Banks to replace national central banks and

The Single European Act of 1986
was another step in the march

toward European economic
integration, which began with
the Treaty of Rome in 1957.

replace national currencies with a single European
currency. The Maastricht Treaty, signed at the end of
1991, set up a timetable for this process, with Stage 3
starting no later than January 1, 1999.

Within a year, however, the timetable planned at
Maastricht was in tatters and the likelihood of a single
European currency ever materializing was question-
able. In the wake of a June 1992 Danish vote against
ratification of the Maastricht treaty, and with growing
public skepticism about the desirability of a common
currency, speculative attacks roiled European cur-
rency markets. Great Britain and Italy dropped out of
the ERM in September 1992; Sweden and Finland,
which had been shadowing the deutsche mark in hope
of eventually joining the EMS, were forced to devalue
later that autumn; and, in 1993, France was able to
retain its membership in the ERM only through a
widening of the bands from 62.25 percent around the

5 The original participants in the EMS included Belgium, Den-
mark, France, Germany, Ireland, Italy, Luxembourg, and the Neth-
erlands.

6 A simple example illustrates this. Define the price of a set of
goods in Italy as P(i), the price of a set of goods in the Netherlands
as P(n) and the guilder/lira exchange rate as E. Then the relative
price of Italian goods to Dutch goods, which we call Q, is Q 5
E*P(i)/P(n). In percentage change terms,

%DQ 5 %DE 1 %DP(i) 2 %DP(n) 5 %DE 1 p(i) 2 p(n)

where p(i) and p(n) are the inflation rates in Italy and the Nether-
lands, respectively. With fixed exchange rates (that is, %DE 5 0),
Italian inflation in excess of Dutch inflation will raise the relative
price of Italian goods relative to Dutch goods and put Italian
exporters at a price disadvantage with respect to Dutch exporters.
Italian firms could reverse this loss in competitiveness, at least for a
time, with a realignment of the guilder/lira exchange rate (that is, a
decrease in E).

7 The January 1990 realignment was undertaken to facilitate a
narrowing of the exchange rate band for the Italian lira from 66
percent to 62.25 percent, which was the standard band width in the
EMS.

8 The Treaty of Rome created a customs union, establishing
common tariffs among its signatories.
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central parity to 615 percent. By that time, the pros-
pects for European Monetary Union appeared grim.

The Road Ahead to European
Monetary Union

Against the backdrop of these economic events,
political support for European Monetary Union (EMU)
among the leaders of Europe remained strong. Politi-
cal support among elites helped keep the prospects
for EMU alive by fostering an ongoing effort to meet
the requirements of the Maastricht Treaty. (See the box
“The Road Ahead to EMU” for these requirements.)
This effort led to economic policies that were more
restrictive than those consistent with purely domestic
economic considerations.

The Maastricht Treaty requires convergence of
inflation rates and long-term interest rates among
countries joining EMU, as well as exchange rate sta-
bility and deficit and debt reduction. Inflation conver-
gence is important because, as seen at the outset of the
EMS, fixed exchange rates require common inflation
rates to prevent wide shifts in competitiveness. Differ-
ences in inflation rates among most prospective mem-
bers of EMU have narrowed dramatically since the
early-EMS period and continue to decrease (Figure 1).
Long-term interest rates reflect the market’s forecast of
future inflation. Like inflation rates, these interest rates
have converged substantially over time (Figure 2).
This reflects both policy convergence and greater
expectation of a successful transition to monetary
union.

The fiscal requirements of the Maastricht Treaty
are often seen as less compelling than the other
convergence requirements. The case for fiscal require-
ments for membership in the European Monetary
Union is based on the fear of the costs to all members
of high debt burdens by any one member. While some
potential members of EMU have not met the fiscal
requirements, they may still be voted in because of
their progress toward meeting those requirements
(Figure 3). In particular, both Italy and Belgium have
ratios of public debt to national income well in excess
of the 60 percent limit. Italy has undertaken substan-
tial reforms to reduce its fiscal profligacy.9 It would
be politically difficult, therefore, to exclude Italy from

9 Fiscal reforms in Italy, such as efforts to eliminate fraud and
waste, were undertaken, at least in part, to meet the requirements of
EMU. See “Italy’s Cleanup of Fraud, Waste Yields Results,” The Wall
Street Journal, Monday, March 2, 1998, p. B3A.
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participating in EMU without also excluding Belgium,
one of the founding members of the EMS and a consis-
tent participant in Europe’s fixed currency systems since
the early 1970s. Also, some of the progress various
countries have made in meeting the fiscal criteria reflects
one-time efforts to improve finances through privatiza-
tion. Thus, Maastricht “requirements” reflect political
realities and not just numerical targets.

