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ForEWord

January 2014 marked the 20th anniversary of the establishment of the 
European Monetary Institute, the predecessor of the European Central Bank. 
On 12 February 2014, the European Central Bank and the National Bank of 
Belgium co-hosted a conference in Brussels to commemorate this key milestone 
on the way to Economic and Monetary Union. 

This book brings together the papers presented at the conference which was 
entitled “Progress through crisis? Conference for the 20th anniversary of 
the establishment of the European Monetary Institute”. The aim of both the 
conference and this volume was not only to celebrate the anniversary and 
honour Alexandre Lamfalussy, the first President of the EMI. It was also 
intended to draw parallels between how the lessons from the crisis of the 1990s 
had influenced the progress towards EMU and how the recent euro area crisis 
was holding lessons for the future functioning of EMU. As such, it offered an 
occasion to assess how some of the past experiences remained relevant for the 
future, very much in the spirit of Alexandre Lamfalussy, the prototype of the 
forward-looking central banker.

Naturally, we would like to thank all the persons who contibuted to the successful 
conclusion of this project, both for the organisation of the conference and the 
preparation of this volume.

Ivo Maes
Frank Moss

July 2014
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IntroduCt Ion

luC CoEnE

It would be wrong to consider the history of European integration as a smooth 
process. On the contrary, it has gone through several crises right from the start. 
Jean Monnet observed long ago that crises can act as a catalyst: “Les hommes 
n’acceptent le changement que dans la nécessité et ils ne voient la nécessité que 
dans la crise”.1 It should not be forgotten that European integration is basically 
a political process, which has its roots in the crises of the two world wars.  
The memory of the wars made for a very strong political will to drive European 
integration forward. 

While the start of the European integration process dates back to the 1950s, 
economic and monetary union (EMU) only arrived on the agenda with the 
December 1969 Hague Summit and the Werner Report, but, initially, without 
much success.2 In 1988 the monetary union project was relaunched, with the 
establishment of the Delors Committee, of which Alexandre Lamfalussy was 
a member. It provided a blueprint for economic and monetary union, which 
was taken up in the Maastricht Treaty. Despite heavy monetary thunderstorms,  
the European Monetary Institute was established in January 1994. It played 
a crucial role in the preparations for the euro, especially the elaboration 
of the changeover scenario. The European Monetary System (EMS) crises 
in 1992 and 1993, with exchange rate turmoil and high interest rates in many 
countries, could have dealt the EMU project a fatal blow, showing that EMU 
was not inevitable. 

Why then did Europe succeed in establishing EMU, notwithstanding this 
looming crisis? I would put forward three factors: first, stability-oriented policies 
were pursued, which provided for sound economic fundamentals; second, the 
changeover scenario, in which the EMI played a crucial role, provided a credible 
and robust framework for the introduction of the euro; and, third, the strong 
political will of Europe’s leaders, who adopted difficult measures in order to 
establish EMU.

European Economic and Monetary Union, with a single currency but no political 
union, was, to use an expression coined by Alexandre Lamfalussy, “navigating 
in uncharted waters”. However, the first decade of the euro went smoothly, even 
too smoothly. The sovereign debt crisis, which started in October 2009 after new 
Greek budget data were released, revealed the flaws in the structure of European 
Economic and Monetary Union. It demonstrated that membership of a single 
currency in a single economic and financial market creates extremely strong and 
complex interdependencies. That is why much stronger integration of economic 

1 Monnet (1976).
2 Maes (2002).
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policy is absolutely vital. Furthermore, this poses fundamental questions of 
democratic legitimacy and accountability. Deepening EMU should go together 
with significant progress towards a political union. This should also enhance 
“national ownership” of policies agreed at the European level.

Progress towards economic policy integration is all the more necessary 
as one cannot trust markets to impose sound economic policies. Indeed, 
the history of the euro highlights the limits and excesses of market forces.  
In the first ten years markets hardly responded to the growing macroeconomic 
imbalances. Their subsequent reaction was too late and overblown, further 
disrupting the economy. The contagion sweeping through European financial 
markets in 2011 and 2012 was unprecedented. It is noteworthy that Alexandre 
Lamfalussy, as a member of the Delors Committee, had already been warning 
about these issues. He strongly questioned whether “it would be wise to rely 
principally on the free functioning of financial markets to iron out the differences 
in fiscal behaviour between member countries: (a) the interest premium to be 
paid by a high-deficit member country would be unlikely to be very large ... and  
(b) to the extent that there was a premium, I doubt whether it would be large enough 
to reduce significantly the deficit country’s propensity to borrow”.3 Lamfalussy 
consequently argued for a “Centre for Economic Policy Coordination”, an idea 
which, however, was not taken up in the Delors Report.

The sovereign debt crisis became a watershed in the process of European 
integration. European economic policy-makers responded with a range of 
measures, not just emergency assistance and fiscal consolidation programmes, 
but also substantial reforms in European economic governance. 

In the first instance, a substantial strengthening of fiscal sustainability was 
realised. The “six pack”, “two pack” and the new “fiscal compact” are 
particularly important. A primary aim is to tighten fiscal discipline by reinforcing 
the Stability and Growth Pact. The Treaty on Stability, Coordination and 
Governance implies further a significant revision of the fiscal rules and new 
commitments by the euro area countries in the fiscal policy sphere. Moreover, 
with the Macroeconomic Imbalances Procedure, there is now a system of 
ex ante surveillance of macroeconomic risks and competitiveness positions.  
The European Union has also set up new financial stabilisation mechanisms to 
provide for financial solidarity, especially the European Stability Mechanism. 
However, further reforms, especially a functioning banking union and greater 
political integration are necessary. Of fundamental importance is also a resolute 
and ambitious programme of structural reforms, to enhance the competitiveness 
and growth potential of the euro area.

In line with its mandate, the Eurosystem kept watch over the anchoring of 
inflation expectations, in order to avoid both inflation and deflation. For that 
purpose, the central policy rate was cut several times and forward guidance 
was introduced. To safeguard the transmission mechanism of monetary policy, 

3 As quoted in James (2012), p. 249.
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which was threatened by the fragmentation of European financial markets and 
the risk of a break-up of the euro area, the Eurosystem set up a major series of 
non-conventional measures. These comprised three-year refinancing operations 
and the Outright Monetary Transactions. However, one has to bear in mind that 
monetary policy can only buy time. It is for governments to make fundamental 
reforms, both in terms of economic policy and in strengthening the governance 
framework of Europe’s EMU.

The fragmentation of Europe’s financial markets, especially the vicious nexus 
between banks and sovereigns, made clear that further progress in European 
financial integration, a real banking union, was needed. This was certainly 
no surprise for Alexandre Lamfalussy. As far back as the discussions on the  
Delors Report, he had argued in favour of giving the European Central Bank a 
role in the area of banking supervision.4 In 2004, Alexandre Lamfalussy focused 
further on the organisation of prudential supervision in the European Union, 
which he described as a “mind-boggling patchwork”. He stressed that central 
banks had a crucial role in the management of financial crises, especially 
in “preventing a potential crisis from turning into a real one”.5 For him, the 
crucial issue was to give the ECB responsibility for the supervision of the large, 
systemically important banks. 

A genuine EMU, then, should not only include a fiscal union and an economic 
union, but also a banking and political union. The road map to get there was 
drawn up by the President of the European Council, Herman van Rompuy, 
in close collaboration with the Presidents of the European Commission,  
the Eurogroup and the European Central Bank, in the report “Towards a genuine 
Economic and Monetary Union”.

A crucial task for Europe’s policy-makers now is to create a genuine banking 
union, with two essential pillars: supervision and resolution. Setting up the 
Single Supervisory Mechanism is a significant step in the European integration 
process, probably the most important one since the introduction of the euro.  
The Eurosystem is working to have the Single Supervisory Mechanism fully up 
and running in November 2014. A major task, in cooperation with the European 
Banking Authority, is a comprehensive assessment of banks’ balance sheets, the 
so-called Asset Quality Review. However, integrating supervision is not enough 
in itself. An appropriate resolution framework is essential to deal with banks that 
are failing or likely to fail. The agreement reached by the European Parliament 
and the Council on the Bank Recovery and Resolution Directive is an important 
step in this direction. We now need to have an agreement on an effective Single 
Resolution Mechanism and Single Resolution Fund. We should be mindful to 
avoid another, to use Alexandre Lamfalussy’s terminology, “mind-boggling 
patchwork”. The Single Resolution Mechanism needs lean decision-making, 
particularly in emergency situations.

4 ECB Archives.
5 Lamfalussy (2004), p. 7.
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So, to conclude, the experience of the 1990s clearly showed that a crisis can 
act as a catalyst for progress. To make progress now, just as in the 1990s, three 
elements are crucial: first, structural reforms to strengthen the competitiveness 
and growth potential of the European economy, while budgetary consolidation 
should become more growth-friendly; second, a robust framework of European 
economic governance, including a true banking union; and third, a political 
union, expressing the strong commitment of Europe’s political leaders to 
European integration.
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rEza MoGHadaM

Everywhere, but especially in Europe, the crisis has exposed gaps in our beliefs, 
systems and institutions. This symposium on Maastricht and the road ahead is 
an opportunity to take stock of the presuppositions about what it takes to deliver 
financial stability and an enduring EMU. In this talk, I will advance the following 
line of argument: 

•	 The Maastricht mindset saw fiscal indiscipline as the primary risk to the 
viability of the euro. Hence, its pre-occupation with fiscal rules and no bailout 
clauses. 

•	 But the pernicious forces at work before the crisis were not just about fiscal 
indiscipline, but more so, financial market indiscipline which priced risk more 
or less uniformly across the euro area and allowed, via banks, the build-up of 
large cross-border debts. 

•	 When the crisis hit, the unsustainability of these private sector imbalances 
became apparent, threatening to bring down the banking system. It was 
assumed that private imbalances would remain a private sector problem,  
but instead some of this became public sector debt. 

•	 The reality of the crisis has realigned the mindset. An explicit regime for 
bailout using ESM was invented. Fiscal rules were adapted and recast in 
structural terms. The need to monitor current account imbalances and other 
balance sheet weaknesses was recognized. 

•	 Most importantly, rules are being developed to instill financial market 
discipline and ensure adequate burden sharing between the public and private 
sectors. Unified supervision, a resolution mechanism, clear bail-in rules,  
and a common backstop for bank resolution are critical elements. 

•	 Progress has certainly been made, but Europe still has much work to do on 
some of these post-Maastricht adaptations if it is to lay the basis for stability 
and growth. 

1  MaaStr ICHt ’ S  F I SCal  FoCuS

Maastricht’s promise was that by giving up monetary autonomy, members of 
EMU would see their incomes rise with increases in trade and the free flow 
of labor and capital. By eliminating exchange rate uncertainty and lowering 
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borrowing and transactions costs, members would receive large benefits for a 
small loss of sovereignty. 

But it was understood that the centralization of monetary policy could carry 
some risks: country specific shocks could go unaddressed, while fiscal profligacy 
by members could lead to pressures for monetary financing. To address these 
risks, some kind of fiscal coordination and integration would have needed to 
accompany the monetary union, as recognized in the MacDougall and Delors 
reports. The consequences of country-specific shocks could have been reduced 
by fiscal risk-sharing across members. But to ensure that it would not be abused, 
members would have had to cede some of their fiscal autonomy to the center. 

However, when Maastricht was being drawn up, such a loss of sovereignty was 
not politically feasible. A compromise was needed, one that would mitigate 
the risks, while at the same time preserving a large degree of members’ 
fiscal autonomy. As a result, the Maastricht framework and its implementing 
agreements, like the Stability and Growth Pact, tried to resolve these tensions by 
putting in place strict fiscal rules for members: 

•	 Countries would maintain their fiscal independence, but would respect limits 
on the size of public debt and deficits. 

•	 The “no bailout” clause meant that no country participating in EMU could 
expect another country to bail it out. 

The fiscal targets were thought to be generous enough that they would enable 
countries to respond effectively to shocks, while being restrictive enough 
to ensure that countries debt and deficits could not spiral out-of-control or 
diverge too much. The “no bailout” clause was supposed to encourage markets 
to discipline sovereigns, by pricing their debt according to their credit risks. 
Taken together with the assumption that the framework would be self-enforcing, 
Maastricht seemingly addressed the tradeoff between sovereignty and solidarity. 

2  MaaStr ICHt  MEEtS  rEal Ity 

From the start though, practice was different from theory. Countries (e.g., Greece 
and Italy) were allowed to enter EMU, despite failing to satisfy the original 
criteria for public debt. Adherence to the fiscal rules was spotty (Table 1 and 2), 
with countries moving in and out of compliance. When the sanctions prescribed 
by the fiscal rules were suspended after France and Germany fell into non-
compliance, the markets and government understood them to be guidelines at 
best, rather than binding rules. 

Even without fiscal rules, market discipline was supposed to be a failsafe, 
reinforced by the “no bailout” clause. But government debt that was treated 
differently before the euro area, as seen in the cross-country dispersion of bond 
yields, came to be treated nearly identically after its inception. While some interest 
rate convergence was expected, these nearly identical low rates came despite 
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growing differences in net foreign asset positions of the euro area economies 
(Chart 1). These largely reflected private sector debts, part of which ultimately 
was assumed by governments. So market discipline seemingly broke down. 

Or did it? Perhaps markets understood that the economic and financial integration 
of the euro area made it “too-big-to-fail”, so that the “no bailout” clause was not 

tab l e  1   F i s ca l  ru l e s  key ,  but  a l so  amb i t i ous  –  Genera l  Government 
Ba l ance

(percentage of GDP)

Country 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Austria -1.8 -0.2 -0.9 -1.7 -4.6 -1.8 -1.7 -1.0 -1.0 -4.1 -4.5 -2.5 -2.5 -1.9
Belgium -0.1 0.4 -0.2 -0.2 -0.2 -2.6 0.3 -0.1 -1.1 -5.6 -3.9 -3.9 -4.1 -2.8
Cyprus -2.4 -2.3 -4.5 -6.6 -4.2 -2.5 -1.2 3.5 0.9 -6.1 -5.3 -6.3 -6.4 -5.9
Estonia -0.2 -0.1 0.3 1.7 1.6 1.6 2.5 2.4 -2.9 -2.0 0.2 1.2 -0.2 -0.3
Finland 6.9 5.1 4.1 2.4 2.2 2.7 4.1 5.3 4.3 -2.7 -2.8 -1.0 -2.2 -2.6
France -1.5 -1.7 -3.3 -4.1 -3.6 -3.0 -2.4 -2.8 -3.3 -7.6 -7.1 -5.3 -4.9 -4.2
Germany 1.1 -3.1 -3.8 -4.2 -3.8 -3.3 -1.7 0.2 -0.1 -3.1 -4.2 -0.8 0.1 -0.1
Greece -3.7 -4.4 -4.8 -5.7 -7.4 -5.6 -6.0 -6.8 -9.9 -15.6 -10.8 -9.6 -6.3 -3.4
Ireland 4.7 0.9 -0.4 0.4 1.4 1.7 2.9 0.1 -7.3 -13.8 -30.5 -13.1 -8.2 -7.3
Italy -0.9 -3.2 -3.2 -3.6 -3.6 -4.5 -3.4 -1.6 -2.7 -5.4 -4.3 -3.7 -2.9 -3.1
Luxembourg 6.0 6.1 2.1 0.5 -1.1 0.0 1.4 3.7 3.2 -0.7 -0.8 0.0 -0.6 0.1
Malta -5.7 -6.3 -5.7 -9.0 -4.6 -2.9 -2.7 -2.3 -4.6 -3.7 -3.5 -2.8 -3.3 -3.5
Netherlands 2.0 -0.3 -2.1 -3.2 -1.8 -0.3 0.5 0.2 0.5 -5.6 -5.1 -4.4 -4.1 -3.2
Portugal -3.3 -4.8 -3.4 -3.7 -4.0 -6.5 -3.8 -3.2 -3.7 -10.2 -9.9 -4.3 -6.5 -5.9
Slovakia -8.7 -4.5 -5.8 -2.0 -1.8 -2.2 -2.6 -1.6 -2.0 -8.0 -7.7 -5.1 -4.5 -3.1
Slovenia -1.2 -1.3 -1.4 -1.3 -1.3 -1.0 -0.8 0.3 -0.3 -5.5 -5.4 -5.6 -3.2 -5.7
Spain -1.0 -0.6 -0.3 -0.3 -0.1 1.3 2.4 2.0 -4.5 -11.1 -9.6 -9.6 -10.6 -7.2

Sources: IMF and WEO database.▄ lower than the limit set by the Stability and Growth Pact (-3% of GDP)▄ higher than the limit set by the Stability and Growth Pact (-3% of GDP)

tab l e  2   F i s ca l  ru l e s  key ,  but  a l so  amb i t i ous  –  Genera l  Government 
S t ruc tura l  Ba l ance

(percentage of potential GDP)

Country 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Austria -3.6 -0.9 -0.9 -0.8 -1.7 -1.7 -2.5 -2.7 -2.5 -3.0 -3.1 -2.2 -1.4
Belgium -0.6 0.0 0.0 -1.0 -1.3 -0.8 -1.3 -1.3 -2.2 -4.2 -3.6 -3.7 -3.4
Cyprus -2.4 -2.4 -4.1 -6.4 -4.1 -2.6 -2.6 -1.4 -1.9 -5.1 -4.5 -4.0 -4.8
Finland 5.7 4.4 4.0 2.6 1.6 2.0 2.4 2.2 1.9 -0.1 -1.7 -1.1 -1.3
France -3.2 -3.3 -4.2 -4.3 -4.1 -3.9 -3.4 -4.2 -4.1 -5.7 -5.7 -4.6 -3.5
Germany -1.8 -3.0 -3.3 -3.2 -3.3 -2.6 -2.3 -1.1 -0.9 -1.1 -2.3 -1.0 0.1
Greece -2.1 -3.1 -3.6 -6.1 -8.4 -6.7 -8.7 -10.8 -14.3 -19.1 -12.3 -8.3 -2.6
Ireland 2.3 -1.4 -1.0 -0.2 -1.2 -2.6 -4.2 -8.7 -11.9 -9.9 -8.3 -7.0 -6.1
Italy -3.2 -5.0 -5.1 -5.5 -5.2 -5.4 -4.3 -3.5 -3.8 -4.1 -3.6 -3.7 -1.3
Malta -8.4 -3.6 -3.4 -2.8 -3.5 -6.2 -3.7 -4.8 -3.7 -4.2
Netherlands 1.0 -1.2 -1.8 -2.3 -1.1 0.2 -0.1 -1.4 -1.1 -4.8 -4.4 -3.7 -2.3
Portugal -4.2 -5.0 -5.2 -5.5 -5.8 -6.1 -3.8 -4.2 -5.4 -9.2 -9.0 -6.6 -4.1
Slovakia -3.1 -4.8 -4.4 -0.6 -1.7 -1.0 -2.2 -3.2 -2.8 -6.3 -7.2 -4.3 -3.9
Slovenia -1.1 -0.7 -0.9 -0.5 -0.9 -1.1 -2.0 -2.5 -3.4 -4.5 -4.8 -4.1 -2.3
Spain -1.1 -1.3 -0.7 -0.6 -0.4 0.7 1.2 0.5 -5.7 -10.0 -8.4 -7.9 -5.7

Sources: IMF and WEO database.▄ lower than the limit set by the Stability and Growth Pact (-3% of GDP)▄ higher than the limit set by the Stability and Growth Pact (-3% of GDP)
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credible. At the height of the crisis in 2011, when there were real doubts about 
whether or not the euro area would survive, the dispersion of cross-country bond 
yields reemerged. But with this existential threat, the authorities acted to keep the 
currency union intact—the assessment that the euro area was “too-big-to-fail” 
was right.

3  BEH Ind tHE  SCEnES ,  tHE  Bu Ild-up  oF  pr IvatE  IMBalanCES 

Given the political constraints and the risks as they were perceived at the time, 
Maastricht’s focus on the sustainability of the public sector and reliance on 
market discipline is understandable. But with the benefit of hindsight, it is clear 
that the framework neglected the risks associated with excess private sector 
leverage and divergence of competitiveness. The means to identify and address 
financial stability risks were not directly built in to Maastricht’s design. 

Char t  1   “Boom & bus t”  f o l l owed  the  euro  –  10 -yea r  bond  y i e ld s  and 
in te rnat iona l  i nve s tment  pos i t i on

x-axis: 10-year bond yields (percentage)
y-axis: net international investment position (percentage of GDP)

a) 1995 or the earliest date b) 2005
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Char t  2   a re  ba l ance  shee t s  o r i g i na l  s i n ?  –  E f f e c t  o f  ba l ance  shee t 
s t r e s s  on  g rowth ,  consumpt ion  and  inve s tment

a) Growth and balance sheet stress index
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b) Consumption and balance sheet stress index
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c) Investment and balance sheet stress index
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Looking back at the crisis, the role of private sector leverage has been significant. 
We know that countries with the greatest pre-crisis private balance sheet 
vulnerabilities have been the ones with the weakest post-crisis growth (Chart 2a).  
Persistent current account imbalances were a signal of these vulnerabilities  
and underlying competitiveness concerns. 

For example, the higher the pre-crisis leverage of a country’s household sector, 
the lower the growth in consumption following the crisis (Chart 2b). The story 
for corporates is similar, where there is a striking negative correlation between 
corporate leverage and future investment growth (Chart 2c). And for banks,  
we know that those with high pre-crisis leverage have had to shrink their  
balance sheets. 

What’s more, we’ve learned that there is no simple separation between private 
and public sector balance sheets: private imbalances can eventually end up as 
public sector imbalances. This can happen either through a direct bailout of the 
banking system (Ireland) or the lost revenue and increased spending necessitated 
by deep and prolonged declines in output (Spain). 

4  d Id  MaaStr ICHt  EnCouraGE pr IvatE  IMBalanCES ,  Mak InG 
tHE  Cr I S I S  WorSE ? 

Similar to fiscal policy, supervision of the financial sector and resolution of 
financial institutions under Maastricht, including lender-of-last-resort facilities, 
were kept in the hands of national authorities. However, unlike fiscal policy, 
there was no set of rules embedded in Maastricht to ensure a minimum degree of 
harmonization in the financial sector. Unsurprisingly then, financial regulations 
and market practices varied substantially across member countries. At the same 
time, the introduction of the single currency facilitated rapid financial integration, 
as reflected by a large rise in cross-border capital flows (Chart 3). 

So when the crisis happened and the financial stability risks materialized, 
the result was pervasive and persistent financial market fragmentation in the 
euro area. This has led to unhealthy bank-sovereign links and an impaired 
transmission of monetary policy. All of this has weighed on the pace and strength 
of the recovery. 

Viewed from this angle, Maastricht’s preeminent focus on fiscal policy has been 
limiting, both in the identification of risks and the effectiveness of the policy 
responses. 
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Char t  3   Why  i s  i t  happen ing ?  –  Change  i n  c ro s s -border  f i nanc i a l 
l i nkages

a) Cross-border financial linkages
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5 pol ICy  proGrESS ,  But  not  CoMplEtE 

That being said, collective actions by European authorities have filled many 
of the gaps laid bare by the crisis, demonstrating a commitment to improving 
EMU architecture. Fiscal governance has been strengthened and rationalized 
with the Fiscal Compact, six-pack, and two-pack. Significantly, there have been 
encouraging moves towards a banking union. The unprecedented monetary policy 
response (e.g., LTROs, OMTs) has provided time to enhance EMU architecture. 

But despite these achievements, which have significantly reduced sovereign and 
corporate borrowing costs, key changes to make EMU architecture more robust 
remain incomplete, financial market fragmentation persists, and the recovery is 
weak and fragile. 

Looking beyond the crisis, has enough been achieved to reduce materially the 
risks of future private imbalances? We must acknowledge that no matter what 
architecture in place, identifying private imbalances ex ante will always remain 
a significant challenge, as will foreseeing the channels through which they are 
transmitted in times of crisis. 

And since fully insulating EMU against private imbalances is impracticable, 
improvements in the EMU architecture must aim to minimize not just their 
occurrence but also their scope for disruption to the economy. Moreover,  
for market discipline to work and play a complementary role, robust bail-in and 
burden sharing frameworks are necessary. 

6  MIn IM Iz InG r I SkS  and dEal InG WItH tHE  ConSEquEnCES 
I F  r I SkS  MatEr Ial IzE 

Inevitably, crises will emerge, but by strengthening the common institutional 
frameworks and increasing the flexibility of economies, EMU will become more 
resilient. How can this be done? 

First, policies to improve market discipline should be put in place. This needs to 
be supported by clear rules for bail-ins, harmonization of insolvency regimes at 
the national level, and a Single Resolution Mechanism (SRM), with centralized 
powers to trigger resolution and make decisions on resolution and burden sharing 
in the financial sector. In this respect, the current lack of a common backstop  – 
such as direct recapitalization of banks by the ESM – limits the credibility of 
the SRM and SSM. Without this, bank-sovereign links cannot be fully severed.  
A truly common backstop would reduce the fallout through the financial sector 
of any crisis and minimize the fiscal impact for any one country. 

Second, with the policies and structures just mentioned in place, especially 
an effective SRM, the Single Supervisory Mechanism (SSM) would be more 
credible. This would help ensure transparency and bolster confidence in the 
financial system. Together with strengthened macroprudential toolkits and 
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structural reforms in the financial sector, these would reduce the build-up of 
private imbalances and the attendant risks to financial stability. 

Third, while the Macroeconomic Imbalances Procedure is a welcome process,  
it suffers from two shortcomings which need to be addressed: (i) it requires 
greater emphasis on emerging competitiveness gaps and corrective action before 
they translate into imbalances; and (ii) it currently lacks sufficiently strong 
corrective mechanisms. 

Fourth, deeper and broader capital markets are needed to diversify funding 
sources for firms. This would reduce their vulnerability by reducing reliance 
on the banking sector. To promote the development of such markets, concerted 
policy actions at both the euro area and national levels are needed to address 
regulatory, legal and structural hurdles. 

Fifth, provided that stronger fiscal governance is enforced, a shared approach 
with some elements of centralized fiscal policy would expand the scope of 
available countercyclical tools when national policies are constrained by limited 
market access or fiscal rules. This would avoid excessively restrictive fiscal 
stances during severe recessions and excessively loose ones during expansions. 

Sixth, to enhance growth prospects, there is a need to have a process that 
monitors and enforces structural reforms already agreed (Services Directive), 
and proactively advocates growth-enhancing reforms. Product market reforms 
that open up professional services, telecom, and electricity could provide an 
important boost. There is also a need to harmonize labor market regulation and 
facilitate much greater mobility of labor than is currently the case. Protecting 
workers with unemployment benefits and re-training rather than trying to protect 
positions through prohibitive hiring and firing costs would help get more people 
working. These would place the European economy on a higher growth path, 
helping to bring down elevated levels of debt. It would also make the economy 
more resilient to shocks, helping ease adjustment. 

7  EuropE at  tHE  CroSSroadS 

In the words of Robert Schuman’s 1950 proposal for a European Coal and Steel 
Community: “Europe will not be made all at once, or according to a single 
plan. It will be built through concrete achievements which first create a de facto 
solidarity.” As bad as the crisis has been – and it has been extremely damaging 
with the crisis response far from ideal – one should not lose sight of the fact that 
Europe has responded with more solidarity and greater integration. If political 
will can be maintained, further integration coupled with steps to boost growth can 
create a more durable foundation for continued prosperity in the region.
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tHE  EMS  Cr I S I S  oF  tHE  1990S :  parallElS 
WItH tHE  prESEnt  Cr I S I S ?

danIEl  GroS 1

IntroduCt Ion

The crisis in the European Monetary System (EMS) of the mid-1990s was 
considered at the time as posing an existential threat to the process of monetary 
integration. For a while it seemed that the markets (and the sceptics) had won, in 
the sense that in 1993 the EMS had de facto been abandoned with the widening 
of the bands of fluctuations to +/- 15%. But the crisis also provided a stark 
illustration of the problems that can arise when capital is mobile and exchange 
rates are set by market pressures. In the end the crisis thus reinforced the 
determination of policy-makers to implement the Maastricht Treaty, which had 
been signed just before the crisis broke.

At the time, it was argued that countries, such as Italy (or Spain), with a 
weak reputation for price stability had a strong interest in entering Economic 
and Monetary Union (EMU) because this would deliver lower interest rates. 
The argument was that by joining the single currency, Italy could convince 
financial markets that it would not use the printing press to inflate away the value 
of its debt and hence benefit from lower risk premia. 

Oddly enough, the opposite argument is often used today: some argue that Italy 
and Spain have to pay a high risk premium because they have lost the option to 
use the printing press. 

The common thread in these two arguments is that a self-fulfilling crisis can arise 
under both scenarios.

Moreover, it has been argued that the higher interest burden could exceed the 
willingness of the public to pay taxes, thus pushing the country into default if 
interest rates stay too high. 

This paper starts by providing a brief review of the EMS crisis, emphasising that 
the most interesting period might be the “post-EMS” crisis of 1993-95. It then 
reviews the crisis factors in section 2, comparing the EMS crisis to today’s euro 
crisis. Section 3 outlines the main analytical issue, namely the potential instability 
of high public debt within and outside a monetary union. Section 4 then compares 
the pressure on public finance coming from the crises in the case of Italy. 
Section 5 uses data on “foreign currency” debt to disentangle expectations of 
devaluation/inflation from expectations of default. Section 6 concludes.

1 The author gratefully acknowledges financial support for his research from the Belgian 
Federal Science Office, in connection with the “Beldebt” project.
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1  tHE  EMS  Cr I S I S  –  a  Br IEF  rEv IEW

The EMS was set up in 1979 to create a “zone of monetary stability” in Europe. 
It was essentially a “fixed but adjustable” system of exchange rates with a grid 
of bilateral “central” rates at its heart, with fluctuation margins of +/- 2.25% – 
the Exchange Rate Mechanism (ERM). These exchange rates were supposed to 
be defended by both sides with interventions of potentially unlimited amounts. 
The institutional and operational set-up underpinning the EMS (see Gros and 
Thygesen, 1998, for a more detailed explanation) did not change substantially 
over its lifetime (essentially 1979-93), but the way the system was managed 
had to evolve in the late 1980s and early 1990s, as capital movements were 
progressively liberalised as part of the internal market or “1992 programme”. 
With free capital movements, the system became vulnerable to speculative 
attacks whenever the market expected discrete changes in exchange rates and 
national central banks could no longer control their domestic (short-term) interest 
rates. See De Grauwe and Ji (2013) for an in-depth analysis of short-term and 
long-term interest rates during the EMS.

By 1992 there had not been any change in parity “realignment” since 1987, 
although prices and wage competitiveness indicators had diverged considerably 
between Germany and its main partners. At the same time, Germany 
experienced considerable inflationary pressures in the aftermath of the boom 
created by unification.

The need for a realignment appeared obvious to some (especially the Bundesbank), 
but it was resisted by others and badly managed. It proved impossible to agree 
on “maxi realignment” to re-establish competiveness in an orderly way and 
the Bundesbank refused to engage in unlimited intervention as price stability 
in Germany seemed at stake. The result was that two major currencies – the 
lira and the pound sterling – left the system (formally only the Exchange Rate 
Mechanism or ERM) in September 1992, in the midst of public recriminations 
among major policy-makers. (Annex 1 provides a brief discussion of why the 
events of 1992 meant the end of the crisis for the UK, but only the beginning  
of a more acute phase for Spain.)

However, even after the partial break-up in 1992, the strain on the remaining 
participants persisted. The most visible sign of these difficulties was the 
continuing large interventions at the margin, which were necessary to keep 
the exchange rates of the remaining participants within the normal margins of 
fluctuation. Public disagreement among major policy-makers contributed to 
unsettling markets. Bundesbank officials insisted on their duty to preserve price 
stability in Germany, which, in their view, limited their ability to intervene or to 
lower interest rates. Important policy-makers from France and other countries 
argued that Germany had undertaken a precise commitment to defend the EMS 
and that its policy-makers should take the overall European economic context 
into account in setting policy for the country. 

From today’s point of view, it is important to note that doubts about the 
sustainability of public finances were not among the many factors that were 
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held responsible for the problems at the time: apparent overvaluation of some 
participating currencies, German unification and the associated distortions in 
the German policy mix, doubts about the feasibility of EMU in the light of the 
difficulties of ratifying the Maastricht Treaty in several Member States and the 
weakness of the US dollar. Even with the benefit of hindsight, it is difficult 
to disentangle the relative importance of these factors, but until 1993 the 
sustainability of public finances did not figure importantly in official discussions 
or market commentary.

As the tensions continued into 1993, and the Bundesbank remained reluctant to 
continue its interventions, the system could no longer be defended; the margins 
of fluctuations were increased to +/- 15% at the end of a dramatic ECOFIN 
meeting held on 31 July and 1 August. This led to a temporary calm in markets 
as the risk for speculators had become more two-sided. But after a more 
stable 1994, turbulence resumed in 1995. The peseta and the lira were then the 
main targets. At one point in 1995 the lira had depreciated by more than 60% 
relative to its 1992 Deutsche Mark parity within the EMS and the differential on  
longer-term interest rates increased to over 6%. It is during this “post-ERM” crisis 
period that public finance issues came to the forefront of market concerns and 
policy discussions. It is this period that might contain lessons for today’s crisis.

2  Cr I S I S  FaCtorS

The focus of this contribution will thus be on this “post-ERM” period, with 
particular attention on Italy and Spain (and to some extent Portugal) because 
these were the key countries for the EMS. 

As mentioned above, the higher inflation rates in the EMS “periphery” 
had led to a gradual erosion of their competitiveness. Different indicators  
(unit labour costs, relative CPIs, etc.) gave somewhat different numerical results, 
but whatever loss of competitiveness had accumulated during the tranquil 
period from 1987 to 1992, it had been compensated for by the realignments and 
devaluations by 1993. 

At any rate, the external disequilibria were minor by comparison with today, 
both in terms of flows and stocks. By 1993 Italy had a small current account 
surplus and Spain had a current account deficit of only 1% of GDP. Moreover, 
neither country had a history of large current account deficits, as can be seen by 
the fact that their net external position (the cumulated current account balance up 
to 1993 serving as a proxy) was very small. 

By contrast, Spain was running a current account deficit of close to 10% of GDP 
in 2008 and that of Portugal was even larger.

Public finance became the key issue after 1993, but even here the situation looked 
less alarming in comparison with today. The debt ratios were actually much lower 
than today, except in the case of Italy, which already had a higher debt at that time.
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Fiscal deficits, however, were even higher than today. However, part of this was 
due to higher inflation (which meant that part of the interest expenditure was in 
reality a reconstitution of the real value of the debt). Italy had no primary deficit 

Char t  1   Ex te rna l  pos i t i on  and  cur rent  a c count  pos i t i on  i n  I r e l and , 
Greece ,  Spa in ,  I t a l y  and  por tuga l , 1993  and  2008

(percentages of GDP)
1993
2008

External position Current account position

-140

-120

-100

-80

-60

-40

-20

0

-140

-120

-100

-80

-60

-40

-20

0

Ireland Greece Spain Italy Portugal
-20

-15

-10

-5

0

5

-20

-15

-10

-5

0

5

Ireland Greece Spain Italy Portugal

Source: AMECO, 2014.

Char t  2   Gros s  pub l i c  debt  and  pr imary  pub l i c  de f i c i t s  i n  I r e l and , 
Greece ,  Spa in ,  I t a l y  and  por tuga l , 1993  and  2010

(percentages of GDP)

1993
2010

Gross public debt Primary public deficit

0

50

100

150

200

0

50

100

150

200

Ireland Greece Spain Italy Portugal
-30

-25

-20

-15

-10

0

5

-5

10

-30

-25

-20

-15

-10

0

5

-5

10

Ireland Greece Spain Italy Portugal

Source: AMECO, 2014.
Note: Data for Spain are from 1995 and 2000.



33tHE EMS CrISIS oF tHE 1990S: parallElS WItH tHE prESEnt CrISIS?

at the start of the crisis (1991) and its primary balance kept on improving until 
it reached close to 4% of GDP at the height of the crisis in 1995. The present 
crisis shows a very similar pattern with Italy starting in 2010 with an approximate 
primary balance and now a surplus of about 3% of GDP.

The primary balance of Portugal was somewhat more variable, but it was also 
in surplus for most of the turbulent period (whereas at the outset of the present 
crisis, Portugal started with a primary deficit of 7% of GDP).

