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political union

The lessons of
history suggest
that the success

of Emu is far
from guaranteced

The European economic and
monelary union (Emu) may
need to become a polilical
union to survive. This is one
lesson from a historical anal-
ysis of monetary unions in
the 19th and 20th centuries.
Monetary unions of large
sovereign nations which do
notl have political union
evenlually fail, somelimes

after a long time.
Politics has been the driv-

ing force behind Emu. Since
the Luxembourg prime min-
ister presided over the Wer-
ner Report in October 1970,
the irreversible [lixing of
exchange rates has been a
central objective in lLuro-
pean economic policy. Yel,
even in 1970 it was not a new
idea. A cenlury ago Europe
was also dominated by the
desire for currency stabilily
and the experiencesthen sug-
gests Emu’s success is far
from guaranteed.

Monelary unions can be
divided into four categories,
as shown In the table.

The [irst
category Is
where politl-
cal unifon has
ensured the
monetary
union’s suc-

cess. Many
examples [il
this category.
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bank in 1871 and the intro-
duction of the mark in 1876.
The collapse came at lhe
oulbreak of the first world
war. v 90

The fourth B.ono&\ Is a
lemporary monelary union
that survives for a lohg tinie
wilhout political union’ but
eventually collapses. The
LLatin and Scandinavian
monelary unions from Jast
cenlury are examples.:

The Latin monefary union
was formed in 1865 between
France and the closely
linked economies of Bel-
gium, Italy and Switzerland.
Greece joined in 1868. It was
a bimeltallic union, initially
based on silver and then on
gold. The precious metal
standard, common in old
unions, refllected a commit-
ment to fiscal conservatism
and small balanced budgets.
This union ran alongside
Germany’s monetary . union
unti) the first world war.

Denmark ahd Sweden
almost joined the Latin mon-
elary union but did’ not,
because of the w&:no.vw:m.
sian War. Instead,; they
formed the Scandinavian
currency union, which® Nor-
way joined in 1875. This was
the most stable of .all the
unions, benefiting from, eco-
:o._:n, ! and
political, 'sta-
bility _and
conmimon®. pol-
icy objectives.
The . suspen-
sion of the

gold standard

at the out-
break of the
first . ‘world

war led 19, vol-

atility in real
exchrhnge

rantes and pro.

vided the tvig
ferp © Chren
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British monetary union between England and Scotiand Im_fa 1707
Italian monetary union From. 1861
US Federal Reserve gystem From 1813
German unification From 1980
AR SUll surviving without pofitical umlon el
Belgium-Luxembourg union From 1923
West African CFA franc zone 3 From 1948
B Falled once political system collapsed =~ .
German monetary union 1857-WW1 (Frst Worid Wan
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Latin monetary union 1865
Scandinavian currency union 1873-1920
7 Other omremey pogs e Ao & S
Gold standard 1870-1931/36
Bretton Woods 1944-1973
ERM . _ From 1979
Asian currency crisis : 1997
* Link changed from .-iia!l 1878
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example Is
German unlfi-
cation. Longer
lasting Is last
century’s Ilal-
lan monetary
union, which
followed polil-
lcal unification In 1861. The

example Emu may Uy and
emulate Is the US [IFederal
Reserve, eslablished in 1913
as a decentralised system.
The selling of twin policy
mandates for the Federal
Open Market Commillee, as
well as accountability lo
Congress, have ensured a
credible yet flexible mone-
lary policy. This has been
supported by flexibility in
the labour market and in [lis-
cal policy, helping lo create
the conditions for employ-
ment growth that Europe
has been unable lo match.’

Second, monetary unlons
of small countries can sur-
vive without political union,
provided there has been eco-
nomic convergence. ‘T'wo
examples are the 1923 Union
between Belgium and Lux-
embourg and the CFA [ranc
zone In west Africa, which
has survived [rom 1948,
helped by a subslantial
devaluation in 1994 lollowing
disappointing economic per-
formance.

The third calegory Iis
where the survival of the
monetary union Is depen-
dent on the political syslem.
Once the political system
binding It together collapses
the monetary union [ails.
One example is the collapse
of the Soviet syslem, another
{s the failure of the 19th cen-
tury German monetary
unlon. T'his was one of Lhree
monetary unions which co-
existed across Europe a cen-
tury ago, the other two with-
out political union. All three
survived for some time.

There Is a common percep-
tion that political union pre-
ceded German monelary
union In the 19th century.
Yet, many elements ol mone-
tary union were in place fol-
lowing Lthe creation of the
Zollverein In 1834, which
removed all internal larills
and created a single market,
prior to German political
union in 1871. Then followed
the formation of the Reichs-
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Union in 1920.
The lesson Is monetary

unions of politically indepen-
dent, large sovereign nations
can fall, particularly. when
there is an external shock,
causing the economlc envl-
ronment to change{ IL Is
easier for unions .chf:.c?.o
when the economic ov&_o is
[avourable. The _o:m “time
during which both' :E Latin
and Scandinavian \unions
survived demonstrates the
importance to ,5::5:_ judg-
ment on lhe success 2 a
union, until its perforinance
can be judged in an’ eco-
nomlc downswing or when
there is a deflationary shock.

There is also a fifth.rele-
vant category for mE:. .A.Em
is the lesson froni:cuurenty
pegs or other ‘systems.' The
lesson from the mo_: stan-
dard, Brettonn Woods of even:
the exchange rate' mecha-
nism (ERM) Is the :mmz for
[lexibility, E.:ns_":_v. wlien

l.v

currency mv.mg.zm-..m..m
attempling to bihd mc.ma:gmn
economies whose 8&_.8 and
structures aré “different.The
ERM worked well in it first
phase, from .1979-87 fmnu:mm
the systemn was :ax::o\ with
11 [requent ..am:mwzna:”m.
The second E.mww..cﬁimmz
1987-92 appeared “{o, éo..w
well. There_ wasXo :2 one
realignment, é.o: the lira
moved to a narrow bahd. Yet
all that happened was that
problems built up co_oi tlie
surface. Nominal axaz.:mm
rates did notl a_:.zma but
real rates moved baidly out
of line, providiig the’ 85.
lyst for the sysleni's-near
collapse in Sepltember 1992
Flexibility is important for
any currency systen ) e
Last year's Asian oE._.,mznv.
crisis was the latest example
of the clash between domes-
tic and external necds, Previ-
ous experience of EozoSQ
unions in Europe: W. that
they can last for some time,
but ultimately Emii ; must
become a co::ﬁ: :Eo: to

survive. -y Wity