At the end of February 1998, when European
governments released their official results for 1997,
eleven members of the European Union met the fiscal
and inflation criteria required for participation in the
European Monetary Union at its initial stage.10 These
eleven members include Germany, France, Italy,
Spain, Netherlands, Belgium, Austria, Finland, Portu-
gal, Ireland, and Luxembourg. All had inflation below
the required rate (which is about 2.9 percent for 1997).
All also had fiscal deficits of less than 3 percent of
GDP, although recent performance on this front across
the European Union represents opportune economic
conditions, true fiscal consolidation, creative account-
ing, and privatization in varying measures. Interest-

ingly, the deficit ratios of the three countries that were
initially the source of the greatest concern, Italy, Spain,
and Portugal, were each lower than the 2.7 percent
ratio recorded by Germany. Sweden, the United King-
dom, and Denmark are choosing not to join EMU at
this stage. Greece is the only country that desires early
membership in EMU but will be precluded from this
because of its failure to meet the economic criteria.

An important political reality in the process lead-
ing up to European Monetary Union is the strong
support it has enjoyed among the leaders of Europe. A
similar level of support is not to be found among the
citizens of European countries. Negative views of
EMU stem from concerns about the political implica-
tions of a surrender of national sovereignty as well as
concerns about the economic costs of a common
currency. This divergence in support between leaders
and the general population is striking because many
proponents of EMU argue that the most compelling
argument for its adoption is political rather than
economic. It is hoped that a common currency will
bind together the countries of Europe and set the stage
for closer integration on other fronts, such as the
realms of security and regulation. But the opposite
argument is also made; forced into a monetary ar-

10 See “Europeans Clear Remaining Hurdle to Currency Uni-
ty,” The New York Times, Saturday, February 28, 1998, p. A1.
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rangement for which Europe is ill-suited, its people
may come to increasingly resent hardships they per-
ceive to be caused by European integration. Forced
into a marriage of convenience, partners may come to
loathe one another rather than grow closer over time.11

Economic Costs and Benefits
of a Common Currency

Economic analysis has been brought to bear on
the question of whether EMU represents a political
marriage of convenience or an economically sound
match made in Brussels (if not heaven).12 To assess

11 See Martin Feldstein, “The Political Economy of European
Economic and Monetary Union,” Journal of Economic Perspectives,
vol. 11, no. 4, Fall 1997, pp. 23–42. For a somewhat contrary view,
see, in the same volume, Charles Wyplosz, “EMU: Why and How It
Might Happen,” pp. 3–21.

12 For a wide-ranging discussion of this topic, and EMU in
general, see Maurice Obstfeld, “Europe’s Gamble,” Brookings Papers
on Economic Activity, 1997, number 2, pp. 241–300.

The Road Ahead to EMU

March 1998 European Monetary Institute and European Commission issue final convergence reports.

May 1998 Decision by leaders of the European Union on which countries will participate in European
Monetary Union at its outset.

“Requirements” of the Maastricht Treaty include the following:
1. Currency must remain within the Exchange Rate Mechanism for at least two years.
2. Budget deficit 3 percent of GDP or less.
3. Government debt 60 percent of GDP or less.
4. Inflation no more than 1.5 percentage points above the average rate of the three

members with the lowest inflation.
5. Long-term interest rates no more than 2 percentage points above the average of the

three members with the lowest rates.

Bilateral Euro rates announced but not yet enforced.

European Monetary Institute dissolved and European Central Bank (ECB) formally constituted
with its Governor and Governing Board announced. ECB, together with national central banks,
forms the European System of Central Banks (ESCB).

Consensus

Eleven of the fifteen members of EU will qualify and will want to join EMU at its outset. These
include Germany, France, Italy, Spain, Netherlands, Belgium, Austria, Finland, Portugal,
Ireland, and Luxembourg.

Denmark, the United Kingdom, and Sweden do not want to join at outset and Greece will not
meet the criteria.