3  analyt ICal  I S SuES :  tHE  InStaB Il Ity  oF  H IGH puBl IC  dEBt 
WItH In  and outS IdE  a  MonEtary un Ion

The present crisis has led to the observation that a high level of public debt can 
lead to self-reinforcing feedback loops and even multiple equilibria in a monetary 
union. The argument is quite simple; even a rather high level of public debt can 
be sustainable if the government only has to pay a low interest rate, for instance 
close to the compensation required on a riskless investment. However, the 
same level of debt might become unsustainable, forcing a country into default, 
if the borrowing cost is much higher. Hence many authors (most persuasively  
De Grauwe, 2011) have argued that there might be multiple equilibria;  
if the market thinks the government can pay, it will be able to pay because 
its borrowing cost will be low. However, if the market thinks the government 
cannot pay, in practice it will not be able to pay because the high-risk premium 
requested will make the debt service so expensive that it will not be able to 
find the necessary resources. Doubts about the ability of a government to 
service its debt could thus become self-fulfilling. This line of reasoning has 
been used to justify central banks’ interventions in the market, for example, the  
Outright Monetary Transactions (OMTs), which have been widely credited as 
having stopped the crisis.

However, the EMS crisis of the 1990s prompted a similar resurgence of the 
view that self-fulfilling speculative attacks could be destabilising. The first leg 
of the EMS crisis seemed to justify the models of self-fulfilling speculative 
attacks on fixed exchange rates. But the “post-EMS” (1993-95) experience of 
Italy led to an application of these models to public finances. These models were 
actually used to justify the creation of EMU with an independent central bank.  
The reasoning was very similar: if the market suspects the country will abandon the 
commitment to price stability, it will ask for a high-risk premium (a high nominal 
rate of interest). However, if the rate of interest is very high, the government will 
find it very difficult to keep the commitment to price stability because this would 
imply very high ex post real interest rates and a correspondingly high burden to 
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service the public debt.2 The strength of this mechanism depends of course on the 
size of the public debt (relative to GDP).

Countries with a high level of debt thus seem to have only bad choices: if they 
enter a monetary union a speculative attack can force them to default; but if they 
keep monetary autonomy a speculative attack can force them into high inflation. 

Calvo (1988) confirms this; he considers both the case of a country when it 
has monetary autonomy and when it does not. He finds that multiple equilibria 
can arise in both cases. He also finds that in both cases the high interest rate 
equilibrium is Pareto inferior.

This result is not surprising. From the point of view of investors it should not 
really matter whether the government defaults on its obligations and imposes a 
haircut on investors or whether it is forced into high inflation, which then reduces 
the real value of the debt securities they hold, even without a formal default. 

Assume for instance that within a monetary union, the probability of a default 
of a member country is 1/5 and that the haircut in case of default is 20%.  
This would justify an interest rate premium (over the riskless rate) of 4 percentage 
points. If the country had kept its own currency, the risk of abandoning the hard 
currency policy might also be 1/5 and the inflation rate, in case the hard currency 
option is abandoned, might be also 20%. For a risk-neutral investor this would 
also require additional compensation (a risk premium) of 4 percentage points. 
The risk (and thus its price) should be the same under both circumstances:  
being part of a monetary area or having one’s own currency. 

One could of course argue that, at least for a euro area country, both the cost of 
defaulting on government debt and that of exiting the euro area would be much 
higher than the cost of merely exiting a fixed exchange-rate regime (and permitting 
inflation to increase to higher levels). However, the usual models of speculative 
attacks would then also imply that, given the much higher cost of defaulting, 
the credibility of the government not defaulting should be much higher and 
consequently the likelihood of multiple equilibria much lower. This was indeed 
one argument widely used to illustrate the advantages of giving up one’s currency.

2 This mechanism in turn is similar to the one for a fixed exchange rate system. According 
to Adrian and Gros (1999), a “fixed exchange rate regime can experience a self-fulfilling 
crisis if a high risk premium leads to high domestic interest rates that depress domestic 
activity, and thus make it more likely that the government will actually abandon the 
system. Depending on the parameter configuration, two equilibria might exist. One is 
characterised by low interest rates and a low (possibly zero) probability that the exchange 
rate commitment will be abandoned; the other is characterised by high interest rates and a 
high probability that the exchange rate commitment will be abandoned”. This quote refers 
to the analysis of a country under a fixed exchange regime, but it also applies to the case 
of a free-floating exchange rate. The debt burden in both cases would be reduced through 
inflation; the difference is that under the fixed regime there is first a currency crisis and the 
exit from the hard peg regime. A number of other authors arrived at similar conclusions (see 
Obstfeld (1995) and the further references provided by Gros (2011)).
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The practical argument that speculative attacks can in reality only be of limited 
importance remains the same today. It is simply the fact that only a relatively 
small portion of public debt has to be refinanced at any point in time. For example, 
with an average maturity of seven years even a country with a debt-to-GDP ratio 
of 130% of GDP needs to refinance “only” less than 20% of its GDP every year. 
This implies that a speculative “attack” would have to persist for some time before 
it would result in higher debt-service costs. This was also observed in Italy during 
the 2011-12 crisis; although the interest rate reached 7% at times (for longer 
maturities), the actual average debt service costs moved very little. 

A key aspect of the models of multiple equilibria is that even if investors 
demand higher interest rates to hold the public debt because they expect either 
inflation or a default, the government is not forced to validate these expectations.  
It can increase taxes or reduce expenditure to pay for these higher interest rates.  
This is indeed what happened during the “post-ERM” crisis period. However, 
not validating the expectations of either default or high inflation comes at a cost:  
ex post, the cost of servicing public debt is very high.

Ex ante, it is impossible to say under which regime the ex post cost of not 
validating the doubt of investors concerning the sustainability of public finances 
is lower. This depends on the nominal risk premium demanded by investors and 
the debt-to-GDP ratio. Differences between these key variables might decisively 
affect any comparison between regimes. Nevertheless, a comparison between 
the 1990s and today is instructive.

4  tHE  CaSE  oF  I taly

Let us first consider the case of Italy. Italy’s debt-to-GDP ratio is today 
about 130%, only slightly higher than the 120% of GDP already reached 
during the post-EMS crisis of the 1990s. In this respect, therefore, there is little 
difference between today and the EMS crisis period.

Annex 2 shows that Belgium had an even higher debt ratio than Italy during 
the 1990s, but paid much lower interest rates. In this sense it is surprising that 
Italy was affected by the post-EMS crisis, but Belgium was almost not at all.  
It is easier to understand why Belgium was not affected by the euro crisis because 
at that point Belgium had a much lower debt-to-GDP ratio owing to the fact that 
it had continued to maintain substantial primary surpluses during the first, calm 
decade of the euro.

Given the debt-to-GDP ratio, the key indicator for the sustainability of government 
debt is then the difference between the borrowing cost and the growth rate of 
GDP, which is often also called the “snowball factor”. If the interest rate is higher 
than the growth rate, the debt-to-GDP ratio will continue to grow and eventually 
explode unless the country continuously runs a primary surplus. 

In the multiple equilibrium view of the world, a speculative attack starts when the 
“risk premium”, i.e. the difference between the risk-free rate and the borrowing 
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cost of the country in question, increases. The level of threat that an attack then 
poses can be measured by the size of this snowball factor (multiplied by the  
debt-to-GDP ratio), but this parameter was about the same in both the EMS crisis 
and the present crisis).

Chart 3 shows the evolution of the “snowball effect” measured by the difference 
between the long-term interest rate on Italian government debt and the growth 
rate of nominal GDP (realised over the preceding twelve months). It is apparent 
that the country was under extreme stress during the wave of speculative attacks 
of the early 1990s. In 1993, when the authorities were still defending the peg 
within the ERM, the difference between the (nominal) interest rate and the 
growth rate of (nominal) GDP was over 10 percentage points. The snowball 
effect then declined after the country left the ERM, but it disappeared gradually, 
only as it became more and more likely that Italy would join EMU.

Figure 3 also suggests that the sharp fall in nominal GDP right after the Lehman 
collapse induced a short-lived spike in the snowball effect, which was apparently 
discounted by the financial markets because of its temporary nature. 

A comparison of this period of flexible exchange rates with the euro crisis suggests 
that the speculative pressures are less acute today; the snowball factor remains, 
at around 2 to 3 percentage points, much below the level of the early 1990s, and 
the peak reached in 2012 remains much below the peak of the 1990s. The spread 
on German government securities (the benchmark risk-free rate) would have to 
double for the snowball factor to reach the same level of tension as 15 years ago. 
Moreover, interest on public debt now accounts for about 5% of GDP, which 
again is less than one half of what it was during the 1990s, and it would take 
several years for high interest rates to translate into materially higher interest 
expenditure for the government.
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The nature of the speculative pressures during the post-EMS crisis period can 
be illustrated by looking at the pricing of the foreign currency debt of Italy, 
compared to its “national” currency debt.

5  dEFault  vErSuS  InFlat Ion

It is generally assumed that during the 1990s the difference between the lira and 
Deutsche Mark interest rates reflected expectations regarding the future evolution 
of exchange rates (which in turn, at least in the long run, are usually supposed to 
be equivalent to differences in inflation rates). However, the government of Italy 
could also have defaulted formally on its debt even it was denominated in lira. 
Reinhard and Rogoff (2009) show that defaults on domestic currency debt are 
rare, but they do occur.

There is way to disentangle the devaluation/inflation risk from the risk of a 
formal default. The government of Italy also had debt outstanding in other 
currencies, notably in US dollars. The risk premium the Italian government 
paid on its US dollar debt (i.e. the rate paid by the Italian government minus the 
rate paid by the US government, which presumably reflects the riskless rate in  
US dollars) should thus provide evidence on the likelihood. 

Since the start of EMU, all Italian government debt has been denominated in 
euro. The difference between the interest rate of debt issued by the German 
government and that issued by the Italian government during the euro crisis 
presumably reflected only expectations of default, as both governments now 
issue debt in the same currency. In this context it does not matter whether this 
default takes the form of a haircut or an exit from the euro area.

The pricing of the Italian dollar-denominated debt during the 1990s compared 
with today can thus be used to infer the probability of a formal default. The two 
charts below show the co-movements of the US dollar spread to the national 
currency spread during the 1990s and the euro crisis. (The national currency 
spread refers to lira-denominated versus Deutsche Mark-denominated debt for 
the 1990s and to euro versus dollar debt during the euro crisis.)

A simple comparison of the two charts below shows the key difference between 
the 1990s (national currencies: Deutsche Mark and lira) and the euro crisis 
(national currency: euro).

During both turbulent periods,3 there was a strong correlation between the risk 
premia on debt denominated in dollars and the national currency, but there was 
one key difference; during the 1990s an increase in the difference between 
lira and Deutsche Mark interest rates of 1 point led to an increase in the risk 
premium on Italian dollar-denominated debt of only 0.15 points. By contrast, 
during the euro crisis an increase in the spread on Italian euro-denominated 

3 During the credit boom period with low risk aversion, both spreads were an order of 
magnitude lower and the correlation fell to about 20% (with negative values at times).
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debt was also accompanied by an increase in the spread on dollar-denominated 
debt of 1 full point. The spread on dollar debt follows one to one the spread on  
euro-denominated debt. In other words, the market is pricing euro-denominated 
debt as foreign currency debt.

The data from the 1990s thus suggest that for financial markets the probability 
of a formal default on public debt is much lower than the probability of the 
government allowing the exchange rate and inflation to increase. This in turn 
suggests that the political and economic costs of a formal default are perceived 
to be much higher than the cost of breaking an exchange rate commitment or 
allowing higher inflation.

6  ConCludInG rEMarkS

The overall conclusion one should draw from the experience of the EMS and 
post-EMS crisis of the 1990s is that a highly indebted country has nowhere to 
hide. If it keeps a national exchange rate, it is subject to potentially self-fulfilling 
speculative attacks on its exchange rate and government bond market. If it enters 
a monetary union, it is still subject to potentially self-fulfilling attacks on its 
government bond market and has to rely on liquidity support from elsewhere. 

The break-up of the EMS in 1993 is a red herring. The fact that it proved 
impossible to defend a fixed exchange rate system with open capital markets 
does not imply that floating exchange rates insulate against speculative attacks 
on government bond markets. Subsequent experience (especially that of Italy 
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in 1995) has shown that even when the exchange rate is floating, a highly 
indebted country can still be forced to pay very high risk premia.

A review of the EMS (Gros and Thygesen, 1998) stated: “There are two types of 
mistake that an exchange rate system must attempt to avoid. The first is to defend 
rates that are perceived by markets to be misaligned; the second is to give in to 
speculative pressures when rates are in good correspondence with fundamentals.” 

The euro crisis suggests that a similar conclusion might be appropriate for the 
European Stability Mechanism (ESM):

There are two types of mistake that a Stability Mechanism must avoid. The first 
is to provide financing to countries with public debt that are perceived by markets 
as unsustainable; the second is to give in to speculative pressures when public 
finances are fundamentally sound.

The key question that remains at the analytical level is thus: What mechanisms 
make a formal default with a haircut different from debt monetisation followed 
by inflation? 
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annEx  1  “tEFlon” uk? 

Comparisons of the experience of the UK with that of Spain have been used 
recently to illustrate the advantage of having a national currency (Kopf (2011) 
and De Grauwe (2011)). Interestingly enough, a comparison of the same couple 
of countries during the 1990s shows a similar pattern. The pound left the ERM 
in 1992 (along with the lira), whereas the peseta remained, although its central 
rate against the Deutsche Mark was repeatedly realigned, leading in the end to 
an even larger devaluation than that of the pound. It is thus difficult to argue 
that Spain’s formal membership of the ERM constituted a serious constraint. 
However, despite the fact that exchange rates were de facto flexible for both 
countries, there was a big difference in interest rates, which remained low and 
rather stable in the UK, whereas they were high and variable for Spain.

The UK was also able to pursue an aggressive fiscal policy, letting the deficit 
increase to about 7% of GDP in 1994, without incurring any perceptible risk 
premia. In 1995, at the peak of the crisis, Spain and the UK had almost exactly 
the same primary deficit (slightly above 2% of GDP in both countries). There was 
also little difference in the public debt ratios – in 1991 it was only 43% of GDP 
in Spain, just 10 percentage points higher than in the UK. 

Given this similarity in the fiscal fundamentals, it is difficult to understand why 
the markets perceived Spain in such a different vein. (Ratings remained different; 
yet even here the difference was not that large, with the UK remaining at triple 
A compared to a double A for Spain.) The UK appears to be more favourably 
perceived in the markets, which is independent of the exchange rate regime.
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annEx  2  tHE  doG tHat  d Id  not  Bark :  BElG IuM vErSuS  I taly

Belgium is the one country conspicuous for its absence from the EMS crisis 
(except for a few months in 1995), even though its public debt ratio at the start 
of the crisis was almost 30% higher than that of Italy (in 1991 Italy had a debt 
ratio of less than 100% of GDP, whereas that of Belgium was close to 130% 
of GDP). In both countries the debt ratio increased during the turbulent period 
of 1991-1995. But it increased much more in Italy, partially because Belgium 
was running somewhat larger primary surpluses, but also because Belgium had 
to pay much lower risk premia. The result of these two factors was that by the 
end of the 1990s the initial difference of 30% of GDP had been eliminated and 
the two countries then entered into EMU with about the same debt-to-GDP ratios.

Over most of the following decade there was little difference in the cost of 
servicing the debt between the two countries, but Belgium maintained a much 
larger primary surplus, especially during the good times in the early years of 
EMU. This proved to be an important investment since the debt-to-GDP ratio 
fell to 84%, which was one key reason why the cost of servicing Belgium’s 
debt remained low even after the start of the euro crisis, whereas that of Italy 
rose. After two decades, the positions of the two countries are thus completely 
reversed: Italy is now where Belgium was in 1991 and Belgium is today where 
Italy was more than 20 years ago (see Chart A1).

The return to fiscal prudence or the price of profligacy 

During the period of low risk premia in the early 2000s, the return from lowering 
the debt ratio appeared minor. With an interest rate of around 2% in real terms, 
Belgium could expect to save interest payments worth only about 0.4% of 
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GDP per annum. The failure of Italy to reduce its debt ratio seemed thus to be 
of secondary importance. However, when the crisis broke, Italy had to pay a 
substantial risk premium on its entire debt, worth 100 % of GDP. If one assumes 
that this risk premium amounts to 2.5%, one could argue that Italy had to 
pay 2.5% of GDP more than Belgium simply because of its failure to reduce its 
debt ratio during the good times. For Belgium the return for its prudent policy 
was thus the riskless rate plus 2.5/20, or an additional return of 12.5%. Ex post, 
Belgium thus made a higher profitable investment by reducing its debt ratio 
during the good times. Another way to look at these numbers is to conclude that 
Italy should have taken into account the potential consequences of a return of risk 
aversion and calculated that the cost of public debt would be 15%. This figure 
might actually have been even higher since this calculation is based only on the 
public finance aspect and does not take into account the loss of output caused by 
the public finance crisis in Italy. 
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FroM tHE MaaStrICHt trEaty to tHE Euro:
an EConoMIC and FISCal polICy pErSpECtIvE

tHoMaS  WIESEr  and WIM Ha InE

1  IntroduCt Ion

The Maastricht Treaty of 1992 laid down the foundations of Economic and 
Monetary Union (EMU), explicitly recognising the single currency as one of the 
Union’s objectives. The creation of EMU, culminating in the launch of the euro 
in 1999, is a landmark in European integration. EMU reflected both economic and 
political aspirations. Price and currency stability would provide the environment 
for sustainable growth and would foster political integration in the Union.

EMU was established in a gradual manner with a view to ensuring that 
by 1999 the appropriate economic conditions and policy framework would be 
in place for the stable functioning of monetary union. The 20th anniversary of 
the establishment of the EMI, the organisation which was entrusted with the 
technical and organisational preparations for the ESCB and the ECB, provides a 
good opportunity to look back and ask if the Maastricht Treaty and the ensuing 
initiatives indeed delivered the above-mentioned aim. 

Looking at the road that was taken from the Maastricht Treaty to the euro will 
mean revisiting some of the building blocks of EMU, as well as taking a closer 
look at the subsequent efforts to mould EU economic and fiscal governance, 
including the latest reforms that were prompted by the financial and sovereign 
debt crisis in recent years.

2   trEaty  InStruMEntS  For EConoMIC  and F I SCal  pol ICy 
CoordInat Ion

EMU involves a unique set-up for a monetary union that combines centralised 
monetary policy with largely decentralised fiscal and economic policies by 
participating Member States. The adoption of a single currency would eliminate 
the disciplining factor of exchange rate risk premia and was also expected 
to reduce the disciplining factor of interest rate risk premia. Against this 
background, the risk of countries attempting to free-ride by running budget 
deficits without taking into account long-term fiscal sustainability considerations 
and possible negative spillovers across the euro area, was recognised. In addition, 
it was acknowledged that in the absence of the possibility for exchange rate 
adjustments and a cross-border fiscal transfer mechanism, and given the likely 
limitations of alternative adjustment tools (stemming from low labour mobility 
and price and wage rigidities, among other things) divergences in business cycles 
could create tensions among Member States and hamper the effectiveness of a 
single monetary policy.
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Therefore, the founders of EMU specified strict convergence criteria which 
Member States had to fulfil in a sustainable manner to ensure that they would 
enter the euro area on a sound fiscal and economic footing. The Stability and 
Growth Pact (SGP) of 1997 (see below) was designed to ensure fiscal discipline 
once euro introduction had occurred by operationalising the Treaty’s Excessive 
Deficit Procedure (EDP). In addition, the Treaty recognised that Member States 
should treat their economic policies as a matter of common concern and foresaw 
a soft form of coordination through the Broad Economic Policy Guidelines 
(BEPGs). This set of rules should be seen in conjunction with the monetary 
financing prohibition and the “no-bailout” clause. The former contributes to a 
clear separation between monetary policy and fiscal policy, thus ensuring that 
a stability-oriented monetary policy is not compromised by the monetisation of 
deficits. The latter makes clear that in EMU, Member States are not liable for 
other Member States’ debt, which was intended to encourage financial markets to 
distinguish between different euro area governments’ debt instruments, thereby 
strengthening financial market discipline on fiscal policies. 

2 .1  ConvErGEnCE  Cr ItEr Ia

Among the four convergence criteria – price and exchange rate stability and 
sustainable public finances, as well as long-term interest rate convergence – the 
fiscal criterion proved the most challenging for many Member States to reach in 
the 1990s.

The convergence criteria were already criticised at the time of inception; 
opponents accused the criteria of being arbitrary, too stringent and some have 
found them to be inadequate in ensuring the needed discipline. In addition to 
problems with the criteria themselves, compliance raised further difficulties. 

Despite setting strict fiscal targets for the Member States, the Treaty left large 
discretionary powers to the national governments regarding how to pursue and 
achieve these targets. In the period from the establishment of the criteria until 
the actual introduction of the euro, Member States were deemed to have, prima 
facie, successfully carried out fiscal consolidation under pressure consistent with 
the convergence criteria. However, to qualify for euro area membership many 
countries opted for quick fixes to ensure compliance with the nominal targets, 
rather than addressing underlying structural problems by enacting long-lasting 
reforms. It has been pointed out that, to some extent, the fiscal consolidation 
countries underwent was illusory – nominal benchmarks were achieved through 
privatisation of state-owned companies and banks, the selling of gold reserves, or 
even levying a one-time tax to meet the targets. As a result, compliance with the 
fiscal Maastricht criteria in itself did not provide adequate safeguards for sound 
and sustainable fiscal policies.

In the second half of the 1990s Member States managed to secure exchange rate 
stability and witnessed a rapid reduction in inflation, as well as nominal and 
real interest rates. The focus on nominal convergence in the initial stages had, 
however, diverted attention from factors that matter for real convergence, notably 
productivity and competitiveness developments, product and labour market 
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reforms, the composition of growth supporting the catching-up process in some 
Member States and private sector balance sheets.

2 .2  Broad EConoMIC  pol ICy  Gu IdEl InES

As the proper functioning of EMU also required a close coordination of a broad 
range of economic policies, over and above those in the fiscal area, the founders 
introduced the concept of Broad Economic Policy Guidelines (BEPGs) in the 
Maastricht Treaty. This soft method of economic policy coordination was not 
entirely new as the Monetary Committee of the European Economic Community 
had been issuing annual reports with policy guidance to Member States since the 
late 1950s. These reports can be seen as a precursor to the BEPGs. Later, both the 
Werner Report and the Delors Report also noted the need to coordinate economic 
policies in their plans for EMU.

The Guidelines were, in some aspects, visionary as they called for an average 
inflation rate of no more than two to three percent, broadly anticipating the 
ECB’s view of price stability. The BEPGs also set the goal of achieving close to 
balanced budgets by 2000, foreshadowing the medium-term objective set out in 
the 1997 Stability and Growth Pact.

Initially the emphasis was on budgetary issues. Over the years, however, the 
country-specific guidelines came to address and promote structural reforms 
in labour markets. Nevertheless, the BEPGs proved to be of limited practical 
use. First, in the early days of the exercise, the guidelines were vague as they 
addressed all Member States and therefore proved difficult to translate into 
practice. The first time country-specific guidelines were issued was in 1998; 
these in turn were criticised for lacking concreteness. Second, the lack of peer 
pressure, the non-binding nature of the BEPGs and the lack of political ownership 
undermined the credibility of the exercise. It is telling that the “quasi-sanctioning 
mechanism” foreseen in the Treaty, which entitled the ECOFIN Council to issue, 
in the event of non-compliance and on a recommendation of the Commission, 
a non-binding recommendation for corrective action, has been used just once. 
In 2001, Ireland adopted tax cuts despite calls to show fiscal restraint in the face 
of rapid economic growth. Although the Council issued a warning to Ireland, the 
failure to correct pro-cyclical budgetary plans is testimony to the failure of peer 
pressure to impact Member States decisions. The Irish Independent newspaper 
quoted a government official as saying “everybody is quite relaxed” about the 
Commission’s comments.

With the relaunch of the Lisbon Strategy in 2005, the concept of Integrated 
Guidelines was introduced, combining the BEPGs and the Employment 
Guidelines, which were later replaced by the “Europe 2020 Integrated Guidelines”. 
Although the aims were to limit the number of guidelines issued, ensure internal 
consistency and focus on the right priorities, this integrated strategy did not 
generate much more traction due to a continued lack of ownership.
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3  SECondary lEG I Slat Ion –  StaB Il Ity  and GroWtH paCt

Realising that the adoption of the euro marked a “point of no return” and that 
incentives for sound policies and, in particular, fiscal discipline were to remain 
crucial even beyond the run-up phase to the euro introduction, the Treaty 
included an Excessive Deficit Procedure (EDP), requiring Member States to 
avoid excessive government deficits and debt. The Stability and Growth Pact 
(SGP), which was introduced in 1997, sought to operationalise and strengthen the 
fiscal framework of the Treaty by laying down more detailed rules on budgetary 
surveillance to prevent and, where necessary, correct fiscal policies that did not 
comply with the above-mentioned obligation.

The reality of fiscal discipline following the launch of the euro fell short of the 
original aim of the SGP, which took effect a year before the euro was launched. 
The fiscal consolidation that took place between the mid-1990s and late 1990s 
stalled or even reversed in several Member States. The SGP did not prevent  
pro-cyclical policies when the economy was peaking between 1999 and 2000, 
which, compounded by the subsequent economic downturn, resulted in 
deteriorating fiscal positions. The SGP suffered from weak national ownership 
and left significant discretionary powers with Member States, which were 
reluctant to rigorously and consistently apply its rules and procedures, thereby 
debilitating the Pact. A case in point was the ECOFIN Council’s decision not to 
step up the EDP for Germany and France in 2003, thereby ignoring Commission 
recommendations and undermining the SGP’s effectiveness and credibility. 

Taking into account this initial experience with the Pact, the 2005 SGP reform 
sought to improve the fiscal surveillance framework notably by introducing 
more flexibility to take into account economic conditions, as well as the 
specific circumstances of each Member State, for instance when defining the  
medium-term objective (MTO) and the adjustment path towards it. However, 
enforcement provisions, considered by many to be the main shortcoming of the 
Pact, were not improved. The reforms also failed to increase national ownership.

4  2010  rEForMS and BEyond

The financial and sovereign debt crisis exposed serious shortcomings in the 
economic governance of the EU, and in particular of the euro area. The instruments 
embedded in EU primary and secondary law, and their implementation not 
only proved to be insufficient to ensure a stable environment for the smooth 
functioning of monetary union, but they also failed to deliver their stated aims.  
In response to rapidly eroding confidence, and as part of a comprehensive 
strategy to combat the financial crisis, EU institutions and Member States 
embarked on a major overhaul of the EU’s economic governance framework and 
created financial assistance facilities linked to policy conditionality. 
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4 .1  IMprovEd EConoMIC  GovErnanCE

The “six-pack” legislation that entered into force in 2011 marked a first 
milestone in this exercise. The preventive and corrective arms of the SGP were 
strengthened notably by introducing an expenditure rule to ensure that government 
expenditure remained consistent with the aim of the SGP, a gradual system of 
quasi-automatic financial sanctions kicking in at an earlier stage and a rule to 
operationalise the debt criterion. Member States were also required to put in 
place national fiscal frameworks with minimum requirements. Through the fiscal 
compact included in the intergovernmental Treaty on Stability, Coordination and 
Governance, the SGP was further strengthened and a balanced budget rule, as 
well as an automatic correction mechanism, are set to be enshrined in national 
law. These new measures should help to ensure consistency between national and 
European fiscal rules and foster national ownership.

Over the preceding years economic policy coordination took a backseat to fiscal 
governance and received considerably less attention. However, internal and 
external macroeconomic imbalances had been building up in a number of Member 
States. These included deteriorating unit labour costs and competitiveness 
developments, unsustainable residential property price increases, excessive 
credit and rising private debt levels. The six-pack legislation consequently 
introduced a significant enhancement of macroeconomic surveillance through 
the Macroeconomic Imbalances Procedure, which aims to identify potential 
risks early on, prevent the emergence of harmful imbalances and correct the 
imbalances that are already in place.

Another important and novel improvement in governance was brought about 
by the adoption of the “two-pack” legislation, which strengthens coordination 
and budgetary surveillance in the euro area. It requires Member States to 
submit draft budgetary plans on which the Commission provides an ex ante 
assessment of compliance with the SGP’s existing fiscal surveillance framework 
and can request a redraft in case of serious non-compliance. This form of ex 
ante coordination is expected to increase national ownership of the multilateral 
surveillance framework. The experience with the first round of assessments in 
late 2013 is promising. The Eurogroup has engaged in an in-depth and frank 
debate on the draft budgetary plans and Member States have committed to 
addressing the risks identified by the Commission.

In terms of process, the European Semester brought the surveillance of 
both fiscal and economic developments together under one umbrella, to 
ensure consistency of the policy advice given. Participating Member States’ 
National Reform Programmes and Stability Programmes serve as the basis 
for the Commission and the Council to assess whether Member States have 
complied with their MTOs and if they are responding to the EU policy advice.  
Country-Specific Recommendations (CSRs) provide the euro area and Member 
States with concrete suggestions on fiscal and economic policies. Although the 
CSRs constitute an important step forward, the experience of 2012 has shown 
that a close monitoring of their implementation is also required.
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4 .2   F InanC Ial  aSS I StanCE  FaC Il I t IES  and ad juStMEnt 
proGraMMES

Interestingly, and reflecting undue confidence in the effectiveness of market 
discipline and the original policy coordination framework, the founders of EMU 
assumed that euro area sovereigns would not face financing problems. Hence, 
the Treaty did not foresee the possibility for euro area countries to have recourse 
to a financial assistance facility linked to policy conditionality, whereas for  
non-euro area Member States, the Treaty foresaw a balance of payments facility. 
The crisis has exposed this as a major shortcoming in the institutional set-up of 
EMU. The creation and activation of financial assistance instruments – Greek 
Loan Facility (GLF), European Financial Stabilisation Mechanism (EFSM), 
European Financial Stability Facility (EFSF) and, ultimately, the permanent 
European Stability Mechanism (ESM) – proved to be a painful exercise in which 
diverging views had to be reconciled. The same holds true for the design of the 
accompanying adjustment programmes and their integration in the regular EU 
coordination framework. Adjustment programmes constitute the most intrusive 
form of policy coordination and are negotiated between by the beneficiary 
Member State and the Commission in liaison with the ECB, and, as a rule, the 
IMF, while taking into account the views of the other Member States on key 
policy elements and their own financial constraints.

5  ConCluS Ion –  lESSonS  lEarnEd

The recent crisis has taught us some hard lessons. The instruments provided for by 
the Maastricht Treaty and secondary legislation, as well as their implementation, 
proved to be both inadequate and insufficient for creating a stable environment 
necessary for the smooth functioning of monetary union. The euro area has, 
however, demonstrated its ability to adapt and evolve in the most challenging 
of times. Since 2011, major steps have been taken to strengthen the economic 
governance of the EU and the euro area in particular. 

The revamped rules-based framework will help in addressing current imbalances 
and preventing new imbalances emerging in the future, provided that a rigorous 
implementation of the policy prescriptions is ensured. As the new framework has 
already introduced a gradual system of fines in case of transgression, coupled 
with more automaticity in the related decisions, a further strengthening of these 
components is probably not realistic. One area where further progress should 
be made in the near to medium term concerns a significant increase in national 
ownership. At present, and notwithstanding steps in the right direction with the 
ex ante coordination of draft budgetary plans, decisions pertaining to the domain 
of economic governance remain largely in the remit of finance ministers. It could 
be envisaged that national ownership is enhanced by giving a stronger role to 
national parliaments, as well as putting in place an increased and more visible 
form of accountability (in the event of non-compliance by a Member State, 
its finance minister could, for example, be asked to provide explanations in a 
hearing at the European Parliament).
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It should be borne in mind that improved economic governance is only one 
element in the euro area’s crisis response, as pointed out notably in the report 
“Towards a Genuine Economic and Monetary Union” by the Presidents of the 
European Council, European Commission, Eurogroup and European Central Bank. 
The establishment first of temporary financial assistance facilities and later 
of a permanent firewall, as well as decisions to activate these for a number of 
vulnerable Member States, underscored the resolve to safeguard the stability of 
the euro area. The creation of a banking union is a crucial step towards breaking 
the sovereign-banking nexus and, hence, the completion of EMU. Decisive 
steps have been taken towards this end. Finally, it needs to be acknowledged 
that despite the improved economic governance framework, decentralised fiscal 
policies remain a potential weakness of the euro area in comparison with other 
successful monetary unions. Therefore, completion of EMU would in principle 
entail a move towards some degree of fiscal federalism, involving joint decisions 
on certain elements of national fiscal policies in order to overcome the risks 
posed by decentralised fiscal policies and the inherent market segmentation.  
As it requires changes to the EU Treaty and national constitutions, such a move 
can only be envisaged in the long run.

In the interim, work on integrated financial, fiscal and economic frameworks,  
as well as enhanced political accountability, is set to continue in a gradual 
manner under the aegis of the Euro Summit and Eurogroup. This should ensure 
that the remaining lessons learnt in this financial and sovereign debt crisis are not 
forgotten, making the euro area better equipped to tackle the next crisis.

rEFErEnCES

Easterly, W. (1999), “When Is Fiscal Adjustment an Illusion?” Economic Policy, 
Vol. 14, No 28.

European Commission (2008), “EMU@10 – Successes and Challenges 
after 10 years of Economic and Monetary Union”, European Economy.

Deroose, S., Hodson, D. and Kuhlmann, J. (2005), “The Broad Economic 
Policy Guidelines: Past, Present and Future”, Chatham House Working Papers, 
November 2005.

BBC News (2001), “EC attacks Irish budget”, available at: http://news.bbc.
co.uk/2/hi/business/1136042.stm

European Central Bank (2008), “Ten years of the Stability and Growth Pact”, 
Monthly Bulletin, October.





53FInanCIal CrISES undEr tWo EuropEan MonEtary rEGIMES: EMu vS EMS

F InanC Ial  Cr I SES  undEr tWo EuropEan 
MonEtary rEG IMES :  EMu vS  EMS

andré Sap Ir

1  IntroduCt Ion

Just as it was celebrating its tenth anniversary, the euro was hit by a financial 
crisis that started in the United States but then rapidly spread to Europe.  
As Economic and Monetary Union (EMU) was ill prepared to deal with the 
situation in the banking sector, the financial crisis turned first, in 2010, into a 
Greek sovereign crisis and then, in 2011-12, into a full-blown bank sovereign 
debt crisis that at one point threatened the very existence of the monetary union.

For those old enough to remember it, the euro crisis was reminiscent of the crisis 
of an earlier European monetary regime, the European Monetary System (EMS), 
whose existence had been equally called into question two decades earlier  
in 1992-93.

Between September 1992 and August 1993, the exchange rate mechanism 
(ERM) of the EMS was the subject of repeated speculative attacks. This activity 
led to the temporary (for the Italian lira) or permanent (for the British pound) exit 
of currencies from the ERM, to devaluations within the ERM of several others 
(the Spanish peseta, the Portuguese escudo and the Irish pound) and eventually 
to the widening of the size of the ERM bands from 4.5% to 30% (15% on either 
side of the central parities). Chart 1 shows the evolution of some exchange rate 
parities against the ecu/euro during the period 1990-1999, with the contrasting 
situation between the Deutsche Mark and the French franc on the one hand and 
the lira and the peseta on the other.1

Two factors were responsible for the EMS crisis: full liberalisation of capital 
movements for European countries in July 1990 and German reunification in October 
1990, which led to an important change of policy mix in the EMS anchor country, 
which was not appropriate for other EMS countries.2 These two factors proved 
incompatible with membership of the ERM, or at least of its relatively narrow-
band version, unless countries were willing to live with German monetary policy  
(as Belgium, Denmark, France, Luxembourg and the Netherlands proved to be)  

1 The EMS started in March 1979 with two fluctuation bands: a narrow band (+/- 2.25%) 
for Belgium, Denmark, France, Germany, Ireland, Luxembourg and the Netherlands;  
and a wide band (+/- 6%) for Italy. Three countries joined later, but before the beginning 
of the crisis in September 1992: Spain in June 1989 and Portugal in April 1992, both 
with a wide band, and the United Kingdom in October 1990, with a narrow band.  
Also, in January 1990 Italy moved to a narrow band. 