Jan. 1, 1999 Stage 3 to begin.
Currencies irrevocably linked with fixed exchange rates.
Single monetary policy framed and implemented by ESCB.
New public debt of member states will be denominated in Euros.
Financial markets will use Euro and thus introduce it into the international monetary

system.

Jan. 1, 2002 Euro notes and coins begin circulating alongside national currencies.

July 1, 2002 Changeover to Euro is completed.
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the relative economic benefits and costs of a common
currency in Europe, another single-currency zone, the
United States, has been used as a reference. These
comparisons have been used by both proponents and
detractors of EMU. Proponents have pointed to the
ease with which trade in goods and assets occurs over
a common currency zone and to the ensuing economic
efficiencies provided by a common currency. Detrac-
tors have pointed out that these benefits come at the
cost of forgoing monetary policy within individual
regions of the currency zone. This cost is mitigated in
the United States when labor moves from slumping
regions to booming areas and when federal fiscal
transfers are made to states in recession. Comparable
labor mobility and arrangements for fiscal transfers do
not exist in Europe.

Proponents of EMU argue that detractors fail to
recognize particular reasons why fixed exchange rates
and a common currency are important for Europe.
Historical events are cited; flexible exchange rates
among European currencies in the 1930s contributed
to economic destabilization as countries pursued pol-
icies of competitive devaluation. Institutional factors
are raised, especially the costs associated with the
Common Agricultural Policy mentioned earlier. And
the successful establishment of the single European
market along with the extensive trade linkages within
Europe is given as a reason why a common European
currency is needed.

A central part of the discussion of the costs of a
common currency in Europe has focused on the limits
it will place on national macroeconomic policy. The
EMS period provides a telling demonstration of the
theoretical maxim that, with a fixed exchange rate, a
choice must be made between national determination
of monetary policy and the free international move-
ment of capital.13 The government of a country with a
fixed exchange rate and open capital markets must
stand ready to alter its monetary policy to maintain its
exchange rate peg. In the face of market pressure
against a currency, a central bank committed to the
external goal of a fixed exchange rate must raise
domestic interest rates, even if this means forgoing
the internal goal of setting interest rates with an
eye toward domestic economic conditions. The only
way to maintain monetary independence is either
to allow the currency to float or to have in place
controls on the international movement of capital.14

In the early years of the EMS its members chose
independent monetary policy and fixed exchange
rates, forgoing international capital mobility. Capital
controls insulated the EMS member countries from
speculative attacks on their currencies. But interna-
tional capital movements offer important gains, and as
EMS members liberalized capital markets in order to
realize these gains, the potential for a destabilizing
speculative attack grew. In the “new EMS,” member
countries chose the free flow of capital and fixed
exchange rates, forgoing independent monetary pol-
icy. For several years following the dismantling of
capital controls in 1987, this regime survived as mon-
etary policy goals seemed to be consistent across
members of the ERM. But the arrangement unraveled
when Germany pursued its own anti-inflation goal at
a time when unemployment in other countries made
easier monetary policy politically desirable. Thus, just

A central part of the discussion
of the costs of a common currency

in Europe has focused on the
limits it will place on national

macroeconomic policy.

as in the final years of the Bretton Woods system, the
center country in a fixed exchange rate regime chose to
pursue a set of domestic goals rather than set policy
compatible with the smooth performance of the ex-
change rate system.

German concerns about subjugation to the de-
mands of a common currency and forgoing self-
determination of monetary policy continue to this day.
While Chancellor Helmut Kohl remains firmly in
favor of European Monetary Union, and indeed re-
portedly sees it as the accomplishment that will assure

13 Another option is that all necessary adjustments be under-
taken by other members of the fixed exchange rate system, an
option obviously not open to more than one member.