2 Greece, Ireland, Portugal and Spain had derogations giving them until December 1992 to 
fully liberalise capital movements.
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and the Bundesbank was willing to provide sufficient liquidity support to these 
countries to fight off speculative attacks.3

The purpose of this paper is to examine the 2012-13 EMU crisis in the light of 
the 1992-93 EMS crisis and to draw lessons for the stability of the European 
monetary union.

2  naturE  oF  and rESponSES  to Cr I SES :  EMS  and EMu

Under both monetary regimes, EMS and EMU, two types of crises can occur: 
crises of fundamentals arising from real exchange rate misalignment or problems 
of government solvency; and self-fulfilling liquidity crises that can be triggered 
simply by a change of expectation.

In the view of Gros and Thygesen (1998), the EMS had to avoid two types 
of mistakes: one was to defend parities against speculative attacks when 
fundamentally misaligned; the other was not to defend parities against speculative 
attacks when fundamentally sound. Similarly, according to Gros (2014), EMU 
has to avoid two types of mistakes: one is to provide financing to countries whose 
governments are insolvent; the other is not to provide financing to countries 
whose governments are solvent. In other words, EMU still basically faces the 
same problem as the EMS did in its time.

When fundamentals go wrong, crises seem inevitable: just as much in 2011-12 
under EMU as they were in 1992-93 under EMS. On the other hand,  
self-fulfilling liquidity crises could have been avoided under both regimes, 
provided there existed an appropriate lender of last resort (LOLR), as argued 
by De Grauwe and Li (2013). Table 1 examines the LOLR situation under EMS 
and EMU for self-fulfilling crises in two different markets: the government bond 
market and the money market (which includes the foreign exchange market).

Two EMS regimes are distinguished in Table 1: the situation before 1990, when 
some restrictions on capital movements still existed in the European Union (EU); 
and the situation after 1990, when free capital movements prevailed.4 Under the 
EMS, both before and after 1990, national central banks could, in principle, act as 
LOLR to their national governments and therefore prevent self-fulfilling crises in 
the government bond market. The situation was different in the foreign exchange 
market. Here the Bundesbank, the central bank of the EMS anchor country, was 
the de facto LOLR to other national central banks of countries belonging to the 
ERM prior to 1990. However, with the full liberalisation of capital movements, 
the Bundesbank basically refused to continue acting as unlimited LOLR to the 
other central banks of the system. It only accepted this role for some countries – 
those whose exchange rate parities it deemed were not (too) misaligned.

3 There has been much controversy about the Bundesbank’s unwillingness to provide 
liquidity support to the Bank of England to fight off speculators in September 1992, which 
this paper will briefly discuss.

4 However, see footnote 2.
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As Chart 1 shows these countries included France, which was the subject of 
repeated speculative attacks during the 1992-93 crisis yet the franc’s ERM parity 
was successfully defended by joint interventions of the Banque de France and 
the Bundesbank.

Table 1 also distinguishes three EMU regimes: the situation that prevailed from 
the creation of the euro in 1999 to the 2011-12 crisis; the situation that has existed 
since the creation in 2013 of the European Stability Mechanism (ESM), which 
like its predecessor – the temporary European Financial Stability Facility (EFSF) 
set up in 2010 at the time of the Greek crisis – provides financial assistance to 
euro area countries experiencing or threatened by financing difficulties; and 
the “Genuine Economic and Monetary Union” (GEMU), the long-term “vision 
for a stable and prosperous EMU” proposed by President Van Rompuy and 
prepared in close cooperation with the Presidents of the European Commission,  
the Eurogroup and the European Central Bank.5, 6

5 Van Rompuy (2012).
6 The three regimes are examined in the contributions by Moghadam (2014) and Wieser 

(2014).
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Since the start of EMU, the function of LOLR in the money market has 
been provided by the TARGET system (replaced in 2007 by the TARGET2 
system), the unlimited interbank settlement system owned and operated by the 
Eurosystem, consisting of the European Central Bank (ECB) and the euro area 
national central banks. On the other hand, so far, EMU has no proper LOLR 
for government bonds. National central banks have lost this function with the 
creation of the euro and depending on one’s perspective, it is now partially or not 
fully exercised by the ECB and by the ESM, though the legality as far as the ECB 
is concerned is contested, mainly in Germany, by the Bundesbank among others. 
The creation of a GEMU could make it possible for the ECB to fully exercise the 
role of LOLR in the government bond market in the future.

3  lESSonS  oF  tHE  1990S  EMS  Cr I S I S  For  tHE  2010S  
Euro Cr I S I S

The previous discussion suggests two lessons of the 1990s EMS crisis for the 
2010s EMU crisis.

les son  1 :  the  nature  o f  the  c r i s i s  needs  to  be  c l ea r l y  i dent i f i ed 
i n  o rder  to  so l ve  i t
Like the 1992-93 EMS crisis, the 2011-12 EMU crisis lasted longer than it should 
have because its nature was not well identified.

The EMS crisis was a crisis of fundamentals originally interpreted as a 
liquidity crisis. The introduction of free capital movements in 1990 revealed 
the incompatibility between diverging monetary policies and membership of 
the ERM. Severe misalignment of the British pound, the Italian lira and the 
Spanish peseta with the Deutsche Mark (DM) meant that these currencies could 
not be defended by pouring liquidity against speculative attacks, as the Bank 
of England painfully discovered on Black Wednesday (16 September 1992), 
when it lost GBP 1 billion to George Soros. The Bundesbank was right to refuse 
to act as lender of last resort to the Bank of England and central banks from 
peripheral countries whose currencies were severely misaligned as the crisis 
required a change in fundamentals (i.e. exchange rate realignment) rather than  
liquidity.

The opposite occurred in 2011-12 when, apart from Greece, euro area sovereigns 
suffered a crisis of liquidity rather than solvency, as De Grauwe (2011) was first 
to correctly diagnose. The best proof that it was indeed a liquidity crisis is that 
the mere announcement of the ECB’s Outright Monetary Transactions (OMTs) 
in September 2012 virtually terminated the euro sovereign debt crisis. And while 
there are several possible interpretations of the OMTs, one of them is that they 
involve the ECB taking on the role of LOLR to governments, subject to certain 
conditions.7

7 See, for instance, Sapir (2012b) and Winkler (2014).
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le s son  2 :  c r i s e s  o f  f undamenta l s  cou ld  have  been  avo ided  under 
EMS  and  EMu 
Like the 1992-93 EMS crisis, the 2011-12 EMU crisis was the result of 
incoherence mistakes.

The EMS mistake was insufficient recognition that the introduction of free 
capital movements in 1991 made it impossible for member countries to conduct 
diverging monetary policies while trying to preserve fixed parities. 

Similarly the 2011-12 EMU crisis could have been avoided if three failures of 
coherence had not occurred: an intellectual failure; a coordination failure; and a 
surveillance failure.

EMu’ s  i n te l l e c tua l  f a i l u re
We all knew (or at least should have known) 20 years ago that the EU countries 
which were about to join the euro did not constitute an optimum currency area 
(OCA). Two specific issues were raised at the time.

First, there was a recognition that EU countries were heterogeneous in terms 
of their capacity to abandon the exchange rate instrument: some countries were 
deemed to be less exposed to idiosyncratic shocks and to be better equipped to 
deal with such shocks should they occur nonetheless, while others were viewed 
as potentially more exposed to shocks and less able to cope with them outside 
the exchange rate instrument because of relatively rigid products and/or labour 
markets. The former, already at that time called “core countries”, were essentially 
those that belonged to the ERM throughout the 1990s, including during the 1992-93  
crisis, namely Germany, France and the Benelux countries; Austria, which only 
joined the EU in 1995, but had mimicked the other core countries in terms of 
exchange rate behaviour, was later added to the list of core countries. These six 
countries were also often referred to as the DM zone;8 the other EU countries 
were already labelled as “peripheral countries”.9

The second issue was the absence of EMU mechanisms capable of substituting for 
or complementing national adjustment mechanisms (i.e. exchange rate changes 
before EMU and market flexibility after the creation of the euro) in the event of 
idiosyncratic shocks. Two potential mechanisms could have been labour mobility 
(as originally envisaged by Mundell, 1961) or fiscal transfers (as suggested first 
by Kenen, 1967) between EMU countries, but neither was put in place.

The heterogeneity of EMU countries, in particular structural differences between 
the former DM-zone countries and the peripheral countries, combined with 
the absence of EMU mechanisms to handle idiosyncratic shocks should have 
alerted us to the potential fragility of the system in the case of such shocks. 
There were some warnings (even in official or semi-official publications like 

8 Denmark also belonged to the DM zone, but politically it was not regarded as a core country 
since it had obtained a permanent derogation from joining the single currency during the 
Maastricht negotiation. 

9 See, for instance, Eichengreen and Frieden (1993).
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Buti and Sapir, 1998) on the eve of the creation of the euro that “many aspects 
of product and labour markets in EU Member States are currently insufficiently 
flexible”, but the hope was that “adjustment in market structure and response 
[was] likely to emerge as an endogenous consequence of the Single Market 
and the new monetary regime” (as Frankel and Rose (1997) had suggested),  
though it was acknowledged that “these changes will emerge only gradually in 
the new regime”.10

In their assessment of EMU a few years later, Buti and Sapir (2002) found that 
“heterogeneity and limited availability of adjustment instruments may have 
contributed to the heightening of economic divergence in the initial years of 
EMU” and wondered whether “more symmetry in economic behaviour between 
current euro area members [was] going to occur during the next few years”.11 
Their view was that “a more homogenous economic behaviour can be expected 
provided [EU] policy surveillance is effective in fostering further adaptability 
and reducing exposure to asymmetric disturbances” but that such outcome  
“is not yet in sight”.12

Chart 2, indicates the two scenarios envisaged by Buti and Sapir (2002) for the 
peripheral countries (Greece, Ireland, Italy, Portugal and Spain (GIIPS)), which, 
contrary to the DM-zone countries, were below De Grauwe (2012)’s OCA line 
at the start of the euro:13 less exposure to idiosyncratic shocks, with more or less 
adaptability to shocks. Unfortunately, the GIIPS remained below the OCA line; 
heterogeneity and with it the likelihood of a shock continued to increase, while 
the availability of adjustment mechanisms and therefore the ability to respond to 

10 All the quotes in this paragraph are from Buti and Sapir (1998), p. xiv.
11 Buti and Sapir (2002), pp. 32-3.
12 Buti and Sapir (2002), p. 36.
13 Points on the OCA line define combinations for which the benefits of monetary union are 

equal to its costs. Countries above (below) the OCA line have benefits that are greater 
(lower) than the costs.
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shocks remained insufficient at the national level. And it remained totally absent 
at euro area level.

Chart 3 shows why differences between the DM-zone countries and GIIPS 
increased after the creation of the euro. The chart plots the behaviour of the 
(aggregate) current account balances for the two groups of countries for the 
period before and after the creation of the euro. In 1991-92 the current account 
deficit of the GIIPS countries is at more than 2% of GDP, but the exchange 
rate adjustments in 1992-93 rapidly bring the situation back to equilibrium. By 
contrast, after the creation of the euro in 1999, the current account deficit of the 
GIIPS countries gradually deteriorates, reaching an unprecedented (aggregate) 
level of nearly 7% of GDP in 2008, thanks to the absence of exchange rate 
crises. The sudden stop in the accumulation of negative external imbalances by 
the GIIPS countries only occurred after the start of the financial crisis, when 
financial markets suddenly realised that the situation had become unsustainable. 

In addition we totally ignored the possibility of financial crises, the main concern 
at the time of the creation of the euro being price stability, whereas financial 
stability received little attention from academic economists or policy-makers.14 
For instance the Maastricht treaty mentions the word ‘stability’ 13 times: 
12 times in the context of price stability, but only once in the context of financial 
stability. As a result, the creation of the monetary union was not accompanied 
by a banking union.

The absence of a euro area banking resolution authority has been a major 
hindrance in coming to terms with what started as a global financial crisis in 2008 
and evolved in 2011-12 into a European financial-cum-sovereign-debt crisis of 

14 One notable early exception is Prati and Schinasi (1999).
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considerable magnitude. In June 2011, the crisis was viewed by the European 
Systemic Risk Board (ESRB) as posing the “most serious threat to financial 
stability in the EU”.15 Three months later, the same body considered that “risks 
to the stability of the EU financial system ha[d] increased considerably. The key 
risks stem from potential further adverse feedback effects between sovereign 
risks, funding vulnerabilities within the EU banking sector, and a weakening of 
growth outlooks both at global and EU levels”.16

The recognition that Europe’s banking regulatory and supervisory architecture 
was deficient led to the creation of the ESRB and to the transformation of 
the Committee of European Banking Supervisors (CEBS) into the European 
Banking Authority (EBA) in January 2011. But these are EU rather than euro 
area bodies, and are only meant to safeguard the financial integration logic of 
the single market by making sure that national supervision operates according 
to common EU rules. These new bodies were not designed to address the more 
ambitious common financial supervision and resolution logic that the common  
currency requires.17

The creation of the banking union, as decided in June 2012, is meant to prevent 
situations like the one experienced in 2011-12 in the future. Having a banking 
union may not have prevented the crisis, which was caused by the over-
accumulation of private and public debts partly fostered by economic differences 
within EMU and intermediated by banks, but it would have greatly helped its 
prompt resolution and prevented protracted difficulties that were not yet fully 
resolved at the time of completing this paper in April 2014.

EMu’ s  coord ina t i on  f a i l u re
The Delors (1989) Report considered that the creation of a monetary union 
among sovereign states necessitated “effective coordination of policies remaining 
within the competence of national authorities” (emphasis added). 

The Maastricht treaty stated that “Member States shall regard their economic 
policies as a matter of common concern and shall coordinate them within the 
Council”. Coordination would take place through the adoption by the Council, 
on a recommendation by the Commission, of “broad guidelines of the economic 
policies of the Member States and of the Community”. Furthermore, so as “to 
ensure closer coordination of economic policies and sustained convergence of 
the economic performances of the Member States, the Council shall, on the basis 
of reports submitted by the Commission, monitor economic developments in 
each of the Member States and in the Community as well as the consistency of 
economic policies with the broad guidelines”. 

Unfortunately no mechanism was put in place to ensure macroeconomic policy 
coordination, except in the area of budgetary policy, where the Maastricht treaty 
demanded that “Member States (…) avoid excessive government deficits” 

15 See ESRB (2011a).
16 See ESRB (2011b).
17 See Sapir (2012a).
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defined as excesses over a reference value equal to 3% of GDP. This requirement 
was later reinforced by the Stability and Growth Pact (SGP), which committed 
EMU countries “to respect the medium-term budgetary objective of positions 
close to balance or in surplus”. This would allow EMU countries to deal with 
normal cyclical fluctuations while keeping their government deficit below 
the reference value of 3% of GDP. In essence, therefore, the SGP was meant 
to transform the 3% reference value specified in the Treaty, which remained 
untouched, into a hard ceiling.

After the creation of the euro, the Maastricht Excessive Deficit Procedure 
(EDP) and the subsequent Stability and Growth Pact were regarded as the main 
instruments of policy coordination of EMU, whereas the Broad Economic Policy 
Guidelines (BEPGs) were essentially ignored. The reason (and the consequence) 
was that coordination in EMU was interpreted as negative coordination, 
which simply aims at avoiding conflict between parties, rather than as positive 
coordination, which seeks the more ambitious goal of building coherence 
between the parties and their policies. The EDP and the SGP were therefore 
emphasised since they were meant to prevent countries from harming other 
EMU countries (negative coordination). On the other hand, the BEPGs were 
largely ignored because they were (at least potentially) meant to prevent harmful 
behaviour (negative coordination) and to seek common action in the collective 
interest (positive coordination).

The same logic that prevailed after the creation of the euro was applied after 
the start of the crisis when the main emphasis was that debtor countries “put 
their house in order”. As Wieser (2014) discusses, there were important efforts 
to build a “common house” with the institution of the European Stability 
Mechanism (ESM) and the creation of the Single Supervisory Mechanism (SSM) 
and Single Resolution Mechanism (SRM) as part of the banking union, though 
both the ESM and SRM are clearly intergovernmental rather than community 
institutions. More generally, the common house definitely tilts in the direction of 
reinforcing negative coordination with the adoption of new fiscal rules, such as 
the “six-pack”, the “two-pack” and the “fiscal compact”. Negative coordination 
was also strengthened with the creation of the European Semester procedure 
that builds on the BEPGs idea, but leaves aside its use as a positive coordination 
device, in particular to ensure that national fiscal policies add up to a coherent 
fiscal stance for the euro area as a whole.

One of the tragedies of the euro area crisis has been the lack of an authority 
capable of providing the necessary coordination between the various actors, 
mainly the national governments and the independent central bank resulting 
in a game of chicken among governments and between governments and the 
central bank. The latter was partly resolved when Mario Draghi insisted, during 
the announcement of the ECB’s OMT programme on 6 September 2012, that 
solving the crisis required a two-legged approach involving both the ECB and 
governments. The OMTs’ conditionality mechanism was precisely meant to 
ensure that each leg moves in the right direction.
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EMu ’ s  su rve i l l ance  f a i l u re
Economic surveillance, like coordination, focused almost exclusively on 
government deficit, with the EDP and the SGP. Public debt received relatively 
little attention and private debt received no attention at all.18 Similarly, external 
debt (and current account imbalances) was all but ignored.

Chart 3 (already discussed in the previous section) indicates that close 
surveillance of current account imbalances between the DM zone and the GIIPS 
countries would have probably triggered concern on the part of policy-makers of 
the dangers that had accumulated in the euro area.

By contrast, as Chart 4 indicates, monitoring of public debts in the two groups 
of countries would have painted a much more benign situation. At the start of 
the euro in 1999, the DM zone had a public debt level of 64% of GDP, while 
it amounted to 91% for the GIIPS countries. By 2007, the public debt level 
had remained unchanged in the DM zone, but decreased to 75% in the GIIPS 
countries. Thus, in 2007 not only was the debt level in GIIPS at a record low 
level, but so was the difference between the debt levels in the GIIPS countries 
and the DM zone. As the crisis has progressed debt levels have sharply risen in 
the two zones, though much more in the GIIPS countries, which had accumulated 
large current account deficits before the crisis, than in the DM-zone countries, 
which had accumulated current account surpluses. By 2013, the gap in public 
debt levels between the GIIPS and the DM-zone countries stood at nearly  
40 points, not only much more than the 11 points of 2007, but also more than at 
any other point during 1991-2013.

18 Moghadam (2014) focuses on the role of private sector debt in the euro crisis. 
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One of the important outcomes of the crisis has been the decision to extend the 
scope of EU surveillance with the Macroeconomic Imbalance Procedure (MIP), 
which now monitors 11 economic indicators for each EU member state: the 
current account balance; the net international investment position; the export 
market share; nominal unit labour costs; the real effective exchange rate; private 
sector debt; private sector credit flow; house prices; government debt; the 
unemployment rate; and financial sector liabilities.

Although the MIP represents an important step forward for EU surveillance, it 
still suffers from three drawbacks.

First, the MIP covers too many indicators. A focus on indicators most pertinent 
for countries that have given up their currency (or plan to do so in the near 
future) would have been preferable to ensure that surveillance translates into 
appropriate policy changes. A reduced set would include just five indicators: the 
nominal and real effective exchange rates;19 the current account balance and the 
net international investment position; and government public debt. In particular, 
there is no need for the MIP to monitor financial stability (with indicators about 
private sector debt, private sector credit flow, house prices and financial sector 
liabilities) since other EU institutions have recently been set up for this purpose 
(such as the European Systemic Risk Board).

Second, the governance of the EDP and the MIP should be modified. At the 
moment, EU surveillance is essentially the responsibility of an EU institution, 
the European Commission. It would be preferable if EU surveillance were 
instead conducted by a network of institutions comprising both national and EU 
institutions, with the European Commission at the centre of the network just like 
the European Central Bank is at the centre of the European System of Central 
Banks. The advantage would be greater national ownership of the process of 
surveillance than is actually the case and therefore more cooperation between 
Brussels and the national capitals in working toward the common good. In this 
respect, the requirement of the fiscal compact that member states put in place 
national fiscal councils is an important step forward.

Chart 5 shows what difference national fiscal councils can make by examining 
the evolution of public debts in Belgium and Italy. By combining the Maastricht 
rules and its national fiscal framework, Belgium succeeded in lowering its public 
debt from a post-war level of 135% of GDP in 1993 to 115% at the start of the 
euro in 1999 and about 85% before the start of the crisis in 2007. By contrast, 
without a national fiscal council, Italy only managed to reduce its debt level from 
a record 120% in 1994 to 115% in 1999 and to about 105% in 2007. The same 
difference occurred with the advent of the crisis, the public debt reaching only 
100% in Belgium in 2013, compared with nearly 130% in Italy.

19 Moghadam (2014) also notes that the MIP requires greater emphasis on emerging 
competitiveness gaps.
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Third, the scope of EU surveillance should be extended beyond macroeconomic 
indicators. Differences in the functioning of product and labour markets among 
EU countries, especially those in the euro area, remain extremely worrisome.  
For instance, Table 2 shows the scores of (some) euro area countries with respect 
to the World Bank’s Ease of Doing Business indicator. The table indicates that 
some EMU countries rank quite well globally, while others perform rather poorly.
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tab l e  2  Ea se  o f  do ing  Bus ine s s ,  s e l e c ted  eurozone  count r i e s ,  2013

Eurozone economies Ease of Doing Business Rank 2013
Finland 12
Ireland 15
Germany 21
Estonia 22
Netherlands 28
Austria 30
Portugal 31
Slovenia 33
Belgium 36
France 38
Slovak Republic 49
Spain 52
Italy 65
Greece 72

Source: World Bank (2014).
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4  ConCluS Ion

The EMS crisis in 1992-93 was the result of a number of failures that 
unfortunately were imported into EMU and led to the crisis in 2011-12. Faced 
with what President Van Rompuy described in November 2011 as an “existential 
crisis [that] we mean to overcome”, the euro area was able to take significant 
steps to correct EMU’s failures, including the establishment of important 
elements of a banking union.

Yet we are still far from a Genuine Economic and Monetary Union, or even a 
genuine banking union. At the same time, the euro area remains deeply divided 
between its core and its periphery not only in terms of unemployment rates 
(which currently range from about 5% in Austria and Germany to more than 
25% in Greece and Spain) and in terms of public and private debt levels, but 
also in terms of structural conditions, in particular the functioning of product  
and labour markets.

Without greater efforts to bridge both macroeconomic and structural divides in 
the euro area, it will be difficult for its member countries to reach a common 
vision of the long-term future of EMU. Equally, without a shared vision of 
what constitutes a “genuine EMU” in the long term, it will be difficult to take 
the short and medium-term measures required to mend the scars brought by the 
crisis and to make the structural reforms that are necessary, not only to ensure 
the better functioning of EMU, but above all to ensure that EMU delivers higher 
growth and more jobs. Resolving this conundrum requires replacing the old  
“single currency” logic of EMU with a new one – that of a “common currency”.
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tHE  Euro :  tHE  rolE  oF  tHE  EMI

roBErt  rayMond

It is a very nice idea to recall today what the architects of the euro had in mind 
and to remember the existence of this temporary and transitory institution called 
the European Monetary Institute, something that most people have never heard 
about or have forgotten. It may also be useful, when the ECB is at the forefront 
of people’s consciousness, to be aware of why and how it was built up this way. 
In recent years, the ECB has indeed made an essential contribution not only 
to price stability, but also to financial stability. This has led some observers to 
reconsider the appropriateness of its status, or to wonder how it was possible for 
this institution, with a reputation for being conventional, to take up decisively the 
challenges raised by an unpredictable situation. 

1  Foundat IonS

The ECB and the euro did not just come out of the blue. At la Ferme de Dorigny, 
on the campus of the University of Lausanne, where the Jean Monnet archives 
are stored, you can read a manuscript page drafted by Jean Monnet in 1958 about 
the steps to be contemplated after the ratification of the Rome Treaty. He quoted 
not only the single market but also the single currency. In 1962, Robert Marjolin 
wrote in a memorandum that the common market, would it be successful, 
would at some stage require its own currency. You all know how it happened 
through a series of milestones, such as the Werner Report, the Single Act and the  
Delors Committee, leading to the Maastricht Treaty.

In the meantime central banks had to adapt themselves to many changes, which 
those among us who started early enough in the central banking business had in 
mind at the beginnings of the EMI. First, the oil shocks made productivity gains 
more difficult to achieve and inflationary threats more severe in most European 
countries. Second, the collapse of the Bretton Woods System led to floating 
exchange rates. Therefore it became difficult to maintain stable rates within 
the European Monetary System. Third, the constraints placed by the foreign 
exchange control on the real economy, and its progressive loss of efficiency, 
led to the deregulation of international financial operations. Capital movements 
entailed an unprecedented volatility of exchange rates in general, with specific 
tensions within the European Community. Arbitrages between the dollar and 
the Deutsche Mark, added to national imbalances, triggered huge and unstable 
distortions, in countries other than Germany, between the effective exchange 
rate, the equilibrium exchange rate, to the extent it is possible to identify 
such a rate, and the purchasing power parity. Given the size of the intra-zone 
exchanges, these countries had no better choice than becoming good followers 
of the Deutsche Mark instead of pursuing independent monetary policies.  
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The crisis of 1992 and 1993 undoubtedly created a fatigue in a number of 
countries, some of which were obliged to devalue and others which fought to 
prevent the same happening to them.

What better solution to avoid exchange rate crisis than to have a single currency? 
What else was there to do in order to fight home-made or imported inflation than 
to adopt the German culture of stability?

Other benefits could be expected. The size of the European Union would make 
it a large economy, less open than any national one, with very considerable  
intra-zone trade, and therefore an economy better sheltered from the impact of the 
volatility of the dollar. The intra-zone trade would not require any costly hedging. 
The single market with a single currency would promote fair competition.

That was the intellectual environment when the EMI started. At the same time, 
on institutional grounds, the Treaty provided for a Stage One on the road to 
the single currency. It consisted of the reinforcement of the Secretariat of the 
Committee of Governors, which was in fact to become more than a secretariat: 
a true team, including a group of economists, as well as other experts in various 
fields, managed by Gunter Baer. 

Then the Committee, which had previously established two working parties, on 
monetary policy and foreign exchange, set up several sub-committees, which 
included members of the Secretariat and representatives of national central 
banks. The Governors mandated the sub-committee in charge of monetary policy 
matters with a review of all the strategic and implementation issues related to the 
monetary union. When the EMI started, there was already a strong base on which 
to build a new institution and design a relevant strategy.

2  tHE  B IrtH oF  tHE  EMI

From the beginning, the Treaty provided a framework setting both the duties and 
the limits of our action. That was included in the mandate of the institution, headed 
by a Council, composed of the Governors of the central banks of the member 
countries, and a President, appointed by the Heads of State or Government.

The Treaty also provided a deadline for the introduction of the single currency: 
1st January 1999. The European Council decided in December 1995 that this day 
would indeed be D-day, with no earlier date being practicable given the diversity 
of the problems to solve. Legally, the EMI disappeared as a legal entity at the end 
of May 1998, and was replaced by the ECB. 

The EMI was financed by the return on its capital, was hosted first by the BIS in 
Basel and then rented the top of the Eurotower in Frankfurt. It started with the 
staff of the Secretariat of the Committee of Governors and recruited slowly but 
continuously, with up to 550 people on 1 June 1998, and with 200 more having 
already been recruited to join the ECB after the summer break. 
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3  tHE  CHallEnGES  aHEad

It was clear from the beginning that the EMI would be faced with many 
challenges.

Quite understandably, the first question put on the table was: is Europe, or part 
of it, an optimal currency area? A positive answer to this question was officially 
obvious and enshrined in the Maastricht Treaty, provided that the convergence 
criteria were met. Yet, some scepticism was expressed by a significant part 
of the academic community, which added to nationalistic political reactions 
created by what could be called an opposition party. In my country, for instance, 
the Maastricht Treaty was ratified with a tiny majority. It was noted that the 
convergence criteria were restricted to nominal monetary and financial variables, 
but did not address the structural differences among countries seeming to 
converge with respect to the formal criteria. It was underlined that some elements 
of an optimal currency area were missing, in particular the mobility of manpower 
between participating countries, due to differences of language and culture and to 
the stickiness of social benefits. It was also clear that the transmission mechanism 
of monetary policy would differ from country to country, so that the single 
monetary policy would have a slightly different impact on the national economies 
and that external shocks would have asymmetrical effects. The counterargument 
put forward by those who supported the monetary union was that, at a time of 
globalisation, the differences among a core, at least, of European countries were 
less important than the similarities and would vanish over time. In the same vein, 
the assessment on the degree of convergence required, when the Heads of State 
or Government had to make the final decision, would be based on the trend of 
some of the variables towards the objective rather than on the achievements, in 
particular relating to the debt ratio.

As the monetary union was a political project, this semi-philosophical issue could 
be left aside, and the Member States were cooperative in considering the main 
progress to be made. Nevertheless the project was the first true federal move, 
including a transfer of sovereignty and the creation of the first new European 
institution since the Treaty of Rome. Constitutional adjustments were needed, for 
instance to make the national central banks independent in their own countries, 
as well as the ECB, in accordance with the Treaty. It was a sensitive issue.  
It should not have been a surprise, therefore, to notice the reluctance of the 
member countries and their central bank to reduce their autonomy and a desire to 
limit as far as possible the scope of the “communitisation” of related functions or 
systems. The fashionable word at that time was “subsidiarity”, which was used 
to explain that what can be done properly at the local level should not shift to the 
centre. It is not often mentioned any more, as far as I know as a simple citizen. 
However, it would frequently be raised in our debates about how to organise the 
burden sharing, the practical tasks and the operational competences between the 
ECB and the national central banks.

Indeed the single central bank could not be anything else than a hub and spoke 
system. One central bank meant one decision centre, the Governing Council 
of the ECB in Frankfurt, while independent states applied different legislative 
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rules and used different institutional frameworks to implement the instruments 
of the single monetary policy. So, the national central banks had to be in charge 
of the interface between the ECB and their banking and financial community. 
Together with the ECB, they would constitute the Eurosystem, one single 
entity, all the more so as they were the European Central Bank’s shareholders 
and their Governor was part of the Governing Council. During the preparatory 
work, the EMI staff, keeping in mind the model of a central bank in accordance 
with the textbooks, had a natural tendency to centralise, on the grounds that it 
was more rational, safer and less costly to master a chain of operations than to 
disperse it, whereas national central banks preferred to keep as much at home 
as possible while just reporting back to the centre. This kind of negotiation was 
kept technical, did not prevent friendly relations from being established and the 
project being completed smoothly. It was sometimes made tricky by the high cost 
of several undertakings, such as banknotes and payment systems. 

Another challenge had to do with public opinion across the European Union. In some 
countries, for instance in the Benelux countries, the majority was clearly in favour 
of the single currency. In others, it was negative, such as in the United Kingdom.  
In many, opinion was divided, sometimes even within a political party, with 
pros and cons and a lot of “don’t knows”. There was often an understandable 
attachment, due to history, to the old domestic currency as a national symbol.

Right from the start, the diversity and to some extent the volatility of public 
opinion in Europe drew attention to the issue of public accountability.  
Not only would the ECB be independent, but it would also be so vis-à-vis not one 
government, but many. This applied to the EMI as well. How to ensure public 
accountability within each country became a popular topic, although in principle 
the Treaty had actually provided for it. The President would have to go to the 
European Parliament for occasional hearings. His communication policy, both 
for speaking in his own name and on behalf of the Council, was of paramount 
importance from the beginning. Alexandre Lamfalussy had to convince all 
leaders, citizens and institutions that the monetary union was the best thing to do 
and that it was the right time to do it, and Wim Duisenberg was keen to secure the 
independence of the future ECB and right from the start. The question of hearings 
at the level of national Parliaments was raised, too, but discarded, at least at the 
time, so as to avoid interfering with negotiations among governments on the one 
hand, and central banks on the other hand, on how to build up the ECB.

Real apprehension was felt about whether households would accept the banknote 
changeover. You all know that the launch of the new euro banknotes and the 
withdrawal of those denominated in national currencies were postponed and 
finally went ahead three years after the introduction of the euro as the single legal 
currency for contracts, accounting and markets. In the meantime, national notes 
and coins would just be subdivisions of the euro. In the end, it was completed 
without major difficulties, although in many countries the idea that shopkeepers 
put up their prices on this occasion persisted in the memory of many. 

Last, but not least, the banking industry, although it had globally a positive 
reaction, was faced with a serious challenge. Banks were willing to be ready in 
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time but had to bear heavy costs for doing so without knowing if their country 
would be selected or not. Business circles were rather welcoming, but afraid of 
the costs involved in the launch of the euro.

In fact, there was a need to create a strong expectation that the euro would indeed 
see the light of day, and this need was met. Major efforts were made in most of 
the member countries to improve convergence and price stability, markets were 
convinced and this led to the spontaneous stabilisation of exchange rates.

4  HoW WE WErE aBlE  to MovE ForWard

The main concern, at the level of the Governing Council and for the various teams 
in charge of the main projects, was to make sure that everything that was needed 
would be completed in time. Internally, the EMI Council adopted a master plan as 
early as autumn 1994, including a timetable for all the main decisions to be made 
by the Governing Council in order to meet the deadline. This document implied that 
these decisions would come out in the right order and would be coordinated, so as to 
ensure the correct sequence of tasks. It proved to be a remarkable piece of logistics, 
which was able to guide the various departments in providing their output exactly 
when necessary, and helped national central banks to adapt their own systems.

The structure put in place for finding solutions and for the decision-making 
process was very efficient. Under the chairmanship of the EMI President,  
the Council had the responsibility of steering of the whole exercise. The EMI 
staff would provide the background papers, including the analysis of each task 
and proposing a solution. This input was discussed in specialised committees,  
for instance on monetary policy, foreign exchange, legal issues, banknotes and 
each of the support functions. These committees were made up of representatives 
of the national central banks, which would bring their own input and requests, 
and of EMI experts. The synthesis between the reports from these various bodies 
lay in the hands of the Committee of Alternates, comprised of the alternates of 
all the Governors and chaired by the EMI Director General. Most conflicts could 
in fact be solved at this level during a session dedicated to the preparation of the 
Governing Council’s meetings. Only the most fundamental choices would be 
left to the Governors themselves, who could have an informal mediation session 
before the meeting itself. This smooth process worked rather well.

Finally, “il n’est de richesse que d’hommes”, the true wealth lies in the quality of 
mankind. We were able to select top-quality staff from among a large number of 
applicants. We benefited from close cooperation among central banks. Technical 
relations between the EMI staff and the European Commission were excellent 
and fruitful. There was visible momentum at the political level. This momentum, 
which did not persist afterwards, created a virtuous circle leading to an effective 
anti-inflationary policy in member countries, to falling and converging interest 
rates, and to appropriate efforts to comply with the fiscal criteria, being 
understood that, for the debt ratio, a clear trend towards the threshold of 60% was 
sufficient. A strict compliance with the debt ratio would have eliminated several 
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countries that were in fact selected to participate. Everywhere, national pride was 
at stake. The wording of the Treaty allowed this flexibility.

When the button was pushed on Monday 4 January 1999, the Eurosystem made 
a good start.

5  WHat WaS  not d IrECtly  on tHE  EMI ’ S  aGEnda?

Some issues which are familiar to central bankers and do matter for price and 
exchange rate stability were not directly on the agenda of the EMI, or rather  
I should say: could not be included in its competence. 

The future policy mix, important as it may be, could not be defined in advance. 
In a given country, the policy mix is the outcome of fiscal and monetary policy 
which are each run by one institution: one State, encompassing its executive and 
legislative powers, and the central bank. The first acts by discretionary decisions, 
and the second has to react, within the limits of its independence. The central 
bank has a reaction function. The European monetary union was to create a 
reverse distribution of responsibility: the single independent central bank applies 
the monetary policy stance appropriate for the global situation in the euro area, 
seen as one country. But this does not necessarily induce the optimal policy mix 
in each of the participating countries. It is therefore all the more important for 
each participating State to adjust its fiscal policy to the single monetary policy. 
So it is the State which should have a reaction function, describing how it adjusts 
fiscal policy to the global situation of the euro area, as assessed by the central 
bank. Obviously, any such conversion is not self-evident at national level.  
We know from experience that it did not really work. True, the Stability and 
Growth Pact provided some discipline by curbing the excessive annual budget 
deficit and the sovereign debt, but it was not effectively applied. The Broad 
Economic Policy Guidelines issued by the Commission were supposed to be an 
important tool for economic policy coordination, to help participating countries 
deal with the differences between the cyclical patterns in the various countries. 