14 Sterilized intervention by a central bank, such as the coinci-
dent sale of foreign assets and purchase of domestic assets in a
manner leaving the overall money stock unchanged, could in theory
allow monetary authorities to manage exchange rates with one
hand and the domestic money supply with the other. Evidence
suggests, however, that in practice sterilized intervention has at best
a limited effect on exchange rates, especially if it is not followed by
a change in monetary policy. For a review of this topic, see Kathryn
M. Dominguez and Jeffrey A. Frankel, Does Foreign Exchange Inter-
vention Work?, Institute for International Economics, Washington,
DC, September 1993.
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his place in history, the general public and members of
other branches of government have voiced concerns.
At the time of this writing (early March 1998), the
Bundesbank is preparing a report on EMU which will
likely evaluate the extent of convergence among pro-
spective members, a report that may be at odds with
the reports of the European Commission and the
European Monetary Institute which will be published
in late March. A Bundesbank report less sanguine than
the other studies could fuel German opposition to
EMU, opposition most recently voiced by 155 German
economics professors who signed a declaration calling
for an “orderly postponement” of EMU for “a couple
of years.”15

Barring such a postponement, the current timeta-
ble calls for a meeting of the European Council on
May 1, 1998, to decide which countries can participate
in the European Monetary Union. The eleven nations
mentioned earlier, those that have met the fiscal and
inflation requirements for EMU and desire to join in
its first round, will probably be approved for mem-
bership in EMU. Bilateral exchange rates for the Euro
will also be announced at this meeting, although they
will not be in effect until the locking of rates on
January 1, 1999.

In some ways, a European Monetary Union be-
ginning in January 1999 with 11 members may not
differ substantially from its predecessor, the European
Monetary System. Like EMU, the EMS constrained the
ability of its members to set independent monetary
policy. These constraints have been especially note-
worthy in the last few years as countries have re-
stricted policy in order to meet the Maastricht criteria.
This has contributed to the high unemployment rates
across Europe, although monetary policy is only one
factor here and structural unemployment is an impor-
tant component of overall unemployment rates (Fig-
ure 4). As under the EMS, a central focus of monetary
policy under EMU will be price stability. Under the
EMS this was achieved by the centrality of the Bundes-
bank. More voices at the table could argue for more
accommodating monetary policy under EMU but,
especially in its early years and perhaps permanently,
members of the European System of Central Banks
will want to establish credibility as inflation hawks.
Thus, we are unlikely to see much of a policy shift
toward a systematically easier monetary policy, and
EMU is likely to be “more of the same” in this sphere.

A Single European Currency:
A U.S. Perspective

Discussion in the press sometimes suggests that
European Monetary Union may pave the way for a
new reserve currency to replace the dollar.16 The death
of the dollar as a reserve currency has been predicted
before, most recently during its decline in value in the
spring of 1995. As was the case then, these reports are
probably greatly exaggerated. It will take some time
for the Euro to establish itself and full membership in
the European Monetary Union may not be achieved
until 2002. Low inflation and the strong growth of the
United States economy will help support the dollar’s
role as the world’s reserve currency. While this role
could be threatened by widening trade deficits in the
United States, widespread flight from the dollar to the
Euro is unlikely, at least for the next few years.

From the perspective of these shores, the estab-
lishment of European Monetary Union is an interest-
ing event. It could help strengthen European econo-
mies by making intra-European price comparisons
more transparent, lowering transaction costs, and pro-

15 See “German Economists Plead for a Delay in Introducing
the Euro,” The New York Times, Tuesday, February 10, 1998, p. D4.

16 See, for example, Lester Thurow, “Imagine a Run on the
Dollar,” The Boston Globe, Tuesday, February 24, 1998, p. D4.
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moting good economic policies. European Monetary
Union also presents some risks for Europe, since it
forces a “one-size-fits-all” monetary policy on its
members without the safety net of fiscal transfers and
labor mobility that we have in the United States. If
EMU promotes growth in Europe, then it will be
beneficial for the United States since we benefit from a
strong Europe. But EMU’s greatest impact on the
United States may well result from its political rami-
fications rather than its economic implications since, in
many important ways, the economic consequences of
a single European currency do not differ in any radical
way from the economic consequences of the European
Monetary System.

The key question for Europe is whether the pe-
riod of the move to a single currency turns out to be
more like the stable “new EMS” of the late 1980s and
early 1990s or the unstable period of speculative
attacks in 1992 and 1993. The economic viability of the
Euro depends upon a smooth transition. Success of the
Euro may help foster greater economic progress in
Europe, although the magnitude of the economic
benefits of EMU over and above those realized
through its predecessor, the EMS, remains to be seen.
On the other hand, it is not implausible that EMU
fails, an event which, whatever its economic conse-
quences, could have markedly adverse political
implications.
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