Financial stability was another side subject. The ECB was not directly responsible 
for bank regulation and supervision, having only a consultative role. A specific 
committee was set up to advise the Governing Council. There is no need today 
to comment. Everybody is aware of the recent developments in this field.  
No mention was made of a potential role for the ECB as a lender of last resort,  
a question that had often been raised by academics at the time.

Finally, the ECB was not supposed to adopt an exchange rate target.  
The exchange rate (mainly with the dollar) would just be one piece of information 
among others bearing on the price level, and therefore would be included in 
all the various data used by the ECB to design its policy. Interventions and 
fine-tuning would of course be technically possible, but should in principle be 
avoided. Exchange rate analysis would obviously matter, but would be part of 
the global economic analysis.
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6  WaS  tHErE  an EMI  lEGaCy?

The outcome of the transition from national currencies to the framework under 
the Maastricht Treaty was an engine supposed to work perfectly in the absence 
of a systemic crisis.

It was assumed that the monetary union would be successful. The single currency 
was seen as a major step towards more convergence and closer integration, and 
the appropriate efforts would simply continue. The virtuous circle would go on. 
This would prevent any systemic crisis. Unfortunately, that is not quite what 
happened. In fact, it was mainly the banking and sovereign debt crisis which 
revived the integration process.

On more practical grounds, the EMI had several projects in mind to prolong 
its action. On the subject of post-trading operations on financial markets, the 
Committee on Payment Systems, chaired by Mr Hartmann, Member of the Board 
of the Deutsche Bundesbank, arranged two meetings, in 1997 and 1998, for 
representatives from the various national and international central depositories 
and clearing agencies, to invite them to harmonise their interfaces and to 
coordinate their operations within some kind of European network. A flavour 
of this orientation, which was not really taken on board later on, can be found 
today in TARGET2-Securities and in the concept of a single counterparty.  
On a different subject, setting up a single bank supervision system remained 
at the back of many people’s minds. I remember a letter sent to Mr Giscard 
d’Estaing, in his capacity as Chairman of the Convention for the Constitutional 
Treaty, in connection with the newly created Eurofi and under the umbrella of 
a club of bankers in Paris, to suggest the insertion of an enabling clause in the 
Treaty about such a scheme, but this could not be sold politically. In the end, the 
Eurofi President, Mr de Larosière, managed to push the idea forward. 

In every domain we see that efforts to better converge, harmonise and integrate 
are indeed in progress today, but the difference now is that this is being done 
under the pressure of the crisis, having failed to be done before.
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tHE  quESt  For SuSta InaBlE  ConvErGEnCE 
In  EMu :  tHE  EMI ’ S  ConvErGEnCE 
aSSESSMEntS 

Frank MoSS 1

1  IntroduCt Ion :  tHE  rolE  oF  tHE  EMI  In  tHE  ConvErGEnCE 
proCESS  In  StaGE  tWo oF  EMu 

On 11 December 1993 the governments of the EU Member States at the level 
of their Heads of State or Government decided to appoint Baron Alexandre 
Lamfalussy as President of the European Monetary Institute (EMI) for an initial 
period of three years.2 On 1 January 1994, soon after the conclusion of the 
ratification process in October 1993 by all EU Member States of the Treaty on 
European Union, which had been signed at Maastricht on 7 February 1992, the 
EMI was formally established. 

In essence, its key tasks can be described as being geared towards achieving 
two objectives: first, to organise a series of central bank cooperation activities, 
and notably to strengthen monetary policy coordination, during Stage Two of 
Economic and Monetary Union (EMU) (see Article 109f (2) TEC)3; and second, 
to prepare for a single monetary policy, to be conducted by the European Central 
Bank (ECB) as from the start of Stage Three of EMU (Article 109f (3) TEC). 
Somehow bridging these two objectives was the requirement for the EMI to 
annually report on the state of preparations for Stage Three of EMU, which was 
expected to comprise both an assessment of the progress towards monetary and 
economic convergence in the Member States of the EU and a presentation of 
the progress towards the adaptation of legislation, instruments and procedures 
necessary for the conduct of a single monetary policy in Stage Three. 

The Maastricht Treaty additionally conferred upon the EMI – alongside the 
European Commission – the task of reporting on the progress being made in 

1 The author would like to thank E. Dorrucci, S. Huemer, I. Maes, W. Schill and F. Smets for 
their comments and suggestions.

2 On 13 December 1996 the Heads of State or Government reappointed Mr A. Lamfalussy for 
a further six months and appointed as his successor Mr W.F. Duisenberg.

3 Treaty article numbers refer to the original numbering in the Treaty establishing the 
European Community (TEC) as amended by the Treaty on European Union (TEU), better 
known as the Maastricht Treaty. Following the entry into force of the Treaty of Amsterdam, 
a new sequential numbering of Treaty articles was introduced so that Articles 109f (2) and 
109f (3) became Articles 117(2) and 117(3) respectively. Following the entry into force of 
the Treaty of Lisbon, the TEC was partially folded into the Treaty on the Functioning of 
the European Union (TFEU) and the former Article 117(2) TEC became part of Article 141 
TFEU. All references to the EMI were dropped from the TFEU as the EMI was superseded 
by the ECB in accordance with Article 109l (2)/Article 123 (2).
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respect of the fulfilment by the Member States of their obligations regarding the 
achievement of EMU (Article 109j (1) TEU).4

The purpose of this paper is very specific: it attempts to examine how the EMI 
has exploited the analytical margin of manoeuvre between legal requirements and 
economic rationale to assess notably the concept of “a high degree of sustainable 
convergence”. It does not purport to cover the overall assessment by the EMI of the 
state of convergence, including legal convergence, in the EU, nor is it envisaged to 
dwell on the broader role assigned to the EMI of preparing for Stage Three of EMU, 
inter alia by fostering monetary policy coordination and convergence.5 Hence, it 
will only address the economic part of the various convergence assessments, which 
the EMI has undertaken during Stage Two of EMU.

Section 2 hereafter offers a reminder of the legal requirements. Section 3 looks 
at the various elements of the EMI’s assessment of sustainable convergence and 
how they have evolved through its three key publications on convergence, also in 
comparison with the Commission’s assessments. Section 4 evaluates the legacy 
of the EMI’s assessment, against the background of subsequent developments. 
Section 5 presents some conclusions. 

2  tHE  trEaty ’ S  dEF In It Ion oF  tHE  rEquIrEd dEGrEE  oF 
EConoMIC  ConvErGEnCE

Article 109j (1) was very prescriptive on what the Council was expecting to 
find in the EMI and European Commission convergence reports. It stipulated 
that these “reports shall include an examination of the compatibility between 
each Member State’s national legislation including the statutes of its national 
central banks, and Articles 108 and 109 of this Treaty and the Statute of the 
ESCB. The reports shall also examine the achievement of a high degree of 
sustainable convergence by reference to the fulfilment by each Member State of 
the following criteria:

 – the achievement of a high degree of price stability: this will be apparent from 
a rate of inflation which is close to that of, at most, the three best performing 
Member States in terms of price stability;

 – the sustainability of the government financial position; this will be apparent 
from having achieved a government budgetary position without a deficit that 
is excessive as determined in accordance with Article 104(6); 

 – the observance of the normal fluctuation margins provided for by the 
exchange rate mechanism of the European Monetary System, for at least two 
years, without devaluing against the currency of any other Member State;

4 Subsequently Article 121 (1) TEC and Article 140 (1) TFEU.
5 On this latter aspect, see Scheller (2014).
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 – the durability of convergence achieved by the Member State and of its 
participation in the exchange-rate mechanism of the European Monetary 
System being reflected in the long-term interest rate levels.”

The four criteria mentioned and the relevant periods over which they were 
to be respected were developed further in a dedicated Protocol (No 6) on the 
convergence criteria, annexed to the Treaty. A separate Protocol (No 5) contained 
additional details on the excessive deficit procedure.6 Given that these Protocols 
have the same legal value as the Treaty itself, the degree of prescription imposed 
on the EMI, and on the European Commission for that matter, was very high. 
Moreover, Article 109j (1) went on to stipulate that the reports of the European 
Commission and the EMI should also “take account of the development of the 
ECU, the results of the integration of markets, the situation and development 
of the balance of payments on current account and an examination of the 
development of unit labour costs and other price indices.”

The reason for this prescriptive approach as to how convergence should be 
assessed and why it was preferred to include precise language in the Treaty 
and related Protocol is described in Bini Smaghi, Padoa-Schioppa and Papadia 
(1994).7 Given that the Treaty was a contract between Member States, it needed 
to be legally specific to be enforceable. Lack of precision in defining the criteria 
for assessing convergence would have entailed the risk of future disputes on the 
meaning of the term “convergence”, possibly jeopardising the enforceability of 
the contract embodied in the Treaty. At the same time, the contractual nature of 
the engagement, as laid down in the Treaty, implied that any departure from the 
agreed framework for the assessment of convergence would require unanimity 
among all Treaty signatories. 

The authors also explain why ultimately a political consensus was reached on 
four key criteria with other criteria being relegated to the background. Still, 
in order to achieve this political compromise, it was eventually also necessary 
to depart from a fully mechanical application of the criteria. This was done in 
both a general and a specific manner. In general terms, the wording that the EU 
Council, “on the basis of” the EMI and European Commission reports, would 
assess for each Member State to determine whether it fulfilled the necessary 
conditions to adopt the single currency implied a certain amount of room for 
political judgement. Indeed, the ultimate decision on whether a country fulfilled 
the convergence assessment and hence was deemed ready to join the euro area, 
remained a political one, involving a discussion in the European Council as 
well as a decision by the EU Council, based on a proposal from the European 
Commission.8 In more specific terms, some space for economic interpretation 

6 Both Protocols are also annexed to the consolidated version of the Lisbon Treaty (TFEU), 
respectively as Protocol No 14 and No 13.

7 Bini Smaghi, Padoa-Schioppa and Papadia (1994), pp. 21-31.
8 The decision on the initial group of countries entering the euro area was taken at the level 

of the Council, meeting in the composition of the Heads of State or Government.



82 MoSS

remained in each of the convergence criteria9: the reference to the “at most 
three” best performing Member States in terms of price stability and long-term 
interest rate levels remained to be clarified; the excessive deficit procedure 
for the determination of a sustainable government financial position provided 
for judgemental elements to be exercised by the European Commission in its 
assessment (the EMI/ECB had no formal role in the excessive deficit procedure); 
and the required observance of the “normal” fluctuation margins in the exchange 
rate mechanism left undefined what the “new normal” was after the (initially 
temporary) widening of the fluctuation bands in the European Monetary System 
to +/-15%.10 The largest scope for economic interpretation undoubtedly existed 
in trying to assess the “achievement of a high degree of sustainable convergence 
by reference to” fulfilment of the four specified convergence criteria.

In contrast with the European Commission, the EMI was not obliged to deliver a 
recommendation as to whether a particular Member State was ready to adopt the 
single currency. Therefore, at least in principle, it had more intellectual leeway 
for assessing in depth the state of convergence in the EU, allowing it to draw 
more explicit attention to the risks attached to the sustainability of the observed 
indicators of convergence and thus delivering a tone that was not too lenient or 
too soft. As Alexandre Lamfalussy himself had indicated, the main instruments at 
the disposal of the EMI were, in practice, analysis and persuasion.11 At the same 
time, however, the EMI was bound by the same legal provisions laid down in the 
Treaty and the Protocol as was the European Commission in its evaluation of the 
state of convergence.12 Beyond the legal argument, it also made good economic 
sense not to over-interpret the convergence criteria. For one, there had been a 
lot of criticism in academic circles regarding the usefulness of, in particular, 
the fiscal criteria in assessing the readiness of an EU country to join a monetary 
union.13 In addition, responding to some of these criticisms by conducting the 
convergence assessment in a particular way could run the risk either of being 
perceived as straying too far from the legal assignment given or of failing to 
ensure equal treatment across countries in a time-consistent manner.14

9 Thygesen (1998) considers that two of the criteria, namely the ones on inflation and  
long-term interest rates, are free of ambiguity as they do not allow for any discretion at the 
political level.

10 On 7 October 1994 the EMI Council delivered an opinion in which it considered it advisable 
in the light of the experience made and the then prevailing circumstances to maintain the 
widened ERM fluctuation bands, which had been jointly decided on 2 August 1993 by the 
Ministers of Finance and Central Bank Governors of the EU. For a good overview of the 
exchange rate turbulences in the EMS leading to the widening of the fluctuation bands, see 
James (2012) pp. 324-381. 

11 See Lamfalussy (1995).
12 Pursuant to Article 19 of the Statute of the EMI (see Protocol No 19 of TEU), it would have 

been possible for EU citizens to question the legality of the interpretation of the Treaty and 
Protocol provisions on the convergence indicators by calling upon the European Court of 
Justice to provide its interpretation.

13 See for instance Bean (1992) doubting the usefulness of fiscal rules in the monetary union, 
Buiter (2006) revisiting his 1993 paper on the sense and nonsense of Maastricht, or De 
Grauwe (1992) pp. 170-177 on the debate on rules versus discretion in handling budget 
deficits in a monetary union.

14 On the latter point, see also section 4.2 concerning the discussion on the relevance of, and 
interpretation to be given to, the convergence criteria following the EU enlargement with 
the transition economies of central and eastern Europe. 
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During its life span of slightly less than four-and-a-half years, the EMI produced a 
number of reports in which the state of convergence was assessed. Table 1 above 
presents an overview and points to the different legal bases that were at the origin 
of the various reports.

3  tHE  EMI ’ S  aSSESSMEnt oF  SuSta InaBlE  ConvErGEnCE

3 .1  GEnEral  oBSErvat IonS

“In the economic field a wide range of decisions would remain the preserve of 
national and regional authorities. However, given the potential impact on the 
overall domestic and external economic situation of the Community and their 
implications for the conduct of a common monetary policy, such decisions would 
have to be placed within an agreed macroeconomic framework and be subject 
to binding procedures and rules. This would … avoid unsustainable differences 
between national member countries in public sector borrowing requirements and 
place binding constraints on the size and financing of budget deficits (…). The 
Committee is fully aware that the process of achieving monetary union is only 
conceivable if a high degree of economic convergence is attained.”15

The above excerpt from the Delors Committee report makes it clear that the 
community of EU central bank governors, who were all members of this 
Committee, together with a few external experts including Alexandre Lamfalussy, 
was acutely aware of the need for achieving sustainable convergence in order for 
the EMU process to be durable. It was by no means a coincidence therefore that 
in Art. 109j (1) TEU the words “sustainable”, “sustainability” and “durability” 
were all used in qualifying the required degree of convergence which the EMI 
and the European Commission were expected to assess.

Neither should it therefore come as a surprise that the first dedicated EMI 
assessment on the state of convergence, which because of statutory reasons 

15 See Report on Economic and Monetary Union in the European Community (1989), 
paragraph 19, p. 18.

tab l e  1  overv i ew o f  the  EMI ’ s  convergence  a s se s sment s

Type of report Legal basis Time of publication Number of pages

1994 Annual Report Art. 7 + 11 EMI Statute April 1995 45
Ad Hoc Report on Progress towards 
Convergence Art. 7 EMI Statute November 1995 136
1995 Annual Report Art. 11 EMI Statute April 1996 33
Progress towards Convergence Art. 109 j (1) TEU November 1996 142
1996 Annual Report Art. 11 EMI Statute April 1997 33
1997 Update on Legal Convergence Art. 7 EMI Statute October 1997 61
Convergence Report Art. 109 j (1) TEU March 1998 360
1997 Annual Report Art. 11 EMI Statute May 1998 28
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preceded the one by the European Commission,16 made it very explicit that 
sustainability implies that the achievements made in terms of convergence should 
not only hold at a specific point in time, but should also be durable in order to 
serve a sustainable EMU.17 Likewise, in the EMI’s first convergence assessment 
produced in accordance with Art. 109j (1) TEU, the issue of sustainability 
was raised at the outset, in contrast to how it was presented in the European 
Commission report.18 As a matter of fact, on 7 November 1995 Alexandre 
Lamfalussy reportedly summed up the “tour de table” discussion in the EMI 
Council on the subject of the EMI’s first Convergence Report by stating that 
almost everyone in the room had made the point that the sustainability of 
positions regarding inflation and public finances needed to be emphasised. He 
would see to it that this would be naturally introduced in the main body of the 
report as well as in its executive summary so that it would really hit the reader 
right at the beginning and provide a very good basis for the remainder of the text.

One year later Alexandre Lamfalussy referred to the definition typically given 
in dictionaries of sustainability as being “the ability to maintain or keep an 
effort going continuously”.19 The question to be asked therefore was, in his 
words, whether there were reasons to believe that a satisfactory performance is 
maintained only due to special circumstances, with the “headline” performance 
obscuring the underlying situation. In particular as regards the fiscal situation, 
he had doubts and argued that a sustained strategy of fiscal consolidation across 
most Member States would be warranted, not only in the immediate future but 
also well beyond the start of Stage Three. He therefore underscored the need for a 
strong and credible Stability Pact,20 but also highlighted the need to have a careful 
selection of the initial batch of countries that would be deemed ready to adopt 
the euro. This would in his view impose on the Heads of State or Government 
the need to stick to both the spirit and the letter of the Treaty, granting deviations 
from the deficit and debt reference values sparingly, carefully assessing whether 
the fiscal numbers for 1997, which were to form the basis of the decision in the 
spring of 1998, were sustainable and, in case of doubt, to lean towards caution. 

Similar echoes can be found in the convergence assessments which De 
Nederlandsche Bank and the Deutsche Bundesbank produced in the spring 
of 1998 for their respective national parliaments in view of the May 1998 European 
Council decision on the selection of the countries joining the euro area from the 
start. The Dutch central bank very much stressed the importance of the Stability 
and Growth Pact (SGP) with its stability programmes aimed at reaching the 

16 As a matter of fact, the European Commission wanted to have some parallels with the 
EMI’s assessment, not just for the reports to be produced in accordance with Art. 109j (1) 
TEU.It therefore decided to produce an annual report on the convergence in the European 
Union as from the first year after the start of Stage Two of EMU. The reports produced for 
the years 1994 and 1995 were published in January of the subsequent year. Prior to the start 
of Stage Two, the Commission had been obliged, pursuant to Article 109e (2)b TEU, to 
produce a one-off report on progress with regard to economic and monetary convergence 
and with the implementation of Community law concerning the internal market.

17 See EMI (1995) p. 3, as well as the first pages of the executive summary (p. VIII).
18 See EMI (1996b) p. 7 as opposed to European Commission (1996).
19 See Lamfalussy (1996).
20 It was only afterwards that the term Stability and Growth Pact came to be used.



85tHE quESt For SuStaInaBlE ConvErGEnCE In EMu – tHE EMI’S ConvErGEnCE aSSESSMEntS

medium-term budgetary objective of close to balance or in surplus as a key 
guarantee for sustainable convergence and a durable monetary union, next to 
fulfilling the convergence criteria.21 The German central bank, along the same 
lines, underlined that durability required looking not only at point-in-time results, 
but also into past and future perspectives. In the fiscal domain, a lot hinged on 
a credible implementation of the SGP, given that the fiscal convergence criteria 
had only been met rather recently. Moreover, the public debt criterion needed to 
be given due attention.22 The following quote (p. 22) is revealing: “The greater 
the shortcoming in meeting the criteria and the less they can be regarded as 
safeguarded on an enduring basis, the greater are the risks for economic growth 
and employment in the monetary union and the less the expectations that are 
placed on monetary union can be fulfilled. The economic fundamentals must be 
right upon entry into monetary union and be sustainable on a permanent basis.” 

In what follows, it will be shown how the concept of sustainability was assessed 
for each of the four main convergence criteria in the various EMI assessment 
reports. Also, the role of the “other factors” in the assessment of sustainable 
convergence will be highlighted. Reference will be made to the treatment 
applied to the concept of sustainability in the successive European Commission 
convergence reports. As a non-negligible footnote, it can be added that in all of 
its Annual Reports, the EMI stressed that policies aimed at achieving compliance 
with the convergence criteria were not just beneficial for joining monetary union, 
but were cornerstones of sound economic management per se, irrespective of the 
EMU process.

The EMI made it clear from the outset that it would assess the state of 
convergence and its sustainability in full independence, but it would do so in 
a fully accountable manner by stressing in advance that it would apply the 
following four guiding principles: (1) the individual convergence criteria would 
be interpreted and applied in a strict and rigorous manner; (2) they would be 
regarded as a coherent and integrated package that would all have to be satisfied 
on an equal footing; (3) they would have to be met on the basis of current 
data which would therefore also need to be as harmonised as possible; and  
(4) compliance with the criteria would be assessed in a consistent, transparent 
and simple manner.23 Full independence, of course, should not be equated with 
strict autonomy in the assessment methodology applied. On many technical 
aspects, the EMI staff collaborated closely with European Commission staff, in 
particular so as to avoid confusion arising from the use of different indicators 
at the level of the political addressees of the EMI and European Commission 
convergence reports.24 This also entailed close cooperation in the construction of 
cross-country comparable or harmonised statistics. Yet, in the language chosen to 
summarise its assessments, the EMI clearly stood out with wordings, including for 
individual countries, that did not paper over potential problems of sustainability. 

21 See De Nederlandsche Bank (1998), p. 32.
22 See Deutsche Bundesbank (1998), p. 17.
23 These four guiding principles have been taken over by the ECB and have continued to apply 

ever since, see for example the 2013 ECB Convergence Report on Latvia, p. 7.
24 See also Raymond (2014), p. 5.
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Needless to say, the drafting sessions of each EMI convergence report, in which 
all EU central banks participated, were at times lengthy. The eventual outcome, 
however, was therefore always a product that genuinely reflected the collective 
wisdom of the EU central banking community at the time. 

3 .2  aSSESSMEnt oF  tHE  SuSta InaB Il Ity  oF  pr ICE 
dEvElopMEntS

Already in its very first preliminary assessment of convergence, contained in 
its 1994 Annual Report, the EMI had pointed out that price stability needed 
to be maintained over the long term. Moreover, it had observed that inflation 
rates of 2% or less are levels that are generally regarded as price stability.25  
As mentioned previously, however, the EMI intended to rigorously stick 
to the legal provisions of the Treaty. Still, this left some marginal room for 
interpretation as the legal text was not unequivocally clear on a few elements.

One such element was the statistical way of determining “the average rate of 
inflation observed over a period of one year”, where the European Commission 
and the EMI agreed to use a definition that would minimise the volatility 
impact of exceptional factors.26 A “high degree” of price stability as mentioned 
in the Treaty also needed to take due account of special circumstances that 
might influence a particular annual inflation outcome. Three considerations 
were already being highlighted by the EMI in its 1995 convergence assessment. 
First, the role played by temporary factors that could lead to one-off changes. 
Indirect tax changes were explicitly referred to in this context. Second, the 
possibility of falling prices on account of a debt deflation environment, 
which it characterised by a high rate of bankruptcies, a banking crisis, a  
sharp contraction of money and credit and rapidly declining property prices. 
Third, the macroeconomic environment whereby the inflation performance 
achieved during a recession should be deemed unlikely to be sustainable over 
the course of the economic cycle. These various considerations could lead to 
a situation in which a very low inflation performance of a particular country 
had to be considered as an “outlier” result in the group of the “at most three 
best performing” countries in terms of price stability. As a corollary, it could 
reasonably be assumed that such an outlier result would not be sustainable. Yet 
the EMI was careful not to circumscribe the concept of an “outlier” too precisely 
ex ante, in order not to get pinned down on overly tight definitions ahead of 

25 See EMI (1995), p. 50.
26 Hence, it was deemed preferable not to use the more easily understandable approach of 

using the year-on-year change of the monthly inflation rate, because this carried a risk of 
base effects distorting the underlying picture. Moreover, looking at the average change in 
the last twelve months over the preceding twelve months was felt to be more compliant with 
the legal provision of looking at the price performance observed over a period of one year 
before the examination.
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time, thereby allowing for full consistency in its assessment over time.27 This 
prudent stance applied more generally to its assessment of the sustainability of 
price developments: “Given that sustainability of price developments cannot be 
captured in simple models, a consistent and transparent assessment of compliance 
with the criterion of sustainable price convergence cannot be done ex ante, but 
has to be done at the time when the assessment is to be made.” The successive 
EMI convergence assessments therefore paid increasing attention to (1) past 
trends of inflation, (2) underlying factors affecting inflation, and (3) long-term 
policy drivers of inflation. 

To better gauge inflation developments across the business cycle, the EMI 
reports generally produced longer backward-looking time series of inflation 
outcomes than the European Commission did. While the European Commission 
stressed that longer backward time series were not available on a harmonised 
basis28 and could hence not be used for a cross-country comparison, the EMI 
preferred to look at longer back-dated inflation series to better assess the relative 
importance of temporary versus underlying drivers at the individual country level. 
More specifically, the EMI convergence assessments looked at past inflation 
records for each country covering 6 years in its 1995 and 1996 assessments 
(starting in 1990 and 1991 respectively) and covering 8 years (1990-1997) in 
its 1998 assessment.

In addition the EMI reports highlighted – also in statistical terms – a number of 
underlying factors affecting inflation outcomes. Notably, the role of commodity 
prices and exchange rate changes affecting import prices and consequently 
consumer prices more generally was underscored, the impact of international 
and domestic demand trends affecting production and capacity utilisation, as 
well as autonomous cost pressures particularly influencing unit labour costs and 
profit margins, and the statistical impact on the CPI of indirect tax increases. 

27 Eventually, the concept of “outlier” became relevant only in the convergence assessments 
after the start of Stage Three. The ECB took on the same prudent, non-mechanical approach 
as the EMI. In practice, for a country to be identified as “outlier” two conditions need 
to be fulfilled. First, a statistical condition: the country’s 12-month average inflation rate 
has to be significantly below the comparable rate in other EU Member States. Second, an 
economic condition: price developments must be affected by exceptional factors. In the 
assessment of these conditions, no numerical threshold applies, rather sound analysis is 
performed on a case-by-case basis. Hence, it considered the 12-month average inflation rate 
of Lithuania in its 2004 Convergence Report to be an “outlier”, not because it had registered 
a negative inflation rate, but because of “an accumulation of specific factors”. Similarly in 
2010 and 2013, the Irish and Greek inflation rates, respectively, were considered “outlier” 
results since these countries’ rates had been significantly lower than those of other EU 
countries “on account of exceptional, country-specific factors”, relating essentially to the 
impact of the adjustment process in the wake of the 2009-2010 crisis. 

28 It is worth remembering that the 1996 convergence assessments by the EMI and the EC 
made use of Interim Indices of Consumer Prices (IICPs) and only the 1998 convergence 
assessment had recourse to Harmonised Indices of Consumer Prices (HICPs). For more 
details on the IICPs see EMI (1996a) Box 5; for details on the HICPs see European 
Commission (1998), pp. 74-76. 
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The same factors were also analysed in the successive European Commission 
reports on convergence. However, up until 1998, the European Commission 
seemed to prefer keeping their treatment confined to the chapter analysing “other 
factors”, namely the development of unit labour costs and other price indices. 
The earlier EMI convergence assessments were much more inclined to use these 
“other factors” as complementary checks for the sustainability of the inflation 
performance, being for example more explicit about the risks of rigidities in 
labour markets reflecting negatively not only on potential upward wage pressures 
and hence unit labour costs, but also on the potential scope for sustaining a 
low inflation environment. The European Commission’s 1998 convergence 
assessment appears inspired by this EMI approach in that it contained a separate 
section on underlying factors and sustainability of inflation performance, which 
inter alia looked into the disinflation process being supported by adequate wage 
behaviour and into domestic reactions to changes in import prices.

Moreover, the EMI reports, in particular the 1996 report, highlighted the 
importance of long-term policy drivers of sustainable price convergence.  
It is interesting to note that both the EMI and the European Commission covered 
three types of long-term drivers in their 1996 reports: (1) the conduct of a price 
stability-oriented monetary policy in Stage Three by an independent ECB and 
NCBs that were moreover subject to the prohibition of monetary financing;  
(2) fiscal policies, whereby the European Commission put most of the emphasis 
on the budgetary consolidation under way and its favourable influence on inflation 
expectations, whereas the EMI drew most attention to the potential for budgetary 
slippage and the ensuing risk of an unsustainable macroeconomic policy mix;29 
and (3) structural factors contributing to a low inflation environment (such as the 
integration of goods markets centred on the completion of the single market) or 
putting such an environment at risk. 

In contrast to the European Commission report of 1996, the EMI report at that 
time also pointed to the liberalisation of financial markets as a potential force 
exerting downward pressure on inflation. This element was no longer present in 
the 1998 EMI report, further diminishing the role played by financial factors in the 
assessment of sustainable convergence.30 Another slight difference in approach 
between the European Commission and EMI assessments of sustainable price 
convergence concerned the treatment of the short-term sustainability of inflation 

29 Alexandre Lamfalussy had already revealed his personal thinking about the sustainability 
of price stability being more than just the responsibility of the central bank’s monetary 
policy in his 1994 Per Jacobsson lecture. Here he argued that an independent central bank 
can in the end always achieve price stability, but with very different implications for 
growth, depending on the behaviour of the fiscal policy-maker. In other words, one cannot 
circumvent the need for an appropriate policy mix. As he put it, “Granting independence to 
central banks creates the conditions for a balanced dialogue between monetary and fiscal 
authorities, but an optimum policy mix requires two correct decisions, not simply one.” 
One of the examples he gave was that the efficient conduct of a non-inflationary monetary 
policy could be hampered by the level of government spending, given that a high level of 
transfer payments and the correspondingly high fiscal or wage cost burden weakens the 
kind of flexibility in price and wage formation that is essential to the smooth functioning of 
the transmission mechanism.

30 See also subsection 3.6 on “other factors”, as well as section 4.3.
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outcomes. While both institutions included short-term forecasts (the European 
Commission only reflecting its own forecast, the EMI reproducing forecasts from 
the European Commission, the OECD and the IMF), the EMI also gave details on 
recent trends (based on three-month and six-month moving averages). 

In conclusion, although by 1998 the European Commission report had taken on by 
and large the same type of assessment as the EMI, as regards the underlying factors 
and the sustainability of the inflation performance in EU Member States, the EMI 
reports of 1995 and 1996 had clearly taken the lead in this analytical presentation. 
Moreover, with the presentation of both backward and forward-looking indicators, 
the EMI reports were slightly more elaborate than the European Commission 
reports, underscoring the general objective of the EMI to put special emphasis on 
the concept of sustainability of the performance in terms of price stability.

3 .3  aSSESSMEnt oF  tHE  SuSta InaB Il Ity  oF  tHE  GovErnMEnt 
BudGEtary poS It Ion

Just as the methodological approach that was followed to assess the sustainability 
of the inflation performance had, the EMI 1995 report drew attention to the clear 
risk that data for individual years or shorter periods of time might mask underlying 
trends and make judgements regarding sustainability difficult.31 It made pointed 
observations on three underlying trends in the adjustment of governments’ 
budgetary positions that placed question marks on their sustainability: (1) the 
sustained increase in the ratio of public expenditure to GDP outpacing that of 
the ratio of public revenue to GDP, without the difference between the two being 
wholly accounted for by an increase in public investment;32 (2) the clear tendency 
of structural budget deficit corrections to be smaller than those of nominal budget 
deficit corrections, irrespective of caveats to be made for the measurement of 
structural deficits; and (3) a persistent trend for rising gross public debt-to-GDP 
ratios on account of a significant rise in this ratio during times of deceleration 
in economic activity followed by only a stabilisation of the ratio during times of 
economic recovery. 

The 1995 verdict of the EMI was therefore harsh and clear at the same time:  
“Over the medium term, the main characteristic of the development in government 
budgetary positions was one of divergence from the 60% [debt] and 3%  
[deficit] reference values while insufficient progress was being made to ensure 
a return to sustainable levels of deficits, let alone public debt levels”. Given past 
developments and current levels of structural deficits and expenditure ratios, a 
successful rebalancing of public finances would require determined action over 
a sustained period. Without such determined measures, and also taking into 
account other longer-term fiscal problems related notably to the existence of 
large unfunded liabilities in public pension systems and the impact of ageing 
populations on the financing of social security and health systems, there was a 

31 See EMI (1995b), p. 22.
32 This reference to a “golden rule type” of deficit financing stems from the fact that the 

Protocol on the convergence criteria explicitly called on the European Commission to look 
at this aspect. 
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major risk that debt positions would become financially unstable,33 an issue that 
the EMI itself recognised as being often disregarded in the public debate.34

To illustrate the potential for instability, the EMI’s 1995 report provided a 
breakdown (for the years 1990-1995) of the three major components of the 
evolution of public debt: the evolution of the primary balance, the GDP growth/
interest rate effect and stock-flow adjustments. Although the 1995 European 
Commission report presented the same analysis, it only did so in theoretical 
terms, preferring instead to focus on the (more favourable) picture of the 
declining positive values of the primary gap35 between 1993 and 1995.  
More generally, the 1995 analysis by the European Commission of fiscal 
developments in the EU was rather more of the “glass-half-full” type, whereas 
the EMI analysis did not even reach the “glass-half-empty” mark. 

Although the EMI pointed out in its 1995 Annual Report that there is no 
hierarchy in the convergence criteria, it stressed the key importance of a sound 
fiscal position to prevent financial instability, to avoid negative spillovers on the 
sustainability of the three other main convergence criteria (viz. the credibility 
of a price stability-oriented monetary policy, risk premia embedded in long-
term interest rates and exchange rate stability), and also to deliver satisfactory 
economic performance. With regard to the latter, Box 4 of the same Annual 
Report reviewed the existing literature on the macroeconomic impact of fiscal 
consolidation, arguing that positive confidence effects may be reaped in the 
prevailing circumstances in Europe.36

The 1996 EMI convergence report further deepened the analysis contained in 
the 1995 report. To gain additional insights into the nature of public financial 
imbalances, not only the influence of the business cycle and one-off factors were 
examined, but also changes in the structure of general government expenditures 
and receipts were considered. The 1996 report also contained Box 3.1 on the 
sustainability of fiscal positions with quite strong language on the great efforts 
that highly indebted countries would have to make. Reference was made to the 
potential crowding-out of non-interest expenditure by large interest payments, 
the potential problem of refinancing maturing debt, the vulnerability to sharp 
fluctuations in interest rates and exchange rates and the reduced flexibility to 
respond to adverse economic shocks. A related problem highlighted was the fact 
that high debt levels by themselves might trigger market volatility and seriously 
complicate the implementation of monetary policy, particularly in the case of a 

33 It is to be noted that, since 2009, the European Commission has started publishing annual 
fiscal sustainability reports analysing the sustainability of public finances in EU countries 
against the background of the impact of the crisis and the demographic ageing projected in 
the Annual Ageing Report.

34 See EMI (1995b), p. 24. 
35 The primary gap represents the difference between the debt-stabilising and the actual budget 

primary balance. If it is positive, it will lead to a decrease in the public debt-to-GDP ratio, 
assuming no countervailing effect from a positive stock-flow adjustment. 

36 It is somewhat ironic to note that, as M. Buti observed during a conference in late 2012, 
a “war of the boxes” had erupted in that year, with the IMF, the OECD, the European 
Commission and the ECB all publishing boxes commenting on research regarding the size 
of fiscal multipliers. 
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high proportion of short-term debt or debt indexed to short-term interest rates. 
Although a sustainable fiscal position was often understood as a budgetary 
situation consistent with a stable debt-to-GDP ratio, stabilising an unduly high 
debt ratio could only be regarded as an interim objective. 

To clearly illustrate the need for a reduction in public debt ratios, the EMI report 
evidently also referred to the Treaty requirement of convergence of the debt ratio 
towards a 60% reference value or below and calculated the debt convergence 
gap. Even though the Treaty was silent on the time horizon under which the debt 
convergence requirement would have to be met, common horizon calculations 
illustrated that the higher the initial debt burden, the more fiscal consolidation 
efforts would be required. Such debt convergence gap calculations were also 
called primary gap calculations, in as far as they assumed that the other drivers 
of debt ratio changes (the difference between the effective interest rate on 
outstanding public debt and nominal GDP growth, and stock-flow adjustments) 
would remain unchanged. With regard to the first element, the EMI was well 
aware of the forward-looking behaviour of financial markets having a favourable 
impact on fiscal consolidation efforts (lower interest rates would directly reduce 
the effective interest rate on outstanding public debt and could also indirectly 
lead, including via confidence effects, to lifting GDP growth). With regard to 
the stock-flow adjustments, the 1996 EMI report had already pointed to the 
occurrence of high adjustments of this type in several countries. 

The thorough EMI analysis on the sustainability of budgetary convergence stood 
in stark contrast to the rather scant treatment it received in the 1996 European 
Commission convergence assessment. Perhaps this explains why Thygesen 
opined that, although the concept of sustainability of public finances is mentioned 
in the Treaty, it is unlikely to be discussed in any detail in the two official reports 
since it lacks quantitative precision, however relevant the concept may be.37

It may be the case that in its 1996 convergence assessment the European 
Commission did not consider it necessary to provide an in-depth analysis of the 
sustainability of budgetary convergence, since it was already obvious prior to the 
writing of the report that there would not be a majority of EU Member States 
ready to embark upon monetary union in January 1997. It is noteworthy that 
the European Commission’s 1998 convergence report does engage in a much 
more thorough assessment of budgetary sustainability issues, in a similar way 
to what was indicated earlier for the assessment of the sustainability of inflation 
convergence. Indeed, this report deals extensively with matters such as the 
influence of the economic cycle, the importance of one-off measures, the size 
and composition of budgetary adjustment, medium-term prospects as presented 
in EU countries’ convergence programmes and sustainable debt trends (including 
calculations on the number of years needed by each country to bring its public 
debt-to-GDP ratio below 60%). 

37 See Thygesen (1998), p. 7.
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Meanwhile, in its 1998 report, the EMI made it clear that, in contrast to the 
European Commission, it had no formal role in the excessive deficit procedure. 
It also refrained from commenting further on EU Council decisions taken under 
the excessive deficit procedure. However, it continued to express its independent 
view on fiscal developments and hence was naturally inclined to focus on fiscal 
sustainability issues.38 Its forward-looking analysis, which was entirely based on 
harmonised European Commission (Eurostat) fiscal data, was anchored in two 
new elements of the EU fiscal framework: (1) the medium-term fiscal strategies of 
EU countries which were described in the Convergence Programmes (which were 
still not compulsory); and (2) the prospective application from 1999 onwards of 
the provisions of the Stability and Growth Pact with its Medium-Term Objectives 
for fiscal balances of close to balance or in surplus, which made the calculation of 
the link between deficit developments and the prospective path in the debt ratio 
more constraining. 

In conclusion, although by 1998 the European Commission’s report can be 
deemed to be as rigorous as the assessment of the EMI as regards the underlying 
factors and the sustainability of the budgetary performance in EU Member 
States, the EMI’s reports of 1995 and 1996 were also breaking new ground in 
their analytical presentation. Moreover, with the presentation of both backward  
(in respect of public deficits) and forward-looking indicators (in respect of public 
debt levels), the EMI’s reports were slightly more elaborate than the European 
Commission’s reports, underscoring the importance attributed by the EMI to the 
concept of the sustainability of fiscal performance, including for what concerns 
the conduct of monetary policy. 

3 .4  aSSESSMEnt oF  tHE  SuSta InaB Il Ity  oF  ExCHanGE ratE 
StaB Il Ity

Although the argument was often made that the exchange rate stability criterion 
could only be evaluated from an ex post perspective, given that the domestic 
currency would be superseded by the single currency after a positive assessment 
of the country’s convergence and hence readiness to enter the monetary union, 
the EMI in its 1995 assessment pointed out that the markets’ changing assessment 
of the credibility and sustainability of a country’s present and expected future 
policies were having a bearing on exchange rate developments. In general, a 
country’s currency could be expected to be stable if markets considered the 
authorities’ anti-inflationary commitment to be credible, if they were confident 
of the sustainability of its fiscal policy and if they deemed these two elements not 
to endanger the external competitiveness of the country.39

The EMI in its various reports produced information on the evolution of 
the real effective exchange rates of EU countries while pointing out that the 

38 In the case of Italy, the EMI statistical tables contained an alternative debt convergence 
calculation, based on a more favourable assumption regarding the real trend for GDP 
growth of the Italian economy than the European Commission was projecting. This had 
been added at the insistence of the Banca d’Italia. 

39 See EMI (1996b) Box 4.1 on exchange rate developments and sustainability of convergence, 
p. 39.
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sustainability of a country’s nominal exchange rate could also be assessed against 
the background of the evolution of its real effective exchange rate over time.  
The European Commission’s reports on convergence, at least during the lifetime 
of the EMI, stayed silent on this point even though a clear connection existed 
between the issue of nominal exchange rate stability (when measured in terms 
of deviations from the central rate in the exchange rate mechanism (ERM) of 
the EMS) and the irrevocable fixing of the conversion rate from the national 
currency into the euro.40

In dealing with nominal exchange rate assessments the European Commission’s 
reports had a peculiar way of measuring exchange rate stability, which was 
different from that of the EMI. The European Commission preferred to apply 
the median currency approach,41 which it claimed offered several important 
advantages compared with alternative approaches (notably its neutrality in terms 
of the denominator, its robustness against the outlier behaviour of currencies and 
its consistency with the spirit of the widened fluctuation margins in the ERM as 
had been decided in August 1993). Such an approach was also consistent with 
the role of the ECU/euro as the notional anchor of the ERM. The EMI on the 
contrary had no hesitancy producing data on the stability of exchange rates by 
measuring deviations from the central rates in the ERM against the strongest 
currencies or volatility measured against the Deutsche Mark.42 This type of 
approach better reflected the bilateral setting of central rates within the ERM 
and the de facto asymmetry between devaluation and revaluation of such rates. 

As noted earlier, the EMI convergence reports also made more elaborate use 
of the “other factors” to provide auxiliary evidence on the sustainability of the 
four main convergence criteria. With regard to the exchange rate criterion, the 
sustainability of the exchange rate (and consequently also the prevailing central 
rate) was therefore also assessed in the light of external developments, most 
notably the evolution of the current account balances of EU countries, their net 
foreign asset/liability position and their degree of trade openness. The European 
Commission’s reports, in dealing with current account balances under the 
“other factors”, put more emphasis on the fact that the liberalisation of capital 
movements would allow for a better intertemporal optimisation of private sector 
spending and saving decisions with the result that it would be a better reflection 
of the saving/investment balance of the private sector than in the past. Seen 
from this perspective, it obviously remained an important indicator of national 
debt sustainability, when viewed in combination with indicators of public 
indebtedness.

40 In EMI (1995b) extensive evidence was produced on the short, medium and long-term 
evolution of the real effective exchange rates of EU countries, using four different deflators 
for the nominal effective exchange rates (consumer prices, unit labour costs, export prices 
and producer prices). The only reference to effective exchange rates found in the three 
European Commission convergence assessments between 1995 and 1998 was a table on  
p. 69 of European Commission (1996) showing the nominal effective exchange rate 
evolution in the context of the discussion on import prices under the “other factors”. 

41 See notably the box on p. 125 of European Commission (1998).
42 This slight divergence in approach disappeared after the start of Stage Three when the ERM 

became a “hub and spokes” mechanism with the euro as the anchor.
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In conclusion, it is not an exaggeration to state that the EMI made an attempt 
to link the sustainability of the nominal exchange rates of EU countries to their 
real exchange rate evolution over time, by also drawing on the evidence from the 
current account data. This contrasted with the European Commission’s approach, 
which did not address sustainability issues on the grounds that a currency’s 
nominal exchange rate would no longer exist once its country had been selected 
for participation in the euro area.43 The focus of the European Commission’s 
assessment therefore remained on the best way of measuring the stability of the 
nominal exchange rates, for which it preferred a different method from the one 
applied by the EMI.

3 .5  aSSESSMEnt oF  tHE  SuSta InaB Il Ity  oF  lonG-tErM 
IntErESt  ratES

The treatment of long-term interest rates in the 1995 convergence assessment 
was relatively short and mainly driven by the need to address statistical 
data issues which at the time severely hampered a consistent cross-country 
comparison. In this regard, the EMI made a decisive contribution to the selection 
of suitable statistical data by advising the European Commission on a number of 
parameters that could usefully determine a harmonised set of benchmark long-
term government bond yields.44 In its 1996 assessment the EMI pointed to three 
determining factors for long-term interest rate differentials among EU countries: 
(1) differentials in expected inflation; (2) differentials in real interest rates (which 
should be tending to zero in an environment of full capital mobility); and (3) 
differentials in risk premia (singling out exchange rate risk, inflation risk, default 
risk and market volatility risk premia). It was explicitly mentioned that such risk 
premia might increase if domestic and/or external imbalances were regarded 
as unsustainable. It is noteworthy that the European Commission’s assessment 
in 1996 is much more rudimentary on this matter, while its 1998 assessment very 
much echoes the 1996 EMI assessment approach.45

Finally, it is worth highlighting that the EMI’s 1998 assessment not only 
produced data on long-term interest rate differentials vis-à-vis the (at most) three 
best-performing countries in terms of price stability (as provided for in Protocol 
No 6 TEU), but also with reference to the “core” countries.46 A reason for the 

43 The importance of the real exchange rate evolution as an indicator of price competitiveness 
came to bear only after the start of the monetary union, when it became increasingly clear 
that the relatively overvalued conversion rate of the Deutsche Mark into euro was being 
corrected by more lax wage policies in other euro area countries, thus worsening their 
relative unit labour costs, as well as by sound adjustment policies in Germany from 2004 
onwards. See also section 4.3 below. 

44 In the Box on p. 18 of European Commission (1996), the EC explicitly acknowledged the 
role played by the EMI in developing a harmonised series of long-term sovereign bond 
yields to be used as the statistical data for the assessment of the interest rate convergence 
criterion. An updated box with a more explicit recognition of the work done by the EMI can 
be found on p. 147 of European Commission (1998).

45 See European Commission (1996), p. 57 and European Commission (1998), p. 143.
46 De facto comprising the countries which at the time had been closely pegging their exchange 

rate to the Deutsche Mark for a number of years, namely Belgium, Germany, France, the 
Netherlands and Austria (taking into account that Luxembourg did not have a central bank 
conducting an independent monetary policy). 
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inclusion of what could be regarded as a kind of complementary indicator was 
not explicitly given. Presumably it had to do with the fact that this core group 
could be regarded as having achieved sustainable convergence in long-term 
interest rates, whereas the observed convergence in long-term interest rates 
among other countries might reflect not only market expectations of converging 
inflation rates and fundamentals among the wider group more generally, but also 
the market assessment of the likely prospect of the monetary union starting on 
time47 and hence embedding the fundamental economic outlook for the future 
euro area as a whole. Decreasing uncertainty about the prospective participants 
joining monetary union in 1999 had indeed led to a self-fulfilling prophecy of 
converging long-term interest rates, the so-called convergence play in financial 
markets to which both the European Commission and the EMI had previously 
drawn attention.48

In conclusion, while long-term interest rates embedded information on market 
expectations of future inflation, fundamentals and risk premia, they ultimately 
provided little additional information on the sustainability of the economic 
convergence compared with the other main convergence criteria. Both the EMI 
and European Commission assessments were therefore relatively short in their 
analysis of this criterion. Only the EMI made a small attempt to dissociate 
the component on market expectations of participation in the monetary union 
for a given currency from the component on the country-specific risk premia, 
by including the core countries as a benchmark. However, this approach 
yielded limited additional information on the outlook for the sustainability of  
long-term interest rates, all the more so since, as the European Commission 
rightly observed, long-term interest rate developments in EU countries cannot be 
assessed without reference to developments outside of the EU.

3 .6  rolE  oF  tHE  “otHEr FaCtorS”  In  tHE  aSSESSMEnt oF  a 
H IGH dEGrEE  oF  SuSta InaBlE  ConvErGEnCE

Notwithstanding the rigorous adherence by the EMI to the Treaty provisions 
on the assessment of a high degree of sustainable convergence, it is interesting 
to note that the 1995 and 1996 EMI reports treat the four categories of “other 
factors”, for which the Treaty stipulates an assessment, in exactly the opposite 
way to the way they are mentioned in the Treaty.49 Such an inverse consideration 
makes sense from an economic perspective, especially if the intention is to focus 
on sustainability considerations on the one hand, and to use a corroborative 
type of approach in view of the close relationship between some of the “other 

47 It should be recalled that a number of mostly non-European commentators still believed 
for some time that European leaders could decide to amend the “no later than” starting 
date foreseen in the Treaty in circumstances in which only a non-significant group of EU 
countries would qualify to start EMU in 1999.

48 See for instance Box 5.1 on long-term interest rates and sustainability of convergence in 
EMI (1996b), p. 47.

49 As mentioned above, the Treaty speaks of the need to take account of: (1) the development 
of the ECU; (2) the results of the integration of markets; (3) the situation and development of 
the balance of payments on the current account; and (4) an examination of the development 
of unit labour costs and other price indices.
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factors” and the four main convergence criteria on the other hand. Indeed, the 
development of the ECU was never going to have a sustainable impact as it 
was to be submerged into the single euro financial market that would come into 
being at the start of Stage Three of EMU. It would probably have made sense to 
look more at the ECU market development as an indicator of financial market 
integration. However, since a literal interpretation of the Treaty provision was 
pursued, this avenue was not investigated.50 It should be acknowledged though 
that the European Commission and the EMI convergence reports made some 
reference to the integration of financial markets, in that they paid attention to 
foreign direct investment flows, but this was done, in particular by the European 
Commission, as part of scanning broader evidence on the integration of markets 
in the EU. Such integration was expected to lead to greater competition, which 
over time would help improve the structural performance of goods and labour 
markets. In turn, this was deemed to increase the likelihood of convergence being 
sustainable, provided of course that obstacles to the integration of markets were 
removed. The EMI for instance explicitly referred to indirect taxation and capital 
income taxation differentials as hindrances to such integration. The third “other 
factor” concerned the situation and development of balances of payments on the 
current account. As noted above, and somewhat in contrast with the European 
Commission reports, the EMI convergence assessments used the current account 
information essentially for shedding light on potential problems with the 
sustainability of some of the main convergence criteria, notably exchange rate 
stability, but also the government’s budgetary position and inflation pressures. 
Similarly, the fourth “other factor” mentioned in the Treaty, the development of 
unit labour costs and other price indices, was seen primarily as a tool to provide 
additional information on the sustainability of the price stability achievement, as 
highlighted earlier. It must be added that such complementary checking needed 
to be done with due caution given the lack of harmonised price and cost data in 
many instances.

In conclusion, considering the secondary role played by the “other factors” in 
the convergence assessment as defined in the Treaty,51 and given also the lack 
of sufficiently harmonised data, the EMI early on, and subsequently also the 
European Commission, essentially utilised the information derived from these 
“other factors” to back up their assessment on the sustainability of the main 
convergence criteria. The EMI even pushed this logic in its 1998 report to the point 
of no longer considering in a separate section the “other factors” in its assessment 
of economic convergence, something the European Commission continued to do 
in order to be seen as fully complying with the Treaty requirements. 

50 Accordingly, the consolidated version of the Lisbon Treaty in Art. 140 (1) TFEU only 
refers to three other factors, removing the reference to the development of the ECU, which 
could have been reinterpreted as the development of the euro financial markets. See also 
section 4.3 on the subsequent growing attention being paid in the ECB and European 
Commission convergence reports to financial market issues. 

51 See also Bini Smaghi, Padoa-Schioppa and Papadia (1994), p. 25.
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4  tHE  lEGaCy oF  tHE  EMI ’ S  aSSESSMEnt oF  SuSta InaBlE 
ConvErGEnCE

In accordance with Art. 109l TEU, the EMI went into liquidation upon the 
establishment of the ECB on 1 June 1998. Liquidation had to be completed by the 
start of Stage Three of EMU on 1 January 1999. It is a rare fact to see international 
institutions being liquidated, but in the case of the EMI, it could institutionally 
be described as a takeover by the ECB.52 Indeed, the President of the EMI,  
Mr W. F. Duisenberg, who, pursuant to Art. 23.7 of the EMI Statute, had to relinquish 
his office on 1 June 1998, became the first President of the ECB on that same day.  
One of the initial Executive Board members of the ECB later not only commended 
the excellent quality of the work delivered by the EMI, but also noted that the core 
of the ECB staff was composed of ex-EMI staff members.53

Notwithstanding this institutional continuity and intellectual heritage, it is worth 
asking to what extent the EMI’s approach to assessing the sustainability of the 
convergence process in the EU remained relevant after the end of Stage Two 
of EMU. After all, many things changed with the start of Stage Three in 1999. 
Moreover, only two countries initially remained subject to a biennial convergence 
assessment, as Table 2 illustrates. 

One way of probing the robustness of the EMI’s assessment of a high 
degree of sustainable convergence is to consider periods in which important 
macroeconomic developments or “shocks” occurred in the course of Stage 
Three and how they impacted on the convergence assessment methodology 
in general, and the assessment of “a high degree of sustainable convergence” 
in particular. In what follows, three such periods are successively assessed: 
(1) the period between 1999 and 2005, marked by a weak implementation of 

52 Further details on the origins of the temporary nature and limited responsibilities of the EMI 
can be found in James (2012), pp. 298-304 and Bini Smaghi et al. (1994), pp. 36-41.

53 See Issing (2008), p. 9.

tab l e  2   European  Commis s i on  and  ECB  convergence  a s se s sment 
s i n ce  1  j anuary  1999

Time of assessment EU countries covered
May 2000 GR, SE 
May 2002 SE 
October 2004 CZ, EE, CY, LV, LT, HU, MT, PL, SI, SK, SE 
May 2006 1) LT, SI 
December 2006 CZ, EE, CY, LV, LT, HU, MT, PL, SK, SE 
May 2007 1) CY, MT 
May 2008 BG, CZ, EE, LV, LT, HU, PL, RO, SK, SE 
May 2010 BG, CZ, EE, LV, LT, HU, PL, RO, SE 
May 2012 BG, CZ, LV, LT, HU, PL, RO, SE 
June 2013 1) LV 
May 2014 2) BG, CZ, HR, LT, HU, PL, RO, SE 

1) Specific request for an ad-hoc assessment pursuant to Art. 140 (1) TFEU
2) Tentative date
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the economic governance framework, exemplified by the introduction of a 
more flexible SGP; (2) the period between 2004 and 2007, during which the 
additional challenge of EU enlargement was presented; and (3) from 2007 
onwards, featuring the global economic and financial crisis with the euro area 
sovereign debt crisis in its aftermath.54

4 .1  WEak IMplEMEntat Ion oF  tHE  EConoMIC  GovErnanCE 
FraMEWork 

In contrast with the continued reliance on the Maastricht convergence assessment 
procedures, the record of continued compliance with, in particular, the Maastricht 
fiscal convergence criteria for the member countries of the euro area was 
much less satisfactory. The Delors Report had already drawn attention to 
the risk of insufficient market pressures and policy awareness of the need to 
correct national economic disequilibria after a country had joined EMU.55 In 
its 1998 convergence assessment the EMI had clearly indicated that ensuring 
sustainability depends both on the achievement of a sound starting position 
and on the policies pursued after the start of Stage Three of EMU. Whereas the 
record on inflation convergence stayed very positive56 and long-term interest rate 
convergence remained very strong, even up until the start of the global financial 
crisis at the end of 2008, the track record in terms of fiscal policy convergence 
in the first few years after the start of monetary union became increasingly 
unsatisfactory. 

A number of the political economy factors that had been the basis of the 
successful fiscal convergence process laid out in the Maastricht Treaty were no 
longer effective, leading to an increasing disregard of the letter and the spirit of 
the original SGP. In 1999 Szász had already been rather prescient on the lack 
of political will to make the rules of the SGP bite: “It is far from certain that 
the draconian fines envisaged in the Pact will be imposed in practice, and this 
is less likely, the larger the number of participating countries having excessive 
deficits. The Pact can only be respected if countries reduce their public sector 
deficits sufficiently below 3% of GDP on average to have a safety margin 
allowing automatic stabilisers to function during cyclical downturns. In view of 
the difficulty of major countries, among them Germany and France, to reduce the 
deficit even to 3%, this seems far from certain.”57

54 Apart from these three macroeconomic shocks, one could also refer to a fourth statistical 
shock which had to do with the realisation that the statistical data provided by the Member 
States to Eurostat were not in all cases sufficiently reliable. The case of Greece and its weak 
statistical governance is well known. With the EU entry of the “new” Member States in 
May 2004, the ECB started, from October 2004 onwards, including a special section on the 
statistical methodology of the convergence indicators in which the quality and integrity of 
the underlying statistics for the examination of the state of convergence was stressed. 

55 See Report on Economic and Monetary Union in the European Community (1989), 
paragraph 26, p. 21.

56 While average annual HICP inflation in the euro area was broadly consistent with the 
ECB’s definition of price stability, the degree of inflation dispersion within the euro area 
was also low, even surprisingly so, as noted by Mongelli and Wyplosz (2009), p.28.

57 See Szász (1999), p. 163.
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The story of the flexibilisation of the original SGP in 2005,58 after the highly 
unusual court case between the European Commission and the EU Council 
following the latter’s decision not to step up the excessive deficit procedure 
vis-à-vis France and Germany need not be retold here.59 The ECB, in its special 
tenth anniversary edition of its Monthly Bulletin phrased it very diplomatically: 
“The implementation of the EMU fiscal surveillance framework has faced many 
challenges related to fiscal developments in euro area countries since 1999”.60 
A quote from Alexandre Lamfalussy in 2006 sums it up more poignantly: 
“The cavalier way in which an increasing number of Member States have dealt 
with the constraints of the Stability and Growth Pact suggests that they have 
conveniently forgotten that this pact was explicitly designed (not in prehistoric 
times but in 1997) to preserve the constraining elements of the fiscal convergence 
criteria after accession to EMU, precisely because uncontrolled fiscal laxity 
could severely undermine the ECB’s ability to fulfil its prime responsibility 
of maintaining price stability.” 61 The amendments to the SGP undertaken 
in 2005 did not sufficiently address the situation, but outcomes were papered 
over by the favourable effects of the “Great Moderation”. Beneath the surface, 
however, they inexorably laid the ground for some of the problems encountered 
during the euro area sovereign debt crisis which erupted in 2010.

Featuring less prominently than the fiscal developments were the evolution of 
real effective exchange rates and the evolution of current account imbalances. 
Both of these developments had been looked into by the EMI as “other factors” 
that provided auxiliary information to assess the sustainability of the nominal 
convergence process of euro area participants. At the start of monetary union, 
Wim Duisenberg was able to claim, with a reasonable degree of satisfaction, 
that national differences in growth and inflation in the euro area were not 
unusual.62 Over time, however, persistent signs of divergence across euro area 
members became apparent. As the many drivers of these divergences belonged 
predominantly to the economic policy agenda which was largely within the 
remit of individual Member States, the only way forward for the European 
Commission was to engage in soft coordination, in full respect of the principle 
of subsidiarity. However, the main tools to this end, the Broad Economic Policy 
Guidelines, which allowed for Council recommendations and warnings under 
Art. 121 (4) TFEU, and the Lisbon Strategy, launched in 2000 with its “open 
method of coordination”, remained ineffectual.63

58 See Buiter (2006) who speaks of four key emasculating changes to the reformed SGP as 
adopted in March 2005, which effectively killed it. The Governing Council of the ECB 
in a statement of 21 March 2005 expressed its serious concerns about the changes to the 
corrective arm of the SGP.

59 A short summary of all the problems encountered with the implementation of the SGP in the 
first five years can be found in European Commission (2008), pp. 136-139. 

60 See ECB (2008), p. 74.
61 See Lamfalussy (2006), p. 6.
62 See Duisenberg (1999).
63 See European Commission (2008), p. 140. A much stricter view of the weakness of 

economic policy coordination in the euro area prior to the outbreak of the crisis can be 
found in Pisani-Ferry (2006), pp. 836-841. 
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From the point of view of assessing the degree of sustainable convergence, the 
above merely confirmed the validity of the earlier EMI approach of looking very 
carefully at underlying fiscal developments in a medium-term perspective and 
of paying due attention to factors such as real exchange rate developments and 
current account balances as indicators of price competitiveness that needed to 
stay aligned in order for the monetary union to continue functioning smoothly.64  
The convergence assessment methodology applied by the ECB from 2000 onwards 
therefore only changed marginally compared to what the EMI had been doing. 
Some additional details on budgetary revenues and expenditures were added, 
as well as details on the general government deficit-debt adjustment data in the 
statistical tables on fiscal developments. Furthermore, more detailed information 
was provided on countries’ balance of payment situations. 

4 .2  EnlarGEMEnt oF  tHE  Eu

The political momentum towards reintegrating continental Europe led to a 
milestone enlargement of the EU in May 2004 when ten new Member States 
joined the EU. Even though, according to the Treaty provisions, their first 
biennial assessment of surveillance should have been conducted only in the 
spring of 2006, it was decided to delay the 2004 convergence assessment from 
May to October in order to be able to incorporate a first assessment of the state 
of convergence of the new Member States. This added to the debate about the 
relevance of the nominal convergence criteria as euro area entry criteria for 
countries at a very different level of real convergence, which was essentially the 
case for the economies in central and eastern Europe.65

More specifically, the relevance of the Maastricht convergence criteria for 
determining the readiness of the new Member States to enter the euro area was 
contested on the following grounds. As regards the price convergence criterion, 
there were questions surrounding the appropriate reference value and whether it 
should be the average of the three best performers inside the euro area rather than 
the EU or the ECB’s quantitative definition of price stability. With regard to the 
exchange rate criterion, there were questions on the entry into ERM II and on its 
appropriateness as a so-called training room to prepare for euro area entry, in view 
of the occurrence of Balassa-Samuelson effects leading to price level convergence. 
Concerning the long-term interest rate criterion, several of the new Member States 
had very limited sovereign debt markets and, more generally, small capital markets 
in domestic currency on account of a large degree of euroisation. As regards 
the fiscal convergence criteria, it was pointed out that a number of euro area  
Member States continued to violate them, while non-euro area Member States were 
obliged to meet them in order to qualify for euro area membership.

Notwithstanding lengthy debates, also in the General Council of the ECB, 
which had to approve the ECB Convergence Reports, the legal argument 
ultimately prevailed, namely that it was not possible to deviate from the Treaty 

64 See ECB (2008), pp. 85-87. 
65 The prolonged debate on nominal versus real convergence triggered many academic 

publications. By way of example, see Darvas (2010) and Paleta (2012) for a Hungarian and 
Czech perspective, respectively.
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requirements which had been rigorously observed by the EMI/ECB and the 
European Commission in all of their successive convergence assessments for all 
EU countries. In response to those claiming that equal treatment was more than 
just applying an unchanged legal framework in the same way, but that it also 
involved fairness and economic rationality, the following counterarguments were 
put forward: first, it was fair not to make too many distinctions between “old” 
and “new” Member States nor between euro area and non-euro area countries; 
second, it was economically rational, also for the new Member States, to conduct 
economic policies that would lead them to meet the convergence criteria in a 
sustainable manner.66

The convergence assessment methodology applied by the ECB from 2004 onwards 
therefore by and large followed the approach that the EMI had been following. 
Some additional “related indicators” were added in the country-specific 
statistical tables on price developments,67 as well as some additional information 
on indicators of integration with the euro area. In the overview section, moreover, 
a table on governance indicators was added to provide some information on the 
quality of the institutional environment in all EU countries. As to the language 
used in assessing the degree of sustainable convergence, concerns were more 
strongly voiced by the ECB in the case of some of the former transition 
economies, taking into account their past experience.68

4 .3  tHE  GloBal  F InanC Ial  Cr I S I S  and tHE  Euro arEa 
SovErE IGn dEBt  Cr I S I S

The global financial crisis, the subsequent “Great Recession” and the eruption 
of the euro area sovereign debt crisis with its “doom loops” operating between 
the real and the financial economy, the real economy and the fiscal accounts, 
and the fiscal accounts and the financial economy, were epochal events that, 
in the view of a number of observers, brought the euro area close to the brink 
of unsustainability. As part of the measures taken that aimed at restoring an 
effectively functioning EMU, the fiscal framework of the SGP was considerably 
reinforced.69 One of the reinforcements concerned the operationalisation of 
the public debt criterion allowing for more automaticity in the triggering 
of an excessive debt procedure. Other reinforcements concerned a more 
effective sanctioning regime, a strengthened national ownership of the EU 
fiscal governance framework, and the submission of draft national budgets for 
assessment by the European Commission and discussion in the Eurogroup.  

66 See for example Papademos (2004) and Issing (2008), pp. 191-193.
67 Comparing price levels and GDP per capita levels with those in the euro area. 
68 This was most notably the case for Latvia, with ECB (2013), p. 48 stating the following: 

“Joining a currency union entails foregoing monetary and exchange rate instruments and 
implies an increased importance of internal flexibility and resilience. Economic sustainability 
is thus conditional on a permanent willingness, on the part of both the authorities and the 
public at large, to adjust and to introduce the necessary reforms and policy measures to 
safeguard macroeconomic stability and the competitiveness of the economy.”

69 See ECB (2012), Box 2, pp. 10-12 and ECB (2013), Box 2, pp. 11-13 for an overview of the 
new legal provisions in the fiscal domain. 
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All of these elements70 were supposed to contribute over time to more sustainable 
fiscal policies in the EU and euro area Member States, eventually showing up 
in declining debt-to-GDP ratios towards the Treaty reference value. One of the 
long-standing concerns, expressed in the first EMI convergence assessments, 
namely that fiscal sustainability cannot be guaranteed with a high, even though 
stable, debt-to-GDP ratio was thus addressed, at least in principle.

The macroeconomic surveillance framework was also distinctly reinforced with 
the introduction of the Macroeconomic Imbalance Procedure (MIP) that includes 
both a preventive and a corrective arm. The latter consists of the Excessive 
Imbalance Procedure, which provides for potential sanctions for euro area 
countries. The MIP also includes an alert mechanism for the early detection of 
possible imbalances, based on an annual scoreboard, containing 11 indicators. 
What is noteworthy is that a large majority of these indicators were already 
covered in the statistical tables included in the EMI’s convergence reports.71 
The missing ones were essentially financial in nature (private sector credit flow, 
private sector debt and total financial sector liabilities), all of which came onto the 
radar only after the outbreak of the global financial crisis. With hindsight, it seems 
odd that for a long time all the European institutions almost exclusively focused 
on public sector debt issues while neglecting private sector debt developments. 

A further reinforcement concerned the formalisation of a European Semester 
approach in which the submission of National (structural) Reform Programmes 
by Member States gives rise to the formulation of Council Recommendations on 
Broad Economic Policy Guidelines, which members are subsequently expected 
to implement in the second semester of the annual cycle. In addition, there are 
specific Recommendations for the euro area as a whole which aim at strengthening 
the adjustment capacity of the euro area to shocks, focusing on such elements as 
flexibilising wage and price behaviour, facilitating the reallocation of resources 
between the tradable and the non-tradable sectors of the economy, and allowing 
for a better integration of euro area markets more generally.72 These elements 
will undoubtedly help to foster the market integration of the euro area, thereby 
adding to the sustainability as well as the optimum currency area features of the 
euro area. This is a domain in which the EMI in its convergence assessments 
can be seen as having underemphasised the importance of the structural reform 
agenda. However, as this agenda was not part of the Treaty convergence criteria, 
except for a brief mention under the “other factors”, it was not really taken up in 
the assessment of sustainable convergence by the EMI, with the exception of a 
summary table of integration indicators. This was not a matter of oversight, but 
one of deliberate policy choice to stick closely to the Treaty requirements, as 
was indicated early on in this paper. As a matter of fact, during the discussion on 
the EMI’s first Convergence Report on 7 November 1995, one of the members 
of the EMI Council remarked that, while this report complied with a rigorous 

70 The entire package tends to be referred to in the media as the “six-pack”, “two-pack” and 
“fiscal compact”.

71 This was the case, in EMI (1998a) for 7 of the 11 indicators: the current account balance, the 
net international investment position, the real effective exchange rate, nominal unit labour 
costs, house prices, general government debt and the unemployment rate. 

72 On the first steps in this direction, see European Commission (2008), pp. 140-143.
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interpretation of Article 7 of the EMI Statute (and hence with the Treaty), it 
deserved to be noted that there was a blind spot in the Treaty itself, namely the 
emphasis on structural reform. At some point in the future, this matter would 
need to be addressed. This member was Jean-Claude Trichet, who later became 
President of the ECB.

A similarly deliberate disregard concerned the financial sector side. Yet there was 
a clear awareness that the start of monetary union would have major implications 
for financial integration.73 Moreover, Lamfalussy himself had throughout his 
professional life, notably at the BIS, undertaken work on financial stability issues 
in an environment of growing financial globalisation, and had triggered some 
internal EMI work on such issues. The ECB evidently also took a keen interest 
in financial integration in Europe.74 However, the ECB also did so outside of the 
convergence assessment process, thereby maintaining the methodology applied 
by the EMI of staying close to the Treaty requirements. The only instances where 
the EMI convergence reports referred to financial developments concerned its 
treatment of ECU markets and the integration of markets. However, the ECU 
markets were deemed to have been phased out at the start of Stage Three, 
although one could claim that the international role of the ECU/euro continued 
after 1999.75 Also, the treatment of the integration of markets included some 
reference to financial markets but only in terms of tax-related impediments to 
a full integration of financial markets. More generally, the EMI felt that these 
were “single market” issues to be assessed in the first instance by the European 
Commission. 

Finally, experience has also clearly shown how important a strong national 
institutional environment is for the sustainability of economic integration, 
convergence and economic adjustment in Europe. Improvements in the 
institutional environment entail, among other things, better regulations, better 
governance, a better quality of statistics, a low degree of corruption and a more 
business-friendly environment.76 In this context, it is worth making reference 
to the letter sent by the Latvian authorities to the President of the Eurogroup 
in connection with the country’s convergence assessment in June 2013, in 
which they acknowledge that “avoiding the return of pro-cyclical policies 
will be key and additional efforts shall be devoted to strengthening the quality 
of the institutions, business environment and governance underpinning the 
competitiveness and stability of Latvia’s economy”.77

Notwithstanding all of these changes to the economic governance framework, 
which have left their imprint on the assessment of convergence by the ECB 

73 A good overview of developments in the first ten years is provided by Lane (2009), in 
Maćkowiak	et	al.	(eds.),	pp.	82-115	and	by	Jappelli	and	Pagano	(2010),	in	Buti	et	al.	(eds.),	
pp. 315-353. 

74 See ECB (2008), pp. 101-116 and Draghi (2014).
75 The ECB started publishing separate reports on the international role of the euro.
76 Since 2012 the ECB has included in its convergence reports a brief assessment of the quality of 

institutions in the countries assessed. See ECB (2012), pp. 46-48 and ECB (2013), pp. 55-56.
77 This “commitment letter” can be found on the website of the Latvian Ministry of Finance.
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and European Commission,78 the jury is still very much out on the best political 
economy method for securing what some have called a genuine EMU. One 
view is that “a key issue for sustainability is to resolve potential conflicts 
between national agendas for growth and employment creation. Here political 
will in either driving towards greater political integration or in the creation of 
cooperative fiscal arrangements will be vital for the underlying durability of 
EMU”.79 A second view, espoused by Alexandre Lamfalussy,80 is that “Since 
my suspicion is that the emerging differences between the growth performances 
within Euroland can to a large extent be attributed to policy decisions  
(or the lack of them) by individual countries, I come to the conclusion that we 
should not expect much help from any move toward macroeconomic fiscal 
federalism… I would therefore today put less exclusive stress on the need for 
macro-policy coordination than I did 16 years ago, but would rather emphasise 
the desperate need to accelerate – and collectively accelerate – the micro or 
supply-side reforms, of which we have so far seen only timid, and very uneven, 
beginnings. It is in this particular area that the E-leg [of EMU] should be 
strengthened.” Jean Claude Trichet a few years later publicly expressed the 
view that progress was needed both in the fiscal and the economic governance 
domain.81 An all-encompassing view, also incorporating the call for a much 
stronger financial sector governance framework, including a banking union, is 
reflected in the so-called Four Presidents’ Report of December 2012. In this 
report and its interim version some months before, the President of the European 
Council, in close collaboration with the Presidents of the European Commission, 
the Eurogroup and the ECB, outlined a series of actions required to ensure the 
stability and integrity of Economic and Monetary Union, covering financial, 
fiscal and economic policy issues, as well as elements of democratic legitimacy 
and accountability.82

Whatever the future years may bring in terms of additional reinforcement of 
the sustainability of EMU, the convergence assessment reports by the ECB and 
European Commission are unlikely to change fundamentally what has been set 
up by EMI while the current Treaty provisions on the assessment of sustainable 
convergence remain unaltered. However, having learned the lessons from the 
global financial crisis and the euro area sovereign debt crisis, the assessment 
of the requirements for sustainable convergence has been broadened wherever 
possible. Mario Draghi summed it up as follows: “To be sustainable, nominal 
convergence should be underpinned by broader economic convergence, which in 
turn depends on the sustainability of the relevant monetary, fiscal, structural and 
financial policies before and after euro adoption”.83

78 Both reports now include an explicit treatment of the Macroeconomic Imbalance Procedure. 
Given the absence of country cases subject to an Excessive Imbalance Procedure (EIP), it 
has not yet been formally determined whether this would disqualify a country from meeting 
the convergence requirements. ECB (2012), Box 5 p. 8, however, states that EU Member 
States with a derogation that are subject to an EIP can hardly be considered as having 
achieved a high degree of sustainable convergence as stipulated by Article 140 (1) TFEU. 

79 See Bordo and James, (2010) in Buti et al. (eds.), “The Euro – The first decade”.
80 See Lamfalussy (2006), p. 8.
81 See Trichet (2011).
82 See Van Rompuy et al. (2012).
83 See Draghi (2012).
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5  ConCludInG oBSErvat IonS

Based on the evidence reviewed in the previous two sections, the conclusions 
of this paper on the role played by the EMI in the assessment of sustainable 
convergence of countries destined to enter the euro area from the start can be 
summarised in the following six messages. 

First, in conducting its convergence assessment the EMI had to be a front-runner 
by necessity. Not only was it set up to prepare for the subsequent establishment of 
the ECB, it also had a statutory requirement to report on the state of convergence 
during each year of its existence. Hence, it was legally obliged to assess the 
state of sustainable convergence in the EU before the European Commission 
was mandated to do so.84 While fully adhering to the Treaty requirements, the 
EMI opted to apply a wide-ranging approach in trying to assess a high degree of 
sustainable convergence in a rigorous, coherent and transparent manner (taking 
both a backward and forward-looking approach). This approach resulted in 
highly professional assessments from November 1995 onwards that contained 
many indicators of sustainability, which have only started to again receive the 
attention they deserve in the past several years, since the crisis commenced. The 
EMI’s performance, which to a large extent reflected the collective wisdom of 
the EU central banking community at the time, not only boosted the credibility of 
the EMI in the eyes of the policy-makers at the time, it also left a strong imprint 
on the way in which the ECB – of which it was essentially the embryo – has 
conducted its own convergence assessments from 2000 onwards. Moreover, it 
decisively influenced the assessment methodology of the state of convergence as 
applied by the European Commission before the start of Stage Three of EMU.85

Second, the independence of the EMI and its other statutory provisions, which 
did not foresee an active role in the decision-making process on recommending, 
let alone deciding on, which country should join the euro area as from the start 
of Stage Three, enabled it to engage in a deeper economic analysis of the concept 
of the sustainability of convergence referred to in the Treaty. This led the EMI to 
take a strong stance on in particular fiscal sustainability issues, even though it was 
bound by the formal process determining whether an excessive deficit exists in a 
particular country. It notably emphasised the importance of the Treaty language 
regarding the reference value of the public debt-to-GDP ratio and showed in a 
simple, mechanical way what the requirements were in terms of the primary 
public sector balance that would need to be fulfilled in order for the public debt 
level to approach or reach the Treaty reference value of 60%. Since the political 
decision was taken not to leave certain countries out of the starting group of 
euro area participants, the trade-off between a “no later than” starting point for 
Stage Three of EMU (“if (…) the third stage shall start on 1 January 1999”) and 
a rigorous assessment of the high degree of sustainable convergence attained 

84 The European Commission was legally required to prepare a first assessment on the state of 
convergence in the EU in view of the political decision to be taken before the end of 1996 
as to whether a majority of EU Member States was ready to adopt the euro as their common 
currency. 

85 In addition to the formally required convergence report of 1998, the European Commission 
also published informal convergence assessments in early 1996 and 1997.
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had to entail a promise of ambitious targets in terms of primary budget balances 
for a number of countries in order to achieve sustained public debt levels.  
Explicit commitments were made by some countries, but the commitments made, 
whether explicit or implicit, were not honoured in many instances.86

Third, notwithstanding the clear messages conveyed by the EMI, in particular 
on the further fiscal consolidation requirements, but also on some of the “other 
factors” relating to competitiveness issues, the requirements for a high degree 
of sustainable convergence were insufficiently taken to heart by euro area 
governments after the start of Stage Three, irrespective of the warnings also 
delivered by the ECB.87 This led to budgetary positions increasingly out of line 
with what the prevailing legal framework prescribed, persistently diverging 
real exchange rates and current account developments, and eventually a sharp 
divergence in long-term interest rates, in other words contradicting most of the 
convergence requirements laid down in the Treaty for durable participation in the 
monetary union. To solve this incipient deconstruction of a properly functioning 
euro area, a leap forward was needed, which – in large part also under the 
pressure of market forces that had settled into a risk-on mode after a very 
persistent risk-off mode during the “Great Moderation” – took the form of strong 
national adjustment efforts in a number of euro area countries, combined with a 
substantially reinforced euro area economic governance framework. In essence, 
the reinforced economic governance framework consisted of a more effective 
(and legally binding) framework for dealing with fiscal and macroeconomic 
imbalances, complemented by a number of institutional improvements at the 
national and the euro area or EU level. 

Fourth, in staying very close to complying with the legal provisions for its 
mandatory task of assessing whether a high degree of sustainable convergence 
had been achieved (and thus focusing on developments in terms of the four main 
convergence criteria to which the “other factors” provided some complementary 
input), the EMI’s assessment proved robust when the challenge of how to deal 
with countries at very different levels of real convergence presented itself after 
EU enlargement. Given that the convergence requirements contained in the Treaty 
are expressed in nominal terms only, the convergence assessment methodology 
was by and large unaffected by the difficult subject of real convergence and its 
interrelation with nominal convergence. It also had the advantage that the later EU 
entrants from central and eastern Europe could not claim for a different treatment 
on grounds that otherwise the level playing field would not be respected. As a 
consequence, the EMI assessment methodology remained largely unchanged, 
even after 2004.88 Sticking very closely to the legal requirements for assessing 
sustainable convergence as formulated in the Treaty, seen from today’s crisis 
vantage point, also had some drawbacks, as the following two conclusions indicate.

86 See Issing (2008), pp. 12-13 and 15-16 on the cases of Belgium and Italy. 
87 Trichet (2011) recalls that the ECB had already been sending signals pointing to the risks 

associated with competitiveness losses in some euro area countries in 2005.
88 Even at the time of the discussion of a new European Constitution and subsequently the 

Lisbon Treaty, it had not been envisaged that there may be a need to reopen the EMU 
chapter in substance, given that it was felt that EMU was functioning properly.
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Fifth, since the Treaty requirements were near silent on the role of the financial 
sector in securing sustainable convergence, and given the EMI’s approach 
of adhering closely to a formal compliance with these provisions, the EMI 
convergence reports only very marginally touched on financial matters as being of 
relevance for the sustainable functioning of a monetary union. Only in dealing with 
two of the “other factors”, the development of ECU markets and the integration of 
markets, were some financial sector issues addressed, albeit very sparingly. Even 
more limited were the references to the implications from unsustainable fiscal 
policies on financial stability. In contrast with the emphasis placed on public sector 
debt and its sustainability, no monitoring of private sector debt developments 
took place. With the benefit of hindsight, if the drafters of the Maastricht Treaty 
had been less limitative in the enumeration of “other factors” to be addressed in 
the convergence assessment, more analysis could have been incorporated into 
the convergence reports on the importance of, and requirements for, sustained 
financial stability as a prerequisite for a properly functioning monetary union.  
It took the global financial crisis and the subsequent euro area sovereign debt 
crisis to painfully bring home to policy-makers the message that credit booms and 
busts, the health of the financial sector and the way in which it is being supervised 
are key considerations for sustainable participation in, as well as functioning of, 
a monetary union.89 The drafters of the Maastricht Treaty at least deserve praise 
for having retained the option of setting up a single banking supervision system 
in the single currency area.90 This allowed the European Council to set in motion 
in June 2012 the speedy process of creating a Single Supervisory Mechanism.  
This is not to imply, however, that the EMI was ignorant about financial matters. 
In fact, a lot of internal work and debate went on regarding this subject. However, 
it did not find its way into the convergence assessments. 

Sixth, since the Treaty convergence criteria essentially focused on macroeconomic 
policy requirements, the EMI convergence reports also underemphasised the 
role of structural policies in increasing flexibility and removing the remaining 
impediments to goods, services, labour and capital markets in the single market 
with the single currency, and their capacity to boost the growth and employment 
potential of the euro area, as was the expectation of many prior to the start of 
the euro. The EMI reports in effect only briefly touched on these matters, faintly 
echoing some of the economic literature on optimum currency areas. Again, 
with the benefit of hindsight, perhaps more attention could have been drawn to 
these aspects in the convergence assessments. It was partly as a result of the EU 
enlargement, which brought in prospective euro area countries with very different 
economic structures, and partly as a result of the need to deal with the fallout of 
the global financial and euro area sovereign debt crises, that the importance of 
structural policy tools compensating for the absence of monetary and exchange 
rate policy tools in order to effectively adjust to asymmetric economic shocks 
inside a monetary union was fully appreciated as a key consideration for the 

89 As a consequence, both the ECB and the European Commission 2013 Convergence 
Reports on Latvia deal with financial sector issues (the ECB does so in the assessment 
part of price stability and long-term interest rates, the European Commission approaches 
it in the final section on “additional factors”). Both reports also reflect the outcomes of the 
Macroeconomic Imbalances Procedure. 

90 See Art. 127 (6) TFEU.
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sustainability of convergence. Once again, though, this conclusion should not be 
misread as suggesting that the EMI was oblivious to the importance of structural 
policy in countries embarking on the common destiny of a sustainable monetary 
union. It just did not wish to take such a route in its convergence reports. 

All in all, the remarkable role played by a small and temporary institution – the 
EMI – in shaping the thinking on the conditions for sustainable convergence 
in EMU deserves to be underscored. A considerable part of the praise for this 
achievement must be attributed to the first EMI President, Baron Alexandre 
Lamfalussy, and the guidance he provided to the institution. 
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tHE  dES IGn oF  tHE  ECB ’ S  toolBox : 
F I tt InG tHE  EMI  BluEpr Int  Into a 
dEEpEr EMu

HanSpEtEr  k .  SCHEllEr 1

1  IntroduCt Ion

I am pleased to contribute to the proceedings of the conference that has been 
organised by the Nationale Bank van België/Banque Nationale de Belgique and 
the European Central Bank (ECB) for the 20th anniversary of the establishment 
of the European Monetary Institute (EMI) and in honour of its first President. 
Alexandre Lamfalussy and the EMI are two names that are inextricably linked 
together. If I am not mistaken, Alexandre Lamfalussy stated that the three-and-
a-half years at the helm of the EMI was one of the most memorable periods 
in his professional life. The same period was certainly the most important in 
the development of the EMI, which was established on 1 January 1994 as a 
temporary Community body in the run-up to the final stage of Economic and 
Monetary Union (EMU), whose aim was to prepare for the establishment of 
the ECB and the conduct of the single monetary policy in the euro area from  
1 January 1999.

2  tHE  EMI  aS  IntErMEdIary  BEtWEEn EuropEan MonEtary 
CoopErat Ion and MonEtary un IF ICat Ion

The EMI was a hybrid Community body. It was no longer a committee of central 
bankers like the Committee of Governors of the central banks of the Member 
States of the European Community, which had evolved over the 30 years of its 
existence as the institutional framework for monetary cooperation among the EU 
central banks and had eventually made an instrumental contribution to the move 
towards EMU.2 Conversely, the EMI was not yet the European Central Bank 
(ECB). The Delors Report 3 had suggested that the European System of Central 
Banks (ESCB) would be set up at the start of Stage Two of EMU and would 
ensure a gradual transfer of decision-making power from national monetary 
authorities to the new Community institution. This approach was in the end not 
carried out in the subsequent deliberations of the Intergovernmental Conference 
(IGC) on EMU. It was deemed incompatible with the principle of the indivisibility 
of monetary policy decisions, which was in particular defended by the German 
government and the Deutsche Bundesbank. Instead of setting up the ECB at 

1 The views of the author are exclusively his personal ones and do not necessarily reflect 
those of the former EMI and those of the ECB.

2 For an objective assessment of the Committee’s activities and achievements, 
see Baer (1994), James (2012), p. 382, and Scheller (2011).

3 Delors Committee (1989), p. 34.
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the start of Stage Two of EMU, the Maastricht Treaty established the EMI as a 
transitional Community body that absorbed the previously existing institutional 
arrangements in the monetary field, on the one hand, and needed in particular to 
make all necessary preparations for the establishment and operational capacity 
of the Eurosystem at the start of Stage Three of EMU, on the other. However, 
the EMI had to carry out its duties without prejudice to the monetary policy 
responsibilities of the competent national authorities until EMU.4

What was the main difference between the EMI and its predecessor, the 
Committee of Governors? At first glance and except for a few differences with 
respect to institutional and legal features (including its own legal personality), 
the EMI looked rather similar to the former Committee of Governors with the 
central bank Governors becoming the members of the EMI Council. The former 
Committee’s sub-committees became the committees of the EMI and played 
a prominent role in the functioning of the EMI until it went into liquidation 
following the establishment of the ECB on 1 June 1998. The main difference 
was the position of a full-time President, who was no longer elected from 
among the central bank Governors, but was instead appointed by the Heads of 
State or Government from outside “the existing central banking fraternity”.5  
The appointment of an external President who had to perform a triple function as 
Chairman of the EMI Council, Chief Officer and external representative of the 
EMI had been one of the most controversial issues both at the political level and 
among the central bank Governors and was only finally settled in the late phase 
of the IGC on EMU in 1991. 

The EMI did not start from zero. It had inherited a wealth of knowledge and 
expertise in central banking from the Committee of Governors. It also inherited 
from this Committee a remarkable number of common beliefs and shared values, 
as well as a spirit of cooperation, which had evolved – during the preceding 
30 years – among the Governors, as well as in the Committee’s sub-committees. 
Furthermore, as stated by Alexandre Lamfalussy in his recollections, the 
numerous people involved in central bank cooperation under the aegis of the 
Committee of Governors, served as “a pool of resources” for the recruitment of 
staff for the EMI and the ECB.6

Yet it was a challenging task for the President to develop the EMI from a platform 
for cooperation between central banks into a Community body that was able to 
perform its tasks and functions. Shortly after the signing of the Maastricht Treaty, 
the Committee of Governors had started preparatory work for the operating 
features of the forthcoming European System of Central Banks (ESCB),  

4 Article 3 of the EMI Statute.
5 James (2012), p. 300.
6 Lamfalussy et al. (2014), p. 141. 
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but little had been prepared for the EMI’s logistical and staffing requirements.7 
As a newcomer to the new post-Maastricht institutional structure of the EU, the 
EMI had to assert itself as the competent interlocutor and counterparty in the 
inter-institutional dialogue with the European institutions (European Council, 
EU Council and European Commission) and to gain a high public profile in 
the run-up to the final stage of EMU. The supreme governing body of the EMI, 
the EMI Council, comprised all EU central bank Governors, including those 
whose countries had an exemption from participation in EMU. Furthermore, the 
guidelines that the EMI Council could issue to the national central banks with 
respect to the conditions to be fulfilled for the performance of the ESCB tasks in 
Stage Three of EMU were not legally binding for the addressees.8 Thus, progress 
with respect to preparatory work for Stage Three of EMU very much relied on 
achieving consensus among all stakeholder central banks.

Nevertheless, when in mid-1997 Alexandre Lamfalussy passed his office to 
his successor, an important share of the EMI’s mandate had been achieved. 
Preparatory work for Stage Three of EMU within the realm of the EMI had 
progressed well beyond the “conceptual phase” and key messages had been made 
to the financial industry and the general public, and, last but not least, the EMI had 
made recommendations with respect to the “changeover scenario”. The adoption 
of this scenario by the European Council in December 1995 gave new impetus 
to the move to the final stage of EMU and brought about a distinctive change in 
sentiment vis-à-vis the forthcoming currency, at least in the European financial 
industry. In mid-1997, the EMI availed itself of highly competent, talented and 
motivated staff. It had grown from the initial 30 members of the Secretariat of the 
Committee of Governors, who had followed Alexandre Lamfalussy to the EMI, 
to more than 400 people. These people formed the initial staff of the future ECB. 
They were developing, in cooperation with the EMI’s constituent central banks 
and under the auspices of the competent EMI committees, the infrastructure 
of the current Eurosystem, and were already waiting impatiently to “push the 
buttons”, i.e. to put into practice the toolbox of the ECB.

7 Because of the late ratification of the EU Treaty, the decision on the seat of the EMI and the 
ECB was taken ten months after the deadline set by the Treaty. Given this late decision, the 
EMI had not yet availed itself of appropriate premises when it came into being two months 
later on 1 January 1994. To perform its statutory work from the start, the EMI had therefore 
to rely provisionally on the logistical infrastructure that had hitherto been provided by the 
Bank for International Settlements (BIS) in Basel to the Committee of Governors of the 
central banks of the EU Member States and the European Monetary Cooperation Fund 
(EMCF). In accordance with these arrangements, the BIS hosted the President and most 
EMI staff and provided administrative and logistical support such as meeting facilities for 
the EMI Council and the Committees and Working Groups. It was only in autumn 1994 that 
the EMI had found and refurbished suitable premises in Frankfurt, allowing it to perform its 
tasks at its headquarters. 

8 Article 15 of the EMI Statute.
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3  dES IGn InG tHE  MonEtary pol ICy  FunCt Ion  
oF  tHE  EuroSyStEM

Pursuant to its mandate,9 the European Monetary Institute (EMI) had “to 
specify the regulatory, organisational and logistical framework necessary for 
the [European System of Central Banks (ESCB)] to perform its tasks in the 
Stage Three of EMU”. This framework had to be elaborated “at the latest by 
31 December 1996” and was to “be submitted for decision to the ECB at the date 
of its establishment”. 

Specifying “the regulatory, organisational and logistical framework necessary 
for the ESCB” was the core part of the EMI’s mission to prepare for the move to 
Stage Three of EMU. It included in particular the preparations for the monetary 
policy function of the new monetary system, which eventually performed its 
core tasks under the name of Eurosystem from the start of Stage Three of EMU. 
Pursuant to the Treaty, the Eurosystem, consisting of the national central banks 
(NCBs) of the forthcoming single currency area and the European Central Bank 
(ECB), had the task of defining and implementing the monetary policy of the 
Community, with the primary objective of maintaining price stability. At the 
helm of the Eurosystem, the ECB would be responsible and accountable for the 
proper performance of this task in conformity with the Treaty and its Statute.

The conduct of a single monetary policy in the euro area from the start of Stage 
Three of EMU was the raison d’être of the Eurosystem. With macroeconomic 
and macro-prudential policy remaining within the realm of Member States, the 
monetary policy of the ECB would be the sole genuine Community instrument in 
the economic governance framework designed by the Treaty, and the viability of 
EMU would crucially hinge on the conduct of an effective and credible monetary 
policy by the ECB. Furthermore, the task of the EMI was an unprecedented 
challenge insofar as it had to develop tools for conducting a single monetary 
policy in an environment that was characterised in particular by a lack of cross-
national integration in key financial markets and by the diversity and complexity 
of local banking structures in the future euro area countries. 

Against this background, preparations for the monetary policy function of the 
Eurosystem ranked high on the agenda of the EMI’s preparatory work. It only 
accounted for one out of 12 chapters of the extensive master plan of the EMI, 
which comprised almost 100 “fiches”.10 Most of the other preparatory work 
for Stage Three of EMU, in particular the supporting framework for the single 
monetary policy, which notably comprised the labour-intensive area of statistics 
and the design and implementation of an adequate market infrastructure for the 

9 Article 109f (3) of the Treaty establishing the European Community and Article 4.2 of the 
Statutes of the European Monetary Institute.

10 Each fiche described the issue or the project, defined the interrelationship with other 
issues/projects, indicated the EMI business area or the Sub-Committee/Working 
Group, which was responsible for the performance of the work and the business areas/
Sub-Committees/Working Groups which were expected to provide input or which had 
to be consulted, and set up a timetable for the completion of work and for deliberation 
in the EMI Council.



117tHE dESIGn oF tHE ECB’S toolBox: FIttInG tHE EMI BluEprInt Into a dEEpEr EMu

euro area (see Section 5 below) had to be synchronised with the preparations for 
the core function of the Eurosystem. 

By the end of 1996, as required by the Treaty, the EMI had elaborated the basic 
elements of the monetary policy strategy of the ECB and had developed the 
operational framework under which the Eurosystem would conduct its monetary 
policy operations in the Stage Three of EMU. Meanwhile 1997 had become 
obsolete as the first possible date for the start of the Stage Three of EMU 
(because the required number of EU Member States that were fit for the adoption 
of the single currency was not met, not because the EMI had not “delivered”). 
Moreover, in accordance with the conclusions of the Madrid European Council 
of December 1995, the ECB was not to be established any earlier than June 1998. 
Nevertheless, the EMI went public with its findings in early 1997.11 This move, 
which was hesitantly agreed upon by the EMI Council, was primarily intended to 
satisfy the interests of the counterparties of the future Eurosystem for knowing, 
at an early stage, the general direction of the EMI’s work on the monetary 
policy framework and to assist them when planning and preparing for the start 
of the Stage Three of EMU. However, the EMI’s report also accommodated the 
interests of the media and academic and parliamentary circles, by containing 
information on the gist of the monetary policy strategy that the EMI would 
propose to the ECB once it came into existence in June 1998. 

Given the legal and institutional constraints, the EMI’s reports of January and 
February 1997 understated somewhat the degree of consensus that had already 
been achieved among its constituent central banks about the future monetary 
policy framework in the Stage Three of EMU. Despite this, the report gave 
evidence of all the necessary elements that enabled the ECB to finalise and 
announce its monetary policy strategy and the operational framework of the 
Eurosystem in autumn 1998. 

4  In  SEarCH oF  an EFFECt IvE  MonEtary pol ICy  StratEGy 
For tHE  ECB

The EMI’s preparatory studies started from the basic consideration that the 
ECB would have to define a strategy. A strategy comprised a set of procedures 
according to which the ECB would decide how to act in order to achieve the 
primary objective of price stability in the euro area, to guide the use of its 
monetary policy instruments and to communicate its monetary policy actions to 
the public. The adoption and communication of a monetary policy had become 
standard practice since the beginning of the 1970s when the first central banks 
(e.g. the Deutsche Bundesbank) had started to fight the worldwide inflationary 
pressures following the breakdown of the Bretton Woods System by setting 
intermediate domestic objectives.

In the pursuit of the primary objective, however, the ECB, like all central 
banks, would face a complex transmission process from policy actions to price 

11  EMI (1997a) and (1997b).
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developments, which would be characterised by several interlinked transmission 
channels with long and variable lags. Thus, policy decisions directed at price 
stability would inevitably have to be both pre-emptive and forward-looking, 
taking into account all relevant information regarding the prospective evolution 
of prices and taking appropriate and timely action to ensure that the final 
objective was achieved. 

Furthermore, it was evident that the ECB would be facing particular challenges 
at the start of Stage Three: first, the ECB would have no track record of its own 
and therefore had to attach the greatest priority to establishing a high degree 
of credibility. Second, the transition to Stage Three would constitute a major 
regime shift. This implied a high degree of uncertainty concerning economic and 
financial conditions and developments that would prevail in the euro area at the 
start of Stage Three; they were most difficult to assess in advance, in particular 
in the light of rapid financial change and innovation, as well as uncertainty as to 
the initial composition of the euro area. 

It would be erroneous to summarise the deliberations within the EMI on the 
monetary policy of the future ECB as a fierce fight between the proponents of 
monetary targeting and those who advocated direct inflation targeting, as it was 
repeatedly reported in the media. The two alternative monetary policy strategies 
had emerged as the only two possible approaches that would be consistent 
with the mission of the ECB and the economic environment of the euro area.12  
After a thorough examination of both strategies with respect to effectiveness, 
central bank independence, medium-term orientation, transparency and 
accountability, no single strategy emerged as clearly superior to the other. 
Indeed, the monetary experts concluded that “while pure forms of monetary and 
direct inflation targeting could be clearly distinguished at a theoretical level, their 
application in different countries had shown that there existed several variants 
integrating elements of both strategies and that borderlines between the two 
strategies were sometimes less distinct than in theory”. 

The main factor distinguishing the two strategies was the role played by 
monetary aggregates. A particular strength of the monetary targeting strategy 
was that it would clearly indicate the responsibility of the ECB for developments 
which were both easily observable and under its more direct control and, 
therefore, could be interpreted by the public in a transparent manner. However, 
uncertainty concerning the empirical properties of money demand in the euro 
area in Stage Three was the main argument against a monetary targeting strategy.  
The possibility of damage to the credibility of the ESCB under a monetary 

12 The other three alternatives that were analysed by the EMI were not deemed suitable for 
the ECB. An exchange rate objective was not considered appropriate since, for an area 
potentially as large as the euro area, such an approach was deemed inconsistent with the 
internal goal of price stability. The use of an interest rate as an intermediate target was not 
considered appropriate given difficulties in identifying the equilibrium real interest rate 
that would be consistent with price stability. A nominal income target was in particular 
excluded because nominal income would be difficult to control by the Eurosystem and 
because it might lead to an indeterminate price/volume division in the short run, thus 
creating uncertainty about the inflation performance of the economy.
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targeting strategy could not be excluded if monetary aggregates were highly 
volatile at the start of or during Stage Three. 

With respect to an inflation targeting procedure, it was argued that it would 
directly stress the responsibility of the ECB for achieving and maintaining price 
stability and, if the strategy were credible, would affect public expectations in 
a favourable way. However, inflation could be less controllable than monetary 
aggregates in the short run and, to be successful, inflation targeting would require 
stable relationships between various economic and financial indicators, on the 
one hand, and future inflation, on the other.

Overall, however, the similarities in the behaviour of central banks that pursued 
these two strategies were deemed greater than the differences. In the light of 
these many similarities, in practice, the EMI recommended that elements of both 
inflation targeting and monetary targeting be combined in a flexible way and 
sketched out five key elements that were proposed to the ECB as a useful part 
of its strategy. They were actually largely integrated by the ECB in its monetary 
policy strategy that was announced in October 199813 and confirmed after an 
overall evaluation in 2003.14

First, the announcement of a quantitative definition of price stability: in line with 
the practice of several central banks in the EU, the monetary experts proposed 
a range of zero to +2% to be achieved in the medium term. In the context of the 
overall evaluation of the monetary policy strategy in 2003, the ECB amended this 
definition to “below, but close to, 2%”.

Second, the ECB should monitor a broad set of economic and financial indicator 
variables: this was implemented by the ECB as the “two-pillar” framework 
“as the organising principle for the internal analysis underlying the ECB’s 
monetary policy deliberations and decisions, as well as for its communication to 
the financial markets and general public”, i.e. the “economic analysis” and the 
“monetary analysis”.

Third, among the financial indicators, the ECB should give monetary aggregates 
a privileged role in its strategy by publicly setting either “targets” or “monitoring 
ranges” for their growth, assuming that it is possible to characterise a stable long-
term link to inflation. Until 2003, for the “monetary pillar” the ECB used to set 
an annual reference value for monetary growth but it emphasised that this was not 
an intermediate monetary target, which would imply “mechanistic” policy action 
in case of short-term deviations of the target variable from the reference value.  
The annual review of the reference value was given up in the context of the 
overall evaluation of the monetary policy strategy when the two-pillar approach 
was slightly amended with a view to providing a cross-check of the indications 
from the shorter-term economic analysis with those from the longer-term 
monetary analysis.

13 ECB (1998).
14 ECB (2003).
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Fourth, the ECB should, irrespective of the strategy, have at its disposal its own 
forecasts for inflation and for other general economic developments to assist 
in its policy decisions. Together with other pieces of information and forms 
of analysis, the Eurosystem’s staff projections play an important role in the 
economic analysis. 

However, the ECB did not follow the fifth recommendation from the EMI. 
Instead, it made a further step by forgoing any formal targeting at all. Alexandre 
Lamfalussy, who had been an advocate of a rule-based monetary policy in the 
1970s, commented in 2005 that, in the circumstances prevailing at the start of 
Stage Three of EMU, adopting an “eclectic” monetary policy strategy had been 
“an act of intellectual and professional honesty”, for which the ECB deserved 
praise, rather than blame.15 Other commentators still saw it differently. The 
“eclecticism” of the ECB’s monetary policy strategy met with heavy criticism 
mainly from national authorities, as well as from the IMF, the European 
Parliament and some academic circles. They more or less bluntly urged the ECB 
to move to setting annual inflation targets in order to provide a yardstick against 
which its performance could be measured.16 However, the ECB has stuck to its 
“two-pillar” approach. In order to offset a certain lack of “confort intellectuel”,17 
the ECB developed and refined its communication policy and deployed strong 
efforts to improve the statistical and econometrical foundations of its strategy.

Actually, the ECB’s strategy proved to be very successful. The ECB gained 
credibility from the outset from financial markets and the public. It succeeded 
in firmly anchoring inflationary expectations (as reflected in measures derived 
from inflation-linked bonds and from surveys)18 around its quantitative definition 
of price stability. It thereby also achieved price stability over the medium term 
in the euro area, even against the backdrop of a of a sequence of substantial 
adverse upside price shocks, in particular the increase in oil and international 
food prices,19 as well as gaps between measured and publicly perceived inflation. 

Adherence to a policy that focused on safely anchoring inflation expectations 
was also helpful when, in 2008, the ECB had to respond to extraordinary 
circumstances in a context of unusually high uncertainty and instability in 
financial markets. Inflation expectations even remained firmly anchored when 
the ECB had to take measures, which were unprecedented in nature, scope and 
magnitude and which met with criticism inside and outside the ECB. Conversely, 
the operational framework of the Eurosystem as designed by the EMI and 
brought into force by the ECB enabled the continued effective transmission of 
interest rate decisions to the wider economy, even in times of severe crisis and 
fragmented euro area financial markets.

15 Lamfalussy (2005), p. 13.
16 For instance, Svensson (2000); Woodford (2006).
17 Lamfalussy (2005), p. 14.
18 Consensus Economics Forecasts and ECB Survey of Professional Forecasters.
19 ECB (2008), p. 48. 
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5  dEvElop InG tHE  opErat Ional  FraMEWork  
oF  tHE  EuroSyStEM

Whereas the ECB’s monetary policy strategy could only be finalised when the 
ECB was established in June 1998, the operational framework of the Eurosystem 
had in essence been defined when the EMI went public with its reports in 
early 1997. As a result of the long lead times, early decisions were necessary in 
order to establish, in good time, a logistical infrastructure that would guarantee 
consistent and effective implementation of the ECB’s monetary policy decisions 
by the Eurosystem. The task of the EMI was an unprecedented challenge as 
the logistical infrastructure had to be set up in an environment which was 
characterised in particular by a lack of cross-national integration in key financial 
markets, the high share of bank loans in financial intermediation and the diversity 
and complexity of local banking structures in the future euro area countries. 

5 .1  Gu Id InG pr InC IplES

Preparatory work by the EMI on the operational framework of the Eurosystem 
was guided by several principles and requirements, which were all interrelated 
and not necessarily easy to comply with at the same time. First, the operational 
framework had to comply with the relevant provisions of the Treaty and the 
ESCB Statutes. Compliance with the primary objective of price stability implied 
the principle of operational efficiency. In line with this principle, the monetary 
policy instruments and procedures had to enable the Eurosystem to perform 
its monetary policy function efficiently. An important element of an efficient 
operational framework was its capacity to enable monetary policy decisions to 
feed through as precisely and as quickly as possible to short-term money market 
rates and from there, via the transmission mechanism, to the real economy. 

The Treaty also required the ECB to respect the principle of an open market 
economy with free competition. Compliance with this principle meant especially 
that the design of instruments had to be based on market mechanisms and had to 
provide a level playing field to credit institutions, which had to be given equal 
access to the Eurosystem facilities, irrespective of size and country of origin. 
Equal access meant the provision of identical conditions to all credit institutions 
in the euro area that would fulfil uniform and objective eligibility criteria to 
become counterparties of the Eurosystem and the harmonisation of NCBs’ rules 
and procedures in dealing with the credit institutions within their jurisdiction. 

According to the principle of decentralisation, which is specific to the 
Eurosystem, the ECB would have recourse to the NCBs to carry out operations 
“to the extent deemed possible and appropriate” (Article 12 of the ESCB Statute). 
Such involvement of the NCBs in the execution of the operations decided by 
the ECB was a way of using the NCBs’ operational experience and existing 
infrastructures. In addition, decentralisation provided a level playing field for 
the different financial centres in the euro area. At the same time, however, the 
instruments to be employed had to be harmonised to the extent necessary across 
countries to ensure a single monetary policy stance across the euro area as well 
as the equal treatment of counterparties and the avoidance of regulatory arbitrage. 
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Finally, the system of monetary policy instruments had to ensure that the 
Governing Council of the ECB was in a position to control the overall stance of 
monetary policy at all times, in conformity with the decision-making framework 
of the ESCB. This required the monetary policy decisions of the Governing 
Council to be implemented to the greatest possible extent in a decentralised 
manner under the instructions of the Executive Board, but with little margin of 
discretion for the latter.

In line with these principles and requirements, the Council of the EMI defined a 
set of monetary policy instruments for application by the Eurosystem at the start 
of Stage Three. The set of instruments, which still forms the core of the current 
operational framework of the Eurosystem, was provided in particular for the use 
of open market operations to signal the stance of monetary policy, to manage the 
liquidity situation in the market and to steer interest rates in line with the official 
rates set by the ECB. 

The most important open market operations were reverse transactions, which 
would – in principle – be executed in a decentralised manner, i.e. by the NCBs 
with a broad set of eligible counterparties. The main refinancing operations 
(MROs) would be regular liquidity-providing reverse transactions with a weekly 
frequency and a short maturity.20 These operations would provide the bulk of 
refinancing to the financial sector and would be executed on the basis of standard 
tenders. In addition, longer-term refinancing operations (LTROs) with a maturity 
of three months were intended to provide a limited part of the global refinancing 
volume.21 The fine-tuning operations were aimed at smoothing unwanted 
interest rate effects of unexpected liquidity fluctuations. Only under exceptional 
circumstances could fine-tuning operations be executed in a centralised manner 
by the ECB itself. The standing facilities were aimed in particular at providing 
and absorbing overnight liquidity, thereby bounding overnight market interest 
rates within a corridor set by the interest rate on the marginal lending facility, and 
the interest rate on the deposit facility.

The opportunity to apply minimum reserves was a controversial issue throughout 
the life of the EMI. However, there was broad consensus that minimum 
reserves were an indispensable element of the operational framework based 
on the principle of decentralisation and a broad set of eligible counterparties 
of the Eurosystem in a bank-based financial system. By creating or enlarging 
a structural liquidity shortage of the banking system, it would bind the credit 
institutions closely to the Eurosystem. It would also help the ECB in stabilising 
money market interest rates and reducing the need for fine-tuning operations. 

20 Initially, the maturity was two weeks but was reduced to one week in March 2004.
21 The three-month LTROs replaced the former rediscount facility, under which the Deutsche 

Bundesbank provided liquidity to German banks for limited amounts at a preferential rate  
(to compensate for banks’ income losses from unremunerated minimum reserves).  
Most other central banks had already abolished rediscount facilities long before and were 
not prepared to reintroduce them in the context of the single monetary policy. In order to 
integrate the LTROs into the ECB’s conceptual framework for implementing monetary 
policy, which focused on the very short-term end of the yield curve, it was eventually 
agreed that the ECB would act as a “rate taker” in such operations.
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The breakthrough came about as it was agreed that minimum reserves would be 
remunerated at the main refinancing rate and that the system would not be used 
for the sake of controlling monetary expansion.

5 .2  IMplEMEntat Ion and FurtHEr dEvElopMEnt

The operational framework as designed by the EMI and eventually put in place 
by the ECB in 1998 has functioned very well, right from the outset of Stage Three 
of EMU. The combination of liquidity-providing main refinancing operations 
together with the averaging mechanism of the minimum reserves allowed the 
ECB to steer liquidity conditions and short-term interest rates in a smooth 
fashion. In the pre-crisis environment up to 2007, the volatility of money market 
interest rates was low and this was in general achieved with very little recourse 
to fine-tuning operations. Only minor adjustments to operating procedures were 
needed up to 2007, e.g. to prevent rate change speculation by underbidding and 
overbidding in the main refinancing operations. 

The operational framework also proved to be adequate when in 2008 the ECB 
had to respond to the financial crisis. In addition to conventional interest rate cuts 
to historically low levels, the ECB adopted a series of temporary non-standard 
measures to support financing conditions and credit flows to the euro area 
economy. Many of the non-standard measures taken under the term “Enhanced 
Credit Support”, in particular the adoption of the fixed rate full allotment tender 
procedure for all refinancing operations and the extension of the maturity of 
liquidity provision with longer-term refinancing operations of up to three years, 
have exploited the flexibility of the existing operational framework. Actually, 
these operations meant a departure from the pre-crisis liquidity management 
of neutral liquidity allotment and increased the intermediation role of the 
Eurosystem. Despite a spectacular extension of the Eurosystem’s balance sheet 
and a high level of excess liquidity that peaked at more than EUR 800 billion in 
March 2012, they did not constitute a basic departure from the initial operational 
framework of the Eurosystem. They have, to a certain degree, built-in and self-
correcting mechanisms, as they phase out automatically. The same applies to 
the Securities Markets Programme (SMP) and eventually the announcement of 
Outright Monetary Transactions (OMTs), which stalled speculation against the 
euro. Indeed, outright purchases were part of the large arsenal of monetary policy 
instruments that had been offered to the ECB by the EMI, albeit no one in the 
EMI had ever imagined in which conditions they would have had to be activated.

6  F InanC Ial  MarkEt  IntEGrat Ion and F InanC Ial  StaB Il Ity

The single monetary policy also acted as a catalyst for financial market 
integration, albeit with mixed success. 

The keen interest of the ECB in financial market integration rests in particular 
in the consideration that a well-integrated financial system contributes to a 
smooth and effective transmission of monetary policy throughout the euro 
area. Furthermore, financial integration was expected to contribute to financial 
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stability, as it would enhance opportunities for sharing and diversifying risk and 
would increase the liquidity of financial markets, thereby more than offsetting 
spillover effects and contagion across borders.

When preparatory work for the conduct of a single monetary policy started in 
early 1992 just after the signing of the Maastricht Treaty, the prevailing financial 
market infrastructure was characterised in particular by an almost complete lack 
of cross-national integration. With the exception of the ecu clearing system, 
payment relations between EU countries relied exclusively on correspondent 
banking, which was not deemed sufficient to handle future large-value interbank 
payments in the euro area and those stemming from the monetary policy 
operations of the ESCB. An EMU-wide system therefore had to be established in 
order to enable the impact of monetary policy decisions to be transmitted quickly 
and efficiently to all participants in the unified money market, which would cover 
all Member States participating in EMU. In the field of securities settlement 
systems, there were hardly any safe and efficient mechanisms enabling cross 
border transfers. International linkages between central securities depositories 
did not yet cover the whole EU and were not expected to be in place at the start 
of Stage Three of EMU.

The time and resources required to design and implement any new system were 
such that preparatory work had to start several years in advance. The decision 
of the Council of the EMI of March 1995 to establish the TARGET system22 
thus occurred just in time to create an indispensable prerequisite for the conduct 
of a market-based monetary policy from the start of Stage Three of EMU. 
Furthermore, the EMI had to develop the CCBM23 that allowed for cross-border 
use of collateral in Eurosystem monetary policy operations. 

The successful realisation of TARGET and of the CCBM by 1 January 1999 was 
the initial contribution of the ECB to the integration of financial markets in the 
euro area. Since then, the Eurosystem has acted as a catalyst for enhancing and 
optimising the financial market infrastructure as a stimulus for progress in financial 
market integration.24 As a result of this policy, considerable progress in financial 
integration has been achieved in the euro area since the start of Stage Three of 
EMU. However, progress achieved in the euro area has varied considerably 
across market segments. In particular, integration has been more advanced in 
the areas closer to the single monetary policy. By contrast, progress in banking 
markets has remained more limited; this applies in particular to the retail banking 
segment, which has remained highly fragmented. This unsatisfactory outcome 
has been mainly the result of legal barriers and policy-related obstacles in the 
multinational set-up of EMU and is generally considered to have aggravated the 
impact of the financial crisis in the euro area (see below).

For obvious reasons, the EMI’s legacy with respect to financial stability has 
been very limited. The role and function of the ECB in safeguarding financial 

22 Trans-European Automated Real-time Gross settlement Express Transfer system.
23 Correspondent Central Banking Model.
24 For details of policy action taken and planned by the ECB, see in particular ECB (2008), p. 108.
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stability was the most important controversial issue both at a political level and 
within the Committee of Governors at the time of the IGC on EMU. With the 
Maastricht Treaty introducing different institutional set-ups for monetary policy 
and financial stability,25 it did not even achieve the modest conceptual approach 
recommended by the Delors Report for the involvement of the Eurosystem 
in banking supervision. The Delors Report had suggested that “the System 
would participate in the coordination of banking supervision policies of the 
supervisory authorities”.26 The draft ESCB statute deliberated by the Committee 
of Governors initially provided that the ECB might “determine policies and take 
measures within its competence necessary for the purpose of maintaining the 
stability of the banking and financial systems”. However, upon the insistence 
of the Bundesbank, this provision was in the end removed from the draft ESCB 
statute that the Committee of Governors submitted to the IGC on EMU in 1990.27 
The Treaty eventually reduced the role of the Eurosystem in banking supervision 
to contributing “to the smooth conduct of policies pursued by the competent 
authorities relating to the prudential supervision of credit institutions and the 
stability of the financial system” and limited the ECB’s involvement in EU 
Member States’ macro-prudential policies to an advisory function.28 The Treaty 
provision,29 which enabled the ECB to perform “specific tasks concerning policies 
relating to the prudential supervision of credit institutions …,” was subject to the 
proviso that its implementation required a prior unanimous decision by the EU 
Council. It therefore remained dormant until recently when the financial crisis 
prompted substantial reforms of the macro-prudential governance framework.

Against this background, the EMI did not deal extensively with this sensitive 
issue. The task of specifying the scope and the nature of the contribution that 
the Eurosystem was expected to make to prudential control did not fall within 
the EMI’s preparatory work for Stage Three of EMU as defined in Article 4.2 
of the EMI Statute. Thus, the Eurosystem has essentially contributed to financial 
stability by overseeing the financial market infrastructures and thereby enhancing 
the soundness, efficiency and security of payment and settlement systems. By 
contrast, the ECB’s contributions in the field of macro-prudential policies30 were 
obviously not followed up sufficiently in the arrangements that were set up at the 
Union level for cooperation among the EU Member States in 2004.

The financial crisis of 2008 has shed light on the deficiencies of the institutional 
arrangements for prudential control at the EU level. It failed in crisis prevention 
and was not conducive to financial market integration in the banking markets. 
The result was the “famous bank sovereign nexus”31 that proved fatal in the 
emergence of the “euro crisis”. The substantial reforms implemented since 2009, 

25 ECB (2008), p. 118.
26 Delors Committee (1989), p. 22.
27 For details of the proceedings of the Committee of Governors, see James (2012), pp. 291 

and 313.
28 Article 105(5) of the Treaty establishing the European Community as well as Articles 3.3 

and 25.1 of the ESCB Statute.
29 Article 105(6) of the Treaty establishing the European Community and Article 25.2 of the 

ESCB Statute.
30 ECB (2008), p. 120.
31 Draghi (2014).
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in particular the Single Supervisory Mechanism, are expected to improve the 
conditions for ensuring financial market integration and financial stability in the 
euro area. 

7  ConCludInG rEMarkS

Taking account of the experience gained in the last 15 years, one may conclude 
that the EMI blueprint of the ECB toolbox did fit with an evolving EMU. 
The ECB’s monetary policy strategy did not initially meet with unanimous 
recognition everywhere but in practice proved very successful in stabilising 
inflation expectations in line with the ECB’s mandate to ensure price stability in 
the euro area. The credibility and reputation of the ECB as a central bank that 
was able “to deliver” also enabled it to react efficiently to the financial crisis 
by introducing non-standard measures of monetary policy from 2008 onwards. 
These measures, which were unprecedented in size and nature, helped to restore 
confidence among market participants and to sustain financial intermediation in 
the euro area in an environment of unusually high uncertainty and instability in 
financial markets. 

The financial crisis has demonstrated the limits of monetary policy’s ability to 
preserve financial stability. Like other major central banks, the ECB witnessed 
the fact that monetary policy alone has been unable to break the pattern of cycles 
of financial boom and bust of increasing amplitude.32 That the financial crisis, 
which started in the United States, could spill over to such an extent to the euro 
area and could eventually evolve as a sovereign and finally a “euro crisis” was a 
specific EMU issue that originated from the asymmetry between its monetary and 
economic pillars. Intergovernmental cooperation in the field of macroeconomic 
and macro-prudential policies has proved to be inadequate and ineffective to 
sustain macroeconomic and financial stability in the single currency area. In the 
longer run, therefore, the viability of EMU cannot rely exclusively on a single 
monetary policy as the sole effective instrument in the economic governance 
framework of the euro area. In 2014, 20 years after the establishment of the EMI 
and 15 years after the start of the Stage Three of EMU, the history of EMU has 
reached a turning point. In the wake of the financial crisis, the EU Member States 
have achieved considerably more progress in strengthening macroeconomic and 
macro-prudential governance at the Union level although there remains some 
way to go before achieving a fully institutionalised Union approach in these 
policy fields.
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MarCo But I

I would like to comment on some points, touched upon by one or more of the 
papers presented in this session, which I consider to be particularly relevant.  
The intention is not to comment on ECB policies, but, since it has been  
20 years since the establishment of the EMI, I would like to present some general 
reflections on the issues considered at the time.

The first point to stress is that the key principles and elements underpinning 
monetary policy strategy and framework for the euro area have stood the test 
of time. The EMI had to set up a monetary policy framework which was able 
to meet short-term challenges, such as the build-up of credibility or uncertainty 
about aggregate euro area behaviour, since (as noted by Hanspeter Scheller) 
the EMI and subsequently the ECB did not have, by definition, a track record.  
At the same time (as also indicated by Robert Raymond), monetary policy had to 
be designed for the longer term, thinking ahead to the steady state.

Overall, the ECB and its monetary policy framework – as set up and inspired 
by the EMI – have clearly delivered, both in terms of price stability and in 
terms of credibility. The adherence to its key principles of independence, the 
primary objective of price stability and the singleness of monetary policy were 
enshrined in the behaviour of the ECB. At the same time, the system was 
flexible enough to allow some fine-tuning. The definition of price stability 
(as also mentioned by Hanspeter Scheller) was adjusted following the 2003 
strategy review to “inflation rates below, but close to, 2% over the medium 
term”. The build-up of credibility allowed the ECB, in the midst of the 
recent crisis, to adopt unprecedented measures. Its independence and stability 
orientation remain assets looking to the future.

In setting the monetary policy strategy (as mentioned in two papers by 
Robert Raymond and Hanspeter Scheller), a two-pillar approach was chosen, 
based on a monetary and an economic analysis. Hanspeter Scheller quotes  
Alexandre Lamfalussy, who stated that adopting an “eclectic” monetary policy 
strategy had been “an act of intellectual and professional honesty”. This is a very 
inspiring and valid definition. Starting with this hybrid strategy did not go down 
well in the academic community at the time. It was often criticised as old-fashioned 
for incorporating the “legacy” of the Deutsche Bundesbank, i.e. focusing on the 
evolution of monetary aggregates. Most of the academic profession at the time 
pointed to the economic pillar and strongly criticised the ECB for having a  
two-pillar approach, advising it to abandon the monetary aspect and to 
focus solely on the economic analysis by adopting a straightforward  
inflation targeting approach.
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At the time, many economists, including myself, wrote models in which monetary 
policy behaviour was essentially captured by a simple Taylor rule, with monetary 
aggregates not playing any role in this modelling. The DSGE models at the 
time also used very few monetary and financial variables. If one looks at this in 
retrospect, the two-pillar strategy, in a certain sense, appears more modern and more 
adapted to challenges raised by the crisis than simple inflation targeting, in which 
financial and monetary variables do not play any role. Without trying to make an  
ex post rationalisation, which would not be historically founded, the monetary pillar 
in the ECB monetary policy framework allowed for considerations of monetary  
and financial variables which, in the light of the crisis, proved to be very useful.

With respect to the issue of euro area accession and the related framework, which 
is the topic of the paper by Frank Moss, the initial focus was clearly very much 
on the macroeconomic side. In a study by the European Commission, that André 
Sapir and I edited back in 1998 (which was probably the last comprehensive 
study on the functioning of EMU written on an ex ante basis), we were putting 
our faith in the euro not only as a single currency but also as a stable currency.  
Hence, the strong macro focus was linked to the stability of EMU and the 
stability of the currency. Some crucial dimensions were added later, such as 
more emphasis on structural policies and on the financial side. It is very clear  
(as elaborated by Frank Moss) that the criteria for euro area accession were strongly 
macro-based. There were some considerations on sustainable convergence but 
at the beginning these were relatively less developed. They were increasingly 
emphasised in the later years – an evolution reflecting the spirit of the time. 

While keeping the convergence criteria intact, the turning point in putting 
more emphasis on the sustainability issue and on other relevant factors came 
with the 2004 enlargement of the EU. With the entry of countries that were 
“catching up”, the interaction of real and nominal convergence came to the fore 
in a very prominent way. As a result, more emphasis was put on sustainability 
considerations and on structural reforms, and to a certain extent, more elements 
from the broader “optimal currency area” approach were indirectly incorporated 
in the assessment framework, within the boundaries set by the Treaty. The hope 
at the time, and it was a completely frustrated expectation, was that Member 
States, once having joined, would spontaneously start internalising the policy 
requirements of EMU by orienting their domestic policy towards enhancing 
long-term performance. This is very much emphasised in the Raymond paper.

In 2008, when assessing the first ten years of the EMU, the European 
Commission report – EMU@10 – talked of an “anaesthetic” effect which took 
place in the first ten years of the EMU on the structural reform side. Thanks 
to nominal convergence there was an automatic benefit of lower interest rates 
which lessened the reform pressure as growth was (artificially) buoyant. The 
lower interest burden also, de facto, lessened budgetary constraints. Hence, the 
assumption of enlightened self-interest actually turned out to be naïve. It could 
be called the “ultima ratio” curse – until one’s back is against the wall one does 
not normally take the courageous decisions that are needed. That is what we 
saw at the time. As a result, the overall surveillance framework was recently 
strengthened with the Macroeconomic Imbalances Procedure and broader and 
more comprehensive governance. 
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It is clear from these reasons and considerations that the ECB and its monetary 
policy does not act in isolation. It therefore needs to be embedded in a consistent 
governance set-up supported by other policies. Nowadays there is clearly an 
interplay between monetary and macro-prudential policy. There also remains the 
more classic interplay between monetary and fiscal policy. The preoccupation in 
the original EMI construct and conceptual framework was to deal successfully 
with the risk of fiscal dominance. The intention was to build the euro area policy 
mix on the premise of monetary dominance in a Stackelberg framework, with no 
explicit ex ante coordination, but rather with the ECB as an independent actor 
taking into account the decision of fiscal authorities in setting the monetary 
stance. This implied that a sound and prudent fiscal stance would facilitate the 
job of monetary policy and enable the ECB to minimise its loss function while 
maintaining price stability.

Sargent and Wallace, in their famous 1981 paper entitled “Some unpleasant 
monetarist arithmetic”, show that if the fiscal authority decides to run deficits in 
a system where fiscal policy dominates over monetary policy, the central bank 
has to eventually give in and monetise the debt. In order to avoid this outcome, 
fiscal discipline has to apply. Two stylised approaches can be considered.  
Under the first approach, the fiscal authority only lets automatic stabilisers work, 
which should provide a sufficient degree of fiscal stabilisation. The second, 
more controversial approach is to allow for the possibility of discretionary fiscal 
policy. Recent experience suggests that in certain (crisis) circumstances a more 
active approach to fiscal policy may be required, which was the consideration 
underlying the 2009 EU recovery plan. 

Beside the monetary-fiscal mix, there is the important issue of the interplay 
between the ECB and fiscal authorities more generally. At the time of the EMI 
and in the early days of the EMU, the debate focused on two stylised approaches. 
According to the first one, fiscal authorities had to be weak in order to ensure 
monetary dominance. Hence, the strength of the ECB was to be based on the 
dispersion of fiscal authorities. The second view suggested that a more cohesive 
and coordinated behaviour of fiscal authorities among themselves would 
actually mean the ECB was shielded from “populist” sentiment, especially in 
bad times, while also providing a more stable and more effective interlocutor. 
By and large, the first view was held by Otmar Issing and the second by  
Tomaso Padoa-Schioppa. 

While the “newness” of the ECB and fear of political interference naturally 
urged the first view, having gone through the crisis, the experience arguably 
speaks in favour of the second view, notably in crisis times. If one also looks 
at the evolution of the Eurogroup, developments have gone in this direction, 
with a strong President, more formalised procedures and stronger coordination  
(this morning you heard from Thomas Wieser, who is the permanent chair of the 
Euro Working Group). Having a less fragmented interplay between monetary 
and fiscal authorities has proved to be extremely helpful during the crisis and it 
is the way forward. 
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It is a privilege and a great pleasure for me to present to you this afternoon the 
book: “Alexandre Lamfalussy, the Wise Man of the Euro”. 

This book has been written by three authors: Sabine Péters, Doctor in History and 
Civilisation at the European University Institute in Florence, Professor Ivo Maes, 
a senior advisor in the Research Department at the Nationale Bank van België/
Banque Nationale de Belgique, and, last but not least, Christophe Lamfalussy,  
a journalist with La Libre Belqique and the oldest son of Alexandre Lamfalussy. 

This is a book of conversations that cover his whole life; it actually documents 
eighteen conversations of an hour and a half each. Alexandre Lamfalussy read 
over the manuscript very carefully and provided a number of clarifications.

Alexandre Lamfalussy is one of the most important figures in international 
finance today. Indeed, as a central banker he has had a major impact on Europe’s 
monetary history. A committed European from the start, he employed all of his 
intelligence and energy to further this cause. 

In parallel, Alexandre Lamfalussy pursued a career as a professional economist. 
Having gained a DPhil in Economics from Oxford University, he went on to 
teach at the Catholic University of Louvain and at Yale. He has published a large 
number of books and articles that are regarded as authoritative in the fields of 
financial stability, globalisation and its impact on the weakening of the system, 
as well as on the imperfections of the international monetary system. 

Moreover – and this is also what sets him apart – Alexandre Lamfalussy was 
a practising banker: he spent 20 years at the Banque de Bruxelles, where he 
became Chairman of the Executive Board in 1971. These years in banking gave 
him an intimate and practical knowledge of markets and risks.

It was in 1976 that he entered the world of central bankers that he would 
never leave. He was called on by the Bank for International Settlements (BIS) 
to take up the key post of Economic Adviser. He was then the institution’s  
General Manager from 1986 to 1994. During the 18 years he spent at the BIS, 
Alexandre Lamfalussy was at the heart of all of the major discussions in the 
economic and financial sphere: the deregulation of the exchange rate system, 
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the international credit boom, the effects of financial innovation and the efforts 
undertaken by Europe to create a zone of monetary stability. On all of these 
subjects, Alexandre Lamfalussy expressed himself with lucidity, and often adopted 
controversial positions. In the light of subsequent events, we are compelled to 
acknowledge that his assessments were generally correct and far-sighted. 

Having taken part in the work of the Delors Committee on Monetary Union, 
he became the first President of the European Monetary Institute, holding the 
post between 1994 and 1997. He consequently played a fundamental role in the 
creation of the European Central Bank (ECB). Prior to the ECB’s establishment, 
the national central banks had to be prepared for the unification of monetary 
policy with all that it entailed in terms of IT systems, the harmonisation of 
settlement systems and human cooperation between teams of experts who did not 
know one another, and so on. This meticulous preparation meant that the ECB 
was able to start operating without any hitches. 

In 2000 the European Council called on Alexandre Lamfalussy, as the Chairman 
of a “Committee of Wise Men”, to make proposals to improve and better 
coordinate the mechanisms governing decision-making with respect to regulation 
in Europe. The Committee’s proposals – which set out four levels of procedure 
from the directive through to the technical documents – were adopted in 2003 and 
helped to bring some order to what had in fact been a regulatory jungle.

But what I have just referred to, while useful to recall in this presentation,  
is inevitably a little dry and technical. “Where is Lamfalussy the man?  
Who is he?” People will ask me. The memories presented here in the form of 
dialogues answer these questions admirably. 

Memoirs are a dangerous genre; more often than not they provoke antipathy 
rather than sympathy in the reader. And the reason for this is the pose the writer 
attempts to adopt. 

Here there is no pose – just straightforward candour. The book covers the whole 
of Alexandre Lamfalussy’s life from his earliest childhood up to the present day. 
His answers are considered, direct and modest, just like himself. We are taken 
back to his past in Hungary which has never entirely left this man who had the 
courage to emigrate clandestinely in 1949, at the age of 19, in order to escape the 
Soviet hold on hearts and minds. 

So it was as a free young man that he arrived in Belgium just after the war. 
This simple and beautiful account reads like a novel. He had no money but 
was talented, intelligent and hungry for work. Belgium welcomed Lamfalussy, 
gave him many opportunities and never regarded him as a foreigner. He was 
definitively assimilated into Belgian society, where he had an exceptional career 
and a happy family life. 

The different stages of this life are recounted with great freshness and without 
a trace of pretension. The result is that instead of reading a technical and dull 
account we are plunged into the narrative of a “real” life that takes the reader 
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on an adventure, full of twists and turns in which the characters mentioned are 
conjured up with a few brushstrokes and where there is often humour. 

I recommend the reading of this account not only to those who are interested in 
international finance, but to anyone who is interested in a human story, to anyone 
who reflects on what the “righteous” can do to welcome in the “Other”, and to 
anyone who sometimes gives up the hope that another life is possible even for 
the most disadvantaged. 

I would like to add the following to my presentation since these elements are not 
emphasised in the book on account of the author’s modesty. 

Like all of us, Alexandre Lamfalussy sometimes made mistakes. But on the 
absolutely crucial issues his assessments were correct and he was the first to alert 
the community of decision-makers. I will provide three examples:

•	 In the 1970s he criticised the accumulation of debt, particularly in  
Latin America, and proposed international regulation to avoid excessive 
indebtedness (he was not listened to and a very serious crisis broke out in 1982).

•	 In the same vein, in 1979 he recommended a system of prudential supervision 
to prevent credit bubbles from forming, also without success. 30 years ahead 
of his time, Alexandre Lamfalussy invented the concept – now in vogue  
– of macro-prudential supervision of the financial system as a whole. 

•	 He was one of the very first to be wary of the markets and financial innovation, 
whose dangers he could see. This former banker knew that the markets do not 
systematically regulate themselves and that financial integration is far from 
being a source of stability, given that it exposes cross-border institutions to 
increased risk. 
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It is for me an immense pleasure to celebrate, here in Brussels, both the 
20th anniversary of the European Monetary Institute and the lifetime achievements 
of Alexandre Lamfalussy. On a great number of occasions I had the honour of 
presenting Alexandre, in particular when I was President of the European Central 
Bank (ECB). I always said that Alexandre’s life was a poignant illustration of the 
history of Europe since the trauma of the Second World War. His dedication to 
liberty led him to cross the Iron Curtain from Hungary to Belgium at a time when 
it needed audacity, personal courage and vision. His dedication to excellence led 
him to study at the Université de Louvain and at Nuffield College in Oxford. 
His passion for Europe and for European unity made him an activist for European 
reunification. As the first President of the European Monetary Institute (EMI), 
he was and is the founding father of the ECB.

I trust that, for the young man who, with immense sadness left his own country, 
which was under the iron rule of communism, chairing the EMI on 1 January 1994,  
with the extraordinary satisfaction of doing so after the fall of the Iron Curtain, 
would have been much more than a dream come true; it must have been 
an immense joy and he must have had the feeling of having accomplished  
a life’s mission.

Dear Alexandre, consider the following presentation as a meditation on your own 
lessons, as I understood it since I had the privilege of working with you closely.

Since mid-2007 the advanced economies have experienced extraordinarily 
demanding and difficult times. We have experienced a succession of shocks that 
have not been seen in the industrialised countries since the Second World War.  
I remain convinced that the events that unfolded after the Lehman Brothers 
incident were potentially even more critical than those which triggered the 
1929-1930 crisis. Had the central banks and the public authorities not embarked 
immediately on prompt and decisive action, I believe that we would have 
experienced not only a great recession but a very deep and rapidly unfolding 
great depression.

It is in this context of the gravest crisis of the advanced economies since the 
Second World War that I would like to concentrate on the European issues,  
and, more particularly, on the euro area issues.

When people seek a justification for European integration, there is a tendency to 
look backwards. It is is always stressed in particular that European integration 
has banished the spectre of war from our continent. European integration has 
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indeed delivered the longest period of peace and prosperity in European history. 
This perspective is entirely correct, but it is also incomplete. There are many 
more reasons for striving towards “ever closer union” in Europe today than there 
were in 1945. And these are entirely forward-looking. The distribution of global 
GDP 68 years ago was such that Europe had only one role model for its single 
market: the United States of America. Today, Europe is faced with a new global 
economy, reconfigured by globalisation and by the emerging economies of Asia 
and Latin America.

It is a world where economies of scale and networks of innovation matter more 
than ever. By 2016 – that is, tomorrow – we can expect euro area GDP, in terms 
of purchasing power parity, to be below that of China while still being over and 
above the GDP of India. Together, these two countries will represent around 
twice the GDP of the euro area. Over a longer horizon, the entire GDP of the 
G7 countries will be dwarfed by the rapid development of the systemic emerging 
economies. Europe has to cope with a new geopolitical landscape, which is being 
very profoundly reshaped by these emerging economies.

Europe is also faced with new global challenges, such as climate change and 
migration, where effective solutions are possible only at the European and 
international levels. In this new global constellation, European integration – both 
economic and political – is central to achieving prosperity, stability and influence. 
The challenge is to set the correct path of European integration. Getting this 
right is essential in order to fully realise our continent’s tremendous potential.  
Let me therefore lay out some ideas for the Europe of tomorrow.

The creation of Europe’s economic and monetary union, in which Alexandre 
Lamfalussy played such a decisive role, is unique in the history of sovereign 
states. The euro area constitutes a “society of states” of a completely new type. 
We have progressively created a concept which goes far beyond the Westphalian 
concept of sovereign states. Like individuals in a society, euro area countries are 
both independent and interdependent. They can affect each other both positively 
and negatively. Good governance requires that both individual Member States 
and the institutions of the EU fulfill their responsiblities.

We have observed the functioning of the euro area for 15 years. As all advanced 
economies, we have experienced the shock of the crisis over the last five years. 
It is time now to draw lessons from these first years.

The acronym EMU – Economic and Monetary Union – is made of three letters 
E, M and U which means that we must have, and have indeed, two unions:  
a monetary union and an economic union. I will next assess how both the 
monetary and economic unions have performed.
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1  ach IEvEmEnts  of  thE  monEtary un Ion

I will not expand too much on the successes of the monetary union. Let me only 
mention the following elements:

 – First, the new currency, starting from scratch, has maintained price stability 
for an entire continent of 18 countries today and for 335 million people 
since 1 January. The average yearly inflation over the first 15 years has  
been around 2.03%.

 – Second, savers and market participants trust the euro to keep its domestic 
value in the future. Taking into account risk premia, the inflation expectations 
that one can draw from the financial markets are around 1.9% to 2.0% for the 
next ten years, in line with the ECB’s definition of price stability.

 – Third, the track record of price stability and the anticipation of future price 
stability are not only in line with the mandate received by the ECB and the 
Eurosystem from the European democracies, but are also better than what 
had been experienced in Europe before the euro. For example, the Deutsche 
Bundesbank, exemplary in its capacity for ensuring price stability, displayed 
average yearly inflation of around 2.9% from 1955 to 1999. 

 – Fourth, this level of stability and of credibility has been attained despite 
several oil and commodity shocks and the impact of the worst crisis in the 
advanced economies since the Second World War.

 – Fifth, this level of stability was not attained to the detriment of job creation at 
the level of the euro area as a whole. From the establishment of the euro on 
1 January 1999 until the third quarter of 2013, the euro area created around 
13 million new jobs (net) compared to the same amount of new jobs in the 
United States during the same period. This is certainly not to say that there 
is not a big and acute unemployment issue in Europe; we have a lot of hard 
work to do, particularly in showing great determination to eliminate youth 
unemployment, which is a disgrace, as well as all structural obstacles to 
growth and job creation. Moreover, in the United States an episode of very 
active job creation took place in the 1990s. Nevertheless, this little known 
comparison shows that, over a period of around 15 years, there has been no 
obvious inferiority on this side of the Atlantic; all large advanced economies 
have to dramatically improve their employment situation.

The achievements of the currency and the success of the euro itself – which has 
kept its credibility during the worst financial crisis of the advanced economies 
since the Second World War – make it difficult to understand why Europe has 
been, since 2010, at the epicentre of the present crisis of the advanced economies. 
This phenomenon started when the financial crisis – the epicentre of which 
was in the United States (sub-prime loans, the Lehman Brothers bankruptcy) – 
morphed into a sovereign risk crisis. To understand that, one has to concentrate 
on the weaknesses of the economic union.
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2  wEaknEssEs  of  thE  EconomIc  un Ion

It is not the euro area as a whole, on a consolidated basis, that presents major 
weaknesses; the current account of the euro area is in surplus, the public debt 
outstanding as a proportion of GDP is well below that of Japan, and the annual 
public finance deficit is below the equivalent figures for the United States, 
Japan and the United Kingdom. Nevertheless, several factors, in particular 
the absence of effective surveillance inside the euro area, have led to large 
differences between countries with regard to fiscal soundness, competitiveness 
and, therefore, the creditworthiness of the countries’ signatures. This explains 
why some countries were considered by investors and savers as vulnerable.

The weaknesses of the euro area’s economic governance can be summed up in 
six points:

 – First, the Stability and Growth Pact (SGP) that was designed to ensure 
sound fiscal policies in the euro area has not been correctly implemented. 
Furthermore, in 2003 and 2004 major countries, namely France, Italy and 
Germany, engaged in a dramatic move to weaken the Pact. The defensive 
measures taken by the Commission, the ECB and the small and medium-sized 
countries helped prevent the dismantling of the “letter” of the Pact. However, 
the “spirit” of the Pact has been critically damaged.

 – Second, from the outset the governance of the euro area did not include any 
serious monitoring or surveillance of competitiveness indicators, of nominal 
evolutions of prices and costs in any particular country or of national external 
imbalances within the euro area.

A single currency area is, by construction, a single “nominal currency” area. 
The main challenge of any such area is to remain, over time, close to a single 
“real currency” area through a close monitoring of possible excessive deviations 
of national competitiveness. On behalf of the Governing Council, in 2005, long 
before the crisis, I called for the appropriate surveillance of a number of national 
competitiveness indicators associated with national current account imbalances, 
including the evolution of unit labour costs.

 – Third, the high correlation between the creditworthiness of the commercial 
banks of a particular country and the creditworthiness of the signature of the 
sovereign creates an additional vulnerability, which is particularly damaging 
within the euro area, and calls for an effective banking union at the level of 
the euro area as a whole.

 – Fourth, no crisis management tools were envisaged at the start of the euro. 
This might appear to be a serious initial mistake with the benefit of hindsight. 
Yet one has to recognise in this respect that “benign neglect” of possible 
acute crisis challenges was generalised at the global level when the euro was 
conceived. This was particularly the case in the advanced economies.
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 – Fifth, another weakness of the euro area has been the unsatisfactory 
completion of the single market in the domain of goods and, more particularly, 
services. This weakness of the single market comprising all 28 European 
Union countries is particularly felt in the euro area where it hampers the 
appropriate functioning of competition, an essential channel through which 
the economies concerned can achieve a commensurate and timely adjustment.

 – And sixth, the slow and hesitant implementation of the structural reforms 
foreseen in the Lisbon agenda and in the 2020 programme, which were, and 
are, committed to by all the Member States of the European Union, is equally 
proving to be a very significant hindrance to the smooth functioning of the 
euro area.

Now let us look at what has been done up to now to correct these weaknesses 
and what is presently envisaged in the medium term by the European institutions.

First, I would like to stress the fact that, contrary to common belief, Europeans 
have been decisive and bold in designing new tools, imagining new concepts and 
working out new rules. These new decisions have been adopted precisely to cope 
with the weaknesses I have just mentioned. Furthermore, the European institutions 
are currently envisaging a number of promising avenues for the medium-term 
future. In order to have an idea of the creativity of the European institutions,  
I would recommend reading in particular two documents: the document entitled 
“A blueprint for a deep and genuine economic and monetary union. Launching a 
European debate”, published by the Commission on 30 November 2012; and the 
document published by Mario Draghi and the three Presidents of the European 
Council, the European Commission and the Eurogroup and reported to the European 
Council under the heading: “Towards a genuine economic and monetary union”.

The decisions already taken undoubtedly represent an important step in the 
right direction and address, with varying degrees of effort, all six weaknesses 
mentioned here. The “European Semester” and the so-called “six-pack” and 
“two-pack” are coping with the first two weaknesses: they very significantly 
reinforce the SGP, and give the Commission more clout in case the governments 
are inclined, as has been the case in the past, to be too lenient vis-à-vis loose 
fiscal policies. The same set of secondary legislation introduces a new framework 
for surveillance: the Macroeconomic Imbalance Procedure (MIP), which is 
designed to correct the second major weakness, namely the lack of surveillance 
of competitiveness developments and ensuing macroeconomic imbalances. 
The “Treaty on Stability, Coordination and Governance” (TSCG) significantly 
reinforces the effectiveness of the SGP by introducing its budget rules in national 
legislation. This new Treaty signed on 2 March 2012 by 25 EU Member States 
(all except the United Kingdom and the Czech Republic) is usually called 
the “fiscal compact”. It also sets out criteria for the reinforced surveillance 
of economic policies. A remarkable feature of the Treaty is that the euro area 
countries will support the Commissions’ proposals or recommendations if a euro 
area country is in breach of the deficit criterion, unless a qualified majority of 
Member States then opposes it. This reverse qualified majority voting (RQMV) 
is one of the major advances of the new Treaty.
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Important decisions were made at the end of 2012 and during 2013 to deal with 
the third weakness, namely the absence of a banking union in the euro area.  
A Single Supervisory Mechanism (SSM), where the ECB plays a key role, 
has been created. From November 2014, every bank in the euro area will 
be part of the same system. This will permit supervisors to help prevent the  
boom-bust cycles caused by excessive cross-border lending. The European Single 
Supervisory Mechanism will involve centralised and decentralised elements.  
For the large, significant banks (around 130), the ECB will be the direct 
supervisor, while supervision will operationally take place at both the European 
and national levels. For less significant and smaller banks, the system will be 
decentralised, but will have a single supervisory model, which is currently being 
developed, and for all banks there will be a single rule book.

As regards the Bank Recovery and Resolution Directive, a political agreement 
was reached between the European Parliament, the EU Member States and  
the Commission on 12 December 2013, enabling the European legislation to  
be finalised.

As regards the Single Resolution Mechanism (SRM), there was a political 
agreement between governments on 18 December 2013, but the final decision 
has not yet been taken. The SRM will consist of a Single Resolution Board and 
a Single Resolution Fund. Its aim is to ensure the orderly resolution of failing 
financial institutions with minimal impact on the taxpayer and on the real 
economy. The Single Resolution Fund will enter into force on 1 January 2015. 
These decisions in principle will have to be very closely monitored to be sure 
that they are fully operational. As in many domains the devil lies in the details 
and it is necessary to be very vigilant to ensure that the decision-making process 
is fully operational, swift and credible. We are still only halfway there in respect 
of the banking union; it is crucial that a solution is found as soon as possible by 
the Parliament, the Council and the Commission.

As regards, the fourth weakness, namely the absence of crisis management tools, 
the European Stability Mechanism (ESM) has gradually been set up. It is, in my 
opinion, too modest in size and its management is too complicated because of 
its intergovernmental nature. It is nevertheless remarkable that the 17 European 
governments of the euro area were able to agree on a crisis tool that was not in 
line with the very strict interpretation given to the “no-bailout” clause by some 
of them (which goes beyond the legal Treaty requirements).

Several ways have also been imagined to improve the situation with regard to 
the fifth and sixth weaknesses, namely the non-completion of the single market 
and the insufficient implementation of structural reforms. For instance, Article 11 
of the TSCG calls for systematic ex ante coordination of major economic policy 
reforms. One of the most imaginative possible instruments to be used to further 
structural reforms is the Convergence and Competitiveness Instrument (CCI) 
which would encompass contractual arrangements negotiated between a particular 
country and EU institutions and would be underpinned by financial support. This 
instrument would be activated in close connection with the MIP so as to foster the 
implementation of the corrective action plan. There is also an explicit recognition 
that the completion of the single market is essential in the present circumstances. 
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To sum up, what has been decided already – which has to be implemented as 
actively, comprehensively and swiftly as possible – is significant and a testament 
to the European reaction to the crisis. I have described above eight operational 
frameworks of diverse nature: the European Semester, the SGP, the MIP, the 
TSCG, the ESM, RQMG, the SSM and the CCI. Aside from the Stability 
and Growth Pact, seven of these eight frameworks are new and are the direct 
consequence of lessons learnt in the crisis.

That being said, all this is not sufficient. More has to be done in the medium term 
as has been recognised by the European institutions. Most of what remains to be 
done would call for Treaty changes (as, incidentally, has been the case for the 
ESM and the TSCG).

The ideas that are currently being suggested for the medium and long term by 
academics and by the European institutions – what Herman Van Rompuy calls 
“Stage Three” or what the President of the Commission refers to as “the medium 
term” and “the longer term” vision – could imply movement in three possible 
directions:

•	 First, embarking on a financial route, which would involve new euro area 
sovereign instruments, whether euro bonds with various functions (including 
the financing of a possible redemption fund), or euro bills (with the aim of 
stabilising short-term volatile government debt markets);

•	 Second, introducing a kind of embryonic federal budget. This could be done 
by creating a “shock absorption” function at the central level, which could be 
the equivalent of an insurance mechanism against asymmetric shocks (either 
through a pure macroeconomic approach or an approach based on cyclically 
sensitive expenditure such as unemployment insurance). This concept should 
avoid net transfers in favour of any one country over the economic cycle in 
order to ensure that it is a shock-absorption rather than a transfer mechanism. 
Another approach would be to give the euro area some specific fiscal 
responsibilities, with a dedicated budget and its own resources;

•	 And, third, reinforcing the democratic legitimacy and accountability of the 
European institutional framework. Several ideas are being floated in this 
direction, of which two deserve particular attention. The first is a new concept 
of very close cooperation between national parliaments and the European 
Parliament, explicitly mentioned in Article 13 of the TSCG: a “conference 
of representatives of the relevant committees of the European Parliament and 
of the national parliaments”. Secondly, new responsibilities could also be 
given to the European Parliament itself, particularly as regards the possible 
new “embryonic” federal budget. This would imply forming a particular  
sub-division of the European Parliament, restricted to the MPs that are 
members of the euro area countries. The legal difficulties associated with 
venturing down such an avenue should not be underestimated and it would 
call for important Treaty changes.
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All these avenues are interesting and are worth exploring. What is particularly 
important, in my view, is that whatever new concept is envisaged, it should be 
designed with maximum clarity, so as to allow the assessment of its technical, 
economic and political feasibility.

3  thE  act Ivat Ion of  a  poss IblE  EconomIc  and f I scal 
fEdErat Ion of  a  nEw typE

As I found myself looking for possible significant additional advances in the 
direction of an “economic and fiscal federation” I wondered what kind of concept 
or process could meet the following four requirements?

1. Being bold enough and sufficiently powerful symbolically to suggest a great 
step forward – I already mentioned previously that the euro area needs to take 
a “quantum leap” towards truly achieving economic governance and towards 
an economic and fiscal federation. In exceptional circumstances, this would 
imply giving the various European institutions the kind of responsibilities 
they would have in a fully fledged economic and fiscal federation and 
checking their capacity to effectively meet their possible new responsibilities 
and new powers;

2. Being fully democratic and therefore giving the last word, as regards the 
decision, to the direct representatives of the European people, namely the 
European Parliament, within a framework of close liaison with the national 
parliament concerned.

3. Meeting the subsidiarity principle, i.e. being activated only in cases where it 
would be absolutely necessary for the sake of the euro area and for Europe 
as a whole;

4. And, last but not least, being effective in making sure that the kind of 
economic and financial destabilisation experienced during recent years would 
be prevented in a convincing way.

I think that there is a new concept that could possibly meet these four 
requirements. It would be based on the two present surveillance frameworks 
mentioned earlier: the SGP and the MIP. In the present secondary legislation, 
a country that behaves in an extraordinarily improper manner and consequently 
puts at risk the stability of the euro area as a whole must face sanctions in the 
form of fines representing a certain percentage of the country’s GDP. Experience 
has demonstrated that these possible fines are not effective. A country behaving 
very improperly does not seem to be deterred by fines, which would only add 
to the financial difficulties of its own making. This is the reason why I would 
suggest replacing the fines with an entirely new decision-making process.

This new process would be activated only when a particular economy appears to 
be unwilling to take or incapable of taking the fiscal and economic – including 
structural – measures required to avoid the destabilisation of that country and 
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consequently of the euro area as a whole. It would be activated either by the 
country concerned if it challenges the pertinence of the recommendations received 
from the Commission and the Council, or by the Commission and the Council 
in the event that the country refuses to act. Once this process is activated, the 
required decisions would be taken at the centre – by the European institutions – 
and not by the country itself. The Commission – in this case acting as a federal 
government – would propose the appropriate measures (i.e. a 3% increase in 
VAT, freezing categories of fiscal expenditure, etc.). The Council – acting as the 
equivalent of an upper chamber – would examine the proposed decision and make 
its own judgment. The European Parliament – acting as the lower chamber with 
its MPs elected directly by the citizens of Europe – would have the last word and 
would democratically decide on the proposed measures, after having engaged in 
appropriate and close dialogue with the national parliament concerned.

I would call this decision-making process – limited to absolutely exceptional 
cases and activated either by the country concerned or by the Commission and 
the Council – “the activation of an economic and fiscal federation by exception”.

4  thE  dEmocrat Ic  anchor Ing of  an EconomIc  and f I scal 
fEdErat Ion by  ExcEpt Ion In  thE  Euro arEa

This decision-making process would meet the four criteria previously mentioned: 
it would be bold, effective, would meet the subsidiary principle and would be 
democratic. The fact that the country concerned could challenge the wisdom 
of the Commission and the Council and appeal to the European Parliament 
reinforces the subsidiarity principle. Yet the main feature from the standpoint of 
our democracies is precisely its democratic anchoring.

The fact that sharing a single currency also means accepting limitations to fiscal 
sovereignty is not new. The limitation of fiscal sovereignty in exceptional cases 
was already included in the Maastricht Treaty: the SGP foresees the possibility 
of imposing sanctions – in the form of fines, including very significant ones –  
if a government, or a parliament, or both, do not meet the SGP provisions and 
do not respect the Commission and Council recommendations. The new concept  
I suggest draws its consequences from the fact that the fines have proved largely 
ineffective as a deterrent and as a practical method.

The most important element of the new proposed concept is its democratic 
anchoring. One has to be sure that the activation of the “federation by exception” 
is subject to a fully democratic decision-making process, and that democratic 
accountability is indisputable. This is the reason why the European Parliament 
should be called to play a fundamental role in the decision, on top of the role 
played by the Commission and the Council. More precisely, for the decisions 
to be effective, the European Parliament would have to approve, by a majority 
vote, the measures proposed by the Commission and approved by the Council.  
For as long as the euro area does not coincide with the European Union as a whole,  
only the Members of Parliament elected in the euro area member countries would 
be allowed to vote.
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In my view, it would be necessary to organise the dialogue between the European 
Parliament and the national parliament of the country concerned in the best 
possible way. In these exceptional circumstances, where the stability and the 
prosperity of the euro area as a whole are at stake, the national parliament should 
have the possibility of explaining why it is unable or unwilling to implement 
the recommendations proposed. Similarly, the European Parliament should be 
able to explain why the stability and the prosperity of the euro area as a whole 
are at stake. In so doing, a deep and appropriate dialogue between the two 
parliamentary institutions concerned would be established before the decision of 
the European Parliament.

The legitimacy of the participation of all Members of the European Parliament 
elected in euro area countries seems to me very strong. It would indeed be their 
own electorates’ stability and prosperity which would be put at risk in such 
exceptional circumstances, when one particular economy behaves dangerously.

This decision-making process would be fully in line with the concept of 
subsidiarity which has been applied since the introduction of the SGP. As 
long as the policy which is pursued is in line with the framework, or is being 
redressed according to the recommendations of the Commission and the Council,  
there is naturally no need for any new action. A country that is not only failing 
to respect the framework, but also not applying the recommendations received 
from the Commission and the Council could appeal to the European Parliament 
for an ultimate decision if it judges that the recommendations are inappropriate 
and/or inapplicable. In any case, whether at the request of the country or of the 
Commission and Council, the final decision would be taken by the European 
Parliament. It would only be when the policy pursued is threatening to contradict 
the rules so gravely that it places the stability of the whole in jeopardy that the 
procedure leading to possible sanctions would be activated.

The euro area has learned the hard way that the level of interconnectedness 
between economies inside a single currency area is such that even an economy of 
a modest size can significantly affect the euro area as a whole. This is precisely 
where the limit of the subsidiarity principle is drawn.

In a short to medium-term perspective, the concept of the “activation of an 
economic and fiscal federation by exception” might appear bold indeed. 
In a longer-term perspective, it might seem to be a more natural decision-
making process that is better adapted to the kind of “deeper union” that  
Europe can envisage.

Taking into account the very nature of Europe – the fact that our nations have 
deep and ancient historical, social and political roots – it is likely that European 
countries will remain profoundly attached to the subsidiarity principle in the long 
run. So, even in a long-term historical perspective, it is possible that it will not 
appear appropriate for the future European federation to go much further than this 
“activation by exception” of economic and fiscal federal governance. The scope 
of intervention and the measures taken by the federal institutions would thus rely, 
even in the much longer term, on the principle of “as little as possible in normal 
times, but as much as necessary in exceptional times”.
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5  concludIng rEmarks

These are new ideas which might be worth examining. I suggested in 2011, on 
the occasion of the Karlspreis Speech, the establishment of a Ministry of Finance 
and the appointment of a Minister of Finance for the euro area. This Ministry 
would have the responsibility for activating the economic and fiscal federation by 
exception when and where necessary. It would be responsible for the handling of 
the crisis management tools, such as the ESM. It would also be responsible for 
handling the banking union within the limits of the executive branch responsibility. 
And it would represent the euro area in international institutions and informal 
groupings, such as the G7, G8, G20, etc. The minister in charge would be a 
member of the future executive branch of the European Union, together with the 
other ministers responsible for other possible federal departments.

In this perspective, the Commission would appear naturally to be the 
forerunner of the future European democratic government. As I said earlier, 
the Council appears to be the forerunner of the future European upper chamber.  
And we already have the lower chamber, elected by all fellow European citizens.

I am aware of the boldness of some of the ideas presented here, but I really think 
that it is necessary for Europeans to draw all the lessons from the past and from 
present events as resolutely as possible.

Jean Monnet once said: “People only accept change when they are faced with 
necessity, and only recognise necessity when a crisis is upon them”. I strongly 
believe that this is true of all advanced economies, through very different 
modalities, not only in Europe and in the euro area. I also trust that, more than 
ever, the right and appropriate communication and tireless explanations to our 
fellow citizens will be decisive in achieving support from all our democracies for 
the necessary reforms. 

Allow me a final word. I stressed at the beginning of my presentation  
the remarkable resilience of the currency of our monetary union, the euro,  
in the worst crisis faced by the advanced economies since the Second World War. 
At the same time, I pointed out that the euro area – as an economic union – became 
the epicentre of the global crisis in 2010. Still, I would like also to comment upon the 
resilience of the euro area itself. In these dramatic circumstances all our European 
democracies have decided to preserve the integrity of the euro area. When Lehman 
Brothers collapsed, there were 15 countries in the euro area. Today there are 18 
of us. Three more countries joined – Slovakia, Estonia and Latvia – during this 
terrible crisis. I will take this resilience as an illustration of the underlying strength 
of the historical process of creating a union which is ongoing in Europe. 

I will apply to the present situation the lessons we learned from Alexandre 
Lamfalussy, when he was at the helm of the EMI. This is no time for 
complacency. The road towards European unity is a long-term, demanding and 
inspiring historical process for which history offers no model. The future of 
our continent, its stability and its prosperity depend on our resolve and on our 
imagination today.
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F InanC Ial  IntEGrat Ion and  
Bank InG un Ion

MarIo  draGHI 

It is a pleasure to speak today at this conference marking the 20th anniversary 
of the establishment of the European Monetary Institute (EMI), and in particular 
to be part of this session that recognises and celebrates the contribution of 
Alexandre Lamfalussy.

The discussion today has naturally focused on the EMI, the euro and monetary 
policy, but I would like to take this opportunity to reflect on another issue which 
is vital for the single currency, and to which Alexandre has made an immense 
contribution – that is, financial integration.

Financial integration and the single currency are in many ways two sides of the 
same coin. One fundamental reason for the single currency was to maximise the 
benefits of the single market for capital. And, conversely, it was understood when 
the euro was conceived that integrated financial markets would be necessary for 
an effective single currency.1

Alexandre’s experience in academia, the private sector and central banking 
put him in a unique position to contribute to this process. He contributed 
intellectually, for example through his leadership of the SUERF 2 network set up 
to promote discussion of financial and monetary issues among academics, central 
bankers and market participants. He contributed practically, not least as chairman 
of Euro-MTS, the European electronic fixed income market, late in his career. 
And he made significant policy contributions, from overseeing the creation of 
the TARGET payment system at the EMI to launching what became known as 
the “Lamfalussy process” for supervisory and regulatory convergence in Europe.

For this reason, the ECB recognised and honoured his role by establishing about 
ten years ago a “Lamfalussy Fellowship” programme. It sponsors five young 
economists each year to conduct research on the integration, structure and 
performance of the European financial system.

However, we know – and to our cost – that ultimately the euro area did not 
succeed in achieving sustainable financial integration. While financial integration 
deepened significantly after the euro was introduced, the global financial crisis 
caused that process to go into reverse. And we can see the importance of financial 
integration for the single currency all the more in its absence.

1 See the “Delors Report” – Committee for the Study of Economic and Monetary Union (1989).
2 SUERF, the European Money and Finance Forum, is an abbreviation of the Association’s 

original name “Société Universitaire Européenne de Recherches Financières”.
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In the periphery, financial fragmentation has led to high interest rates for firms 
and households, and disrupted monetary policy transmission. In the core,  
it has led to exceptionally low interest rates for savers and potentially distorted asset 
prices. Consequently, the whole of the euro area would benefit from lasting financial 
reintegration – and indeed, addressing financial fragmentation has been one of the 
key tasks of euro area policy-makers, including the ECB, over the past years. 

What I would like to focus on today is one aspect of reversing fragmentation that 
is perhaps underplayed – that is, the importance of raising the quality of financial 
integration in the euro area. My view is that the incomplete financial integration 
we achieved before the crisis made it susceptible to fragmentation. But I am 
confident that with a banking union we can create the pre-conditions for more 
sustainable financial integration in the future.

1  F InanC Ial  IntEGrat Ion BEForE  tHE  Cr I S I S :  WHat WEnt 
WronG?

Let me start by outlining how financial integration evolved before the crisis.

It was always understood that financial integration could have both stabilising 
and destabilising effects.3 Some of the main stabilising effects were expected 
to come from increased portfolio diversification. As banks and other investors 
became more diversified across borders within the euro area, they could reduce 
their exposure to domestic shocks, and this would be reflected in greater 
income and consumption risk-sharing.4 Indeed, global and European evidence 
suggested that financial openness and integration had reduced consumption 
growth volatility.5

Another benefit of financial integration was thought to come from improved 
allocative efficiency. Research suggested that large cross-border banks in Europe 
could improve overall economic performance, by making sure that productive 
capital was channelled towards the most efficient firms. This would in turn 
reduce the risk of crises stemming from mispriced investment risk.6

Destabilising effects of financial integration, on the other hand, were expected 
particularly through risk-taking and contagion. Asymmetric information problems 
associated with cross-border lending could lead to misaligned incentives and 
increased risk-taking. Similarly, savings imbalances abroad could compress 
risk premia and lower financing costs, allowing an increase in leverage in the 
domestic financial sector.7 And if negative shocks were to occur, contagion could 
quickly spread through the interbank market, and lending to the real sector across 
borders could be affected, too.8

3 For example, Ferguson et al. (2009).
4 Demyanyk et al. (2008).
5 Bekaert et al. (2006).
6 Giannetti and Ongena (2009).
7 Caballero and Krishnamurthy (2009).
8 Popov and Udell (2012).
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As financial integration deepened, it was anticipated that the stabilising effects 
would overall be more important than the destabilising ones – that is, the welfare 
benefits of better diversification and improved allocative efficiency would offset 
the welfare costs of occasionally higher risk-taking and contagion effects.9  
So why were the costs of the European crisis so high?

There are many reasons for this, but in my view one important factor was the 
incomplete nature of financial integration in the euro area. Price convergence 
in many asset classes created an appearance of financial integration, but it 
was in fact relatively shallow, in particular in the banking sector. According  
to the ECB’s financial integration indicators, while euro area interbank markets 
became almost completely integrated, retail banking integration remained largely 
fragmented.10 This mismatch had at least three consequences.

The first was on the asset side of banks’ balance sheets. A main channel through 
which retail banking integration is expected to improve allocative efficiency is by 
increasing the distance between the main shareholders and management of a bank 
and the vested interests in the country where the bank operates, i.e. by reducing 
so-called “related lending”. But without meaningful foreign competition, these 
gains did not materialise in the euro area. In fact, the ability to borrow freely 
in interbank markets allowed local banks to increase lending towards favoured 
domestic sectors such as real estate. This is essentially what we saw in Spain 
and Ireland. In the process, financial integration concentrated rather than  
diversified risk.11

The second consequence was on the liability side of banks’ balance sheets.  
As banks’ funding from abroad came mainly through the interbank market, the 
composition of their foreign liabilities was short-term and debt-based. This meant 
that funding could quickly dry up at the first sign of distress.12 With a more 
integrated banking sector, however, this effect would have been less dramatic.  
As foreign banks would have equity stakes, they would have an incentive 
to maintain cross-border funding within the group. This is what happened,  
for example, in the Baltic countries where foreign ownership of the banking 
sector was high.13

These two consequences combined to create a third effect. As banks’ assets were 
not well allocated, nor well diversified geographically, they were more vulnerable 
to domestic shocks. And as their foreign liabilities were mainly interbank, i.e. not 
equity-based and short-term, they could not share the subsequent losses with 
other jurisdictions. This meant that when the crisis hit, the cost of repairing their 
balance sheets fell largely on their domestic fiscal authorities. The result was the 
infamous bank-sovereign nexus that has perpetuated financial fragmentation in 
the euro area.14

9 Fecht et al. (2007).
10 European Central Bank (2008).
11 Fecht et al (2012).
12 Schoenmaker and Wagner (2011).
13 Gros and Alcidi (2013).
14 Acharya et al (2014) and Nikolov and Papov (2014).
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My conclusion from this experience is as follows: the quality and 
comprehensiveness of integration matters. There are costs which can arise from 
a type of financial integration that is short-term and reversible; or from having 
perfect integration in one market and fragmentation in another. A key question 
for the euro area is therefore: how can we generate a higher quality of financial 
integration for the future?

2  Mak InG F InanC Ial  IntEGrat Ion SuSta InaBlE :  tHE  rolE  
oF  a  Bank InG un Ion

The pre-crisis experience suggests three changes are needed.

First, stronger ex ante supervision to mitigate the possible destabilising effects 
of financial integration. Second, an improved policy framework to maximise 
the stability benefits, namely by encouraging deeper cross-border banking 
integration. Third, better ex post risk-sharing arrangements, such as resolution 
frameworks, so as to prevent shocks from spilling over to sovereigns. 

I see that a banking union – the Single Supervisory Mechanism (SSM) and the 
new European resolution framework – can make a significant contribution to 
these objectives. Let me address each in turn.

StrEnGtHEnInG SupErv I S Ion
To begin with, the SSM will enable supervisors to better identify emerging risks 
and to act counter-cyclically. This is thanks to its independence, its incentives 
and its instruments. 

The SSM has been designed with the necessary independence to lean against 
localised booms, being not only legally independent, but also independent of 
any single government or national financial system. And that independence 
is reflected throughout its organisational structure, for example by having  
mixed-nationality joint supervisory teams to supervise each significant bank.

By virtue of its accountability, the SSM also has incentives that are clearly 
aligned with its European financial stability objective – it has to answer for the 
failure of any bank in the SSM area. Compared with national supervisors, this 
gives it all the more reason to take account of excessive risk-taking and the 
cross-border externalities associated with it, and therefore to be proactive if local 
financial developments pose increasing systemic risk.

Finally, the SSM has not only micro-prudential powers but also new macro-
prudential instruments to counter financial imbalances. For all the instruments 
in the EU legislation, it may apply stricter measures than national authorities if 
it observes emerging risks. This further strengthens the capacity at the European 
level to prevent financial instability. 
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dEEpEn InG IntEGrat Ion
The SSM can also help maximise the benefits of financial integration by 
providing a policy framework that is more conducive to cross-border banking 
integration. 

Before the crisis, supervisory coordination mainly took place through the 
Lamfalussy process and committees, which were a major step forward and the 
best that could be achieved at the time. However, they were unable to fully 
iron out supervisory differences between EU jurisdictions.15 This presented 
cross-border banks with substantial compliance costs and reduced the economic 
synergies of integration.

For example, a Commission survey in 2005 found that opaque supervisory 
approval procedures were a major deterrent to cross-border banking M&As in 
Europe. The need to comply with different sets of rules and interact with several 
different authorities was also reported to be a barrier to cross-border activity.16

The lesson from this period was that, while financial integration is ultimately a 
market-driven process, policy plays a key role in creating the conditions for it to 
progress. To quote the Lamfalussy report, “the EU has no ‘divine right’ to the 
benefits of an integrated market – it has to build one 17”. This SSM should help 
us in this building process.

A single supervisor automatically removes some of the dividing lines between 
jurisdictions that create compliance costs. For example, there will no longer be a 
distinction between home and host supervisors for cross-border banks. Instead, 
there will be a single supervisory model and eventually a single supervisory 
culture, rather than one per country. And cross-border groups will be able to 
report at the consolidated level.

Another benefit of the SSM – and perhaps a more important one – will be the 
lack of “hidden barriers” to cross-border activity linked to national preferences. 
With a European supervisor, borders will not matter. Issues such as protecting 
national champions or supervisory ring-fencing of liquidity will not be relevant. 
This means that banks will be in a better position to achieve the economies of 
scale that were promised by the single financial market – and that they also need 
to be competitive at the global level.

It is of course for banks to decide whether such integration makes business 
sense. And some obstacles to cross-border integration that lie outside the 
remit of supervision – like company law and tax – still remain. However, 
the low profitability and excess capacity of the European banking sector 
suggests that efficiency gains could be achieved, and without exacerbating the  
“too big to fail” problem. 

15 European Central Bank (2007b).
16 European Central Bank (2007a).
17 Lamfalussy (2001).
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IMprov InG r I Sk -SHar InG
Even with a higher quality of financial integration, we know that shocks 
may still occur that cannot be contained within the private sector. The US, 
for example, has a well-integrated financial market, and the Federal Deposit 
Insurance Corporation (FDIC) still plays a prominent role in managing crises. 
Our challenge in the euro area is to ensure that, when banks fail and the public 
sector has to intervene, it does not result in a recurrence of the bank-sovereign 
nexus. The new European resolution framework will be key to achieving this.

This framework can help insulate sovereigns by improving private risk-sharing 
within the euro area. First, it will ensure that the costs of bank failure are borne 
first and foremost by the private sector, with sovereigns providing funds only in 
exceptional circumstances. The key innovation here is the Bank Recovery and 
Resolution Directive, which provides the legal underpinning for the bail-in of 
shareholders and creditors and other resolution tools.

Second, the new framework will allow resolution costs to be more evenly 
spread across the euro area banking sector, and less concentrated in the affected 
countries, thus enhancing the potential for cross-border risk-sharing. Specifically, 
the Single Resolution Mechanism (SRM) will introduce a single resolution fund 
that is funded by and available to all euro area banks.

Will this help break the bank-sovereign nexus today? In my view, the impact 
will certainly be positive. The fact that the costs of any bank rescue will fall less 
on sovereigns should lift expectations of government debt sustainability, thus 
improving asset quality for banks exposed to their governments. And the fact 
that bail-ins will precede bail-outs means banks’ funding costs should be better 
decoupled from the fiscal condition of their sovereigns.

That said, in terms of breaking this nexus, there are some elements in the EU 
Council agreement on the SRM that I believe could be improved. The main 
problem is uncertainty about resolution financing arrangements. This is important, 
because if markets cannot ascertain ex ante how resolution will be financed, and 
in what quantities, they may find themselves having to price-in a residual risk of 
national government involvement, thus perpetuating the bank-sovereign nexus.

One issue that creates uncertainty is the protracted time period – currently  
10 years – over which national compartments are to be mutualised into a single 
resolution fund. As legacy risks will be addressed by the ECB’s comprehensive 
assessment, this seems an unduly long period. We would see merits in doubling 
the pace of mutualisation to have a genuine European fund within five years.  
To be clear, this would not imply that banks have to pay higher fees. The fund 
would still only reach its target level after 10 years, yet it would be a truly single 
fund after five years.

Another issue that needs clarifying is what backstop arrangements will be in 
place in this transition period, and also in the steady state. What makes resolution 
authorities credible is the knowledge that, when private sector solutions do 
not suffice, they can draw on temporary public bridge financing. This steadies 
expectations and supports financial stability. 



157FInanCIal IntEGratIon and BankInG unIon

Indeed, the job of a resolution authority could become more complicated if 
there are doubts about the adequacy of its resources in times of systemic stress.  
Even in the US, where such a public backstop is in place, the FDIC felt that its job 
was complicated during the financial crisis by media scepticism about its finances. 

For this reason, we believe that a single resolution fund needs a solid public 
backstop – be it an ability to temporarily borrow from the market backed 
by guarantees from participating Member States, or access to a credit line, 
potentially from the European Stability Mechanism. This would not be a transfer 
system between taxpayers: as in the US, such borrowing would be recovered by 
additional levies on the banking sector in the future. Therefore, the only transfer 
would be an intertemporal one among banks.

3  ConCluS Ion

To conclude, financial integration is essential for a well-functioning single 
currency, but it is not something we can take for granted. We have learned a 
painful lesson here. Incomplete financial integration is an Achilles heel: it creates 
vulnerabilities and is liable to fragment. With the banking union, I am confident 
we are laying the foundations for more complete financial integration in 
the future.

There are two final points I would like to make.

First, while I have spoken mainly about banking sector integration, a single 
financial market must also ultimately extend to capital market integration – a 
theme that was close to Alexandre’s heart. There are still several barriers to such 
integration, and these call for the attention of policy-makers. One example is 
barriers to high-quality securitisation of bank loans, whose removal may help to 
promote lending to households and SMEs, and reduce fragmentation. In the spirit 
of Alexandre, we need to begin addressing these issues in a pragmatic manner, 
while never losing sight of our goal.

Second, we should not forget that fragmentation also comes from the demand side. 
If less competitive countries undertake structural reforms that promote higher 
economic growth, their economies will converge towards more competitive 
ones, and finance will tend to follow.18 This is why, in addition to the banking 
union, the re-establishment of country competitiveness is essential to reintegrate 
financial markets. In other words, all participants have to help achieve and 
sustain financial integration. 

18 Recall, for example, the early intellectual debate among economists about whether 
finance follows the real economy (e.g. Robinson, 1952) or drives the real economy  
(e.g. Schumpeter, 1911).
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alExandrE laMFaluSSy

To be called “the wise man of the euro” – and to be remembered as such in the 
title of one’s biography – is a great honour, but a mixed blessing: flattering, 
yes, but also a little frightening, because it means I’ll have to watch my words 
even more carefully than when I was the President of the EMI addressing the 
European Parliament. This is especially true now that the euro has remained, 
in the eyes of some, or has become, in the eyes of others, a dubious if not 
downright unwise undertaking.

Fortunately I have not been asked to comment on current or even recent events, 
since what we are celebrating today happened 20 years ago, and I definitely feel 
on safer ground trying to draw lessons from the past than analysing the present 
or – unwisely – attempting to forecast the future. This – drawing a few lessons 
from the past and from my experience at the helm of the European Monetary 
Institute – is what I propose to do in the next few minutes.

The bold venture called the EMI could indeed, from the start, have seemed a 
dubious undertaking. In an article I wrote in 2005 and which came out in a book 
published in 2008, I recalled that the EMI’s beginnings provided “a propitious 
environment for bitter conflicts. Specifically, for conflicts between the central 
banks operating within the EMI structure (…) on the one hand, and the member 
governments of the European Union on the other. But also for conflicts within 
the central banking community as well as among governments, and for conflicts 
with the Commission, guardian of the Treaties”.1

So a lot of things could have gone wrong in this process, but, amazingly,  
they did not. “I myself was not excessively optimistic about the outcome when 
I was appointed President of the EMI, but I became gradually more and more 
confident, and by the winter of 1995-96 I had acquired the conviction that we were 
on the right track. Market sentiment was also beginning to change at that time; 
witness the downward convergence of long-term interest rates”2 that was observed: 
“considering the initial EMU participants, the mean yield spread over the German 
yield fell from 218 basis points in 1995 to 111 in 1996, 39 in 1997 and 19 in 1998”.3

How was it that Murphy’s Law (“If anything can go wrong, it will”) was so 
blatantly defeated? In the same article I referred to an “exceptional convergence 
of several facts and influences”, which I described. I will not repeat them all 
here, but will single out four which seem to me to have been especially important 
because they were part of what was quite clearly an institution-building process 
and as such were perhaps less dependent upon the vagaries of the economic or 
political environment.

1 Lamfalussy (2008), pp. 155-156.
2 Ibid. p. 156.
3 Pagano and von Thadden (2004).
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The first factor – not necessarily in importance – was the fact that the initiators of 
the EMU project, as well as those who, at crucial moments, propelled it forward, 
were the governments themselves, and at the highest level: the Heads of State 
or Government. This was the case at The Hague Summit in December 1969, in 
Copenhagen in April 1978, in Hanover in June 1988 and in Maastricht in December 
1991, just to name a few important milestones on this “long and winding road”. 
So the initiative was clearly a political one, not simply because the initiators were 
Heads of Government but also because, at decisive moments, political motivation 
played a major role. “With such a political commitment, the highest political 
authorities acquired a vested interest in a successful implementation process”.4 

Reflecting now on the more recent past, one may wonder whether all the political 
leaders in the euro area at present are in a similar frame of mind with regard to 
EMU: to the extent that, when they came to power, they no longer had to make, 
or to renew, vis-à-vis public opinion, a similar political commitment. I think they 
are unlikely to have so strong a vested interest in the successful continuation of 
a project that was initiated by their predecessors.

Another factor which played a part in preventing conflicts from arising, both 
between the central banks and member governments, and within the central banking 
community, was the fact that political leaders entrusted the central bankers right 
from the start with a major role in the preparation of the Maastricht Treaty; this 
already began when they decided to set up the Delors Committee, the membership 
of which was overwhelmingly of central banking extraction. In addition, “Jacques 
Delors was not only a good chairman, but he also possessed the political wisdom 

4 Lamfalussy (2008) , p. 158.

y ie ld  d i f f e r ent i a l s  on  ten -yea r  pub l i c  l oans  i n  r e l a t i on  to  German 
bonds ,1993 -1999
(monthly data; basis points)
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to accept that the majority of the meetings, and practically all the preparatory work 
for the meetings would take place at the BIS, with both rapporteurs being central 
bankers. Subsequently, the Dublin Summit (June 1990) mandated the Committee 
of EC Governors to draft a statute for the European System of Central Banks to be 
submitted to the Intergovernmental Conference on EMU”.5

A third factor is to be found in the fact that “the institution-building process 
was governed by the Maastricht Treaty, which set out a roadmap in great 
detail, clearly described what should be the division of labour between the 
Council, the Commission and the central bankers of the EMI and of the ECB, 
and, most importantly, set 1 January 1999 as the latest date on which the single 
monetary policy should start operating. This time constraint – as I, and later 
Wim Duisenberg, had the privilege of learning – turned out to be a barbarian, 
but most effective instrument for finding compromises on matters that were not 
regulated by the Treaty”.6 One such matter was, of course, the scenario of the 
changeover to the single currency, the story of which provides a good illustration 
of how it was possible to achieve decisive progress in an area that the Treaty 
had left undecided, while avoiding spectacular conflicts between the Council,  
the Commission and the EMI, which all had their part to play. 

The fourth factor, and this was decisively important in avoiding major disruptive 
conflicts among the central banks participating in the EMU process, was the 
institution called the EMI itself. The discussions both among central banks 
and between them and the governments, as well as the search for constructive 
compromises, received increasingly powerful support from the EMI staff, 
which grew from about two dozen members taken over from the secretariat of 
the Committee of Governors of the central banks of the Member States of the 
European Community when we began, to more than 400 by the time I left the 
EMI in mid-1997. “Most of the staff, and all those in key positions, came from 
the member central banks, but within months they had acquired the multilateral 
frame of mind so indispensable for making realistic proposals to reconcile 
conflicting views held by member central banks. (…) Achieving progress would 
have been impossible if, instead of a solid institutional structure, the work had 
had to be carried out within a cooperative framework”.7

This last observation gives me the opportunity to praise, and to thank, all those 
who took part with me in this adventure as members of staff of the EMI and who 
quickly acquired the pioneering frame of mind and the team spirit which made 
it succeed. Quite a few of them are here tonight, and I wish all of them were 
present to hear the expression of my admiration and of my deep gratitude for their 
personal commitment. I remain extremely proud to have sailed, for three and a 
half years, as commander of such a fine ship as the European Monetary Institute, 
with such a fine, well-trained, competent, committed and responsive crew, from 
the lowliest ship’s boy to the first mate.

5 Ibid.
6 Ibid. pp. 158-159.
7 Ibid. pp. 159-160.
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Although it belongs to the same class of vessels as the EMI, the European 
Central Bank is a different ship, bigger than the EMI, with great firepower 
and plenty of ammunition. It has also proved, in the treacherous waters of the 
international economic environment these past six or seven years, that it can be 
highly responsive to swift changes of course. It has fortunately been blessed 
with a succession of highly skilled commanders. However, their job has become 
even more difficult since, as an outcome of the financial crisis, central banks 
have received, in addition to the traditional mandate governing their monetary 
policy, a macro-prudential mandate as well, and this, I believe, may even 
put central banking independence at risk. Allow me to quote here, by way of 
conclusion, a remark I made in October 2011 at the conference celebrating the  
100th anniversary of the birth of Robert Triffin.

“The risk arises from the obvious fact that having to comply with two distinct 
mandates pushes the central banks into a much more complex world. The 
modalities of their independence in their monetary policy function do not follow 
necessarily the same model, but, once agreed, the content of independence 
can be reasonably well defined. In the case of macro-prudential independence 
this is much more difficult. Once it appears that the initial liquidity problem is 
shifting toward a solvency problem, and especially when the latter implies the 
risk of systemic meltdown, the central bank has to operate hand in hand with 
the government. (…) The macro-prudential mandate requires for the central 
bank a type of relationship with – and therefore a type of independence from – 
the government that is different in substance from the one governing monetary 
policy. The rules of the game on both sides have to be spelled out. The complexity 
of the current situation – and the likelihood that it will remain such – means that 
central banks will have to continue their navigation in uncharted waters. There is 
no way of opting out of this complex world”.8
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