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1. References to the
literature are kept at

minimum in this paper. It
is not intended to be a

comprehensive sur vey.

research strategy was to ‘operationalise’ Mundell’s
t h e o r y o f Opti m a l Curr e n c y Area s (OCA) and
dev e l o p ex-antec r i t e r i a for asse s s i n g the pote n-
tial consequences of monetary unification. ‘Oper-
ationalise’ was a term first used by Tam Bayoumi
and Barry Eichengreen (1999), but it applies to a
much wider strand of research than their own 1.

Th e m a i n c o n c l u s i o n f r o m t h i s r e s e a r c h p r o-
gr a m m e w a s t h a t c o m p a r e d t o t h e b e n c h m a r k
ca s e of the US, Europea n Monetar y Unio n (EMU)
wou l d b e c h a r a c t e r i s e d b y s t r o n g e r a s y m m e t r y
across countries (especially the peripheral coun-
t r i e s) an d w o u l d o n l y b e a b l e t o r e l y o n s i g n i f i-
ca n t l y w e a k e r a d j u s t m e n t m e c h a n i s m s
(es p e c i a l l y b e ca u s e o f t h e l o w d e g r e e o f l a b o u r
m o b i l i t y a n d t h e a b s e n c e o f a n y r i s k-s h a r i n g
arrangement). 
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‘It is striking to observe the degree to which optimistic convergence bets were wrong. From 1999

to 2007, intra-euro area differences accentuated, real exchange-rate misalignments

aggravated, current-account imbalances widened and net foreign asset positions built up.’

An in t e r e s t i n g i s s u e f o r d i s c u s s i o n i s w h e t h e r
t h e s e d ev e l o p m e n t s w e r e t h e i n e v i t a b l e
c o n s e q u e n c e s o f m o n e t a r y u n i f i c a t i o n o r t h e
r e s u l t o f t h e p a r t i c u l a r s e t o f e x o g e n o u s
c o n d i t i o n s tha t prev a i l e d dur i n g 1997-2008: the
fast pre-unification convergence of southern bond
rates towards those of the Nor th, the German drive
to structural reform after it was realised that it had
e n t e r e d t h e e u r o a t a n u n f av o u r a b l e e x c h a n g e
rate, high risk appetite during the 2000s or shocks
c o m i n g fr o m th e gr o w i n g pa r t i c i p a t i o n of ce n t r a l
a n d e a s t e r n Euro p e i n Euro p e a n p r o d u c t i o n
n e t w o r k s – t h e r e b y s t r e n g t h e n i n g n o r t h e r n
European and especially German manufacturing.
Both a macroeconomic and a structural reading of
the euro crisis are indeed possible, and there has
b e e n n o a t t e m p t t o d i s c r i m i n a t e b e t w e e n t h e m.
Whichever is the most relevant, however, what is
c l e a r i s t h a t p o l i c y r e s p o n s e s t o t h e s e
asymmetries were weak at best, and were in fact
mostly non-existent.     

A sec o n d, pr o m i n e n t t o p i c i n th e p r e-EMU lit e r a-
tu r e ha d to do wi t h th e co n s e q u e n c e s fo r pu b l i c
f i n a n c e s of mo n e t a r y un i f i ca t i o n. It wa s po i n t e d
o u t ear l y on tha t mon e t a r y uni o n inv o l v e d a ris k
that incentives to fiscal laxity would be strength-
ened (see for exa m p l e Beetsm a and Bovenb e r g,
2001); that games of chicken in the Sargent-Wal-
lace (1981) vein could be played between mone-
tary and fiscal policy; and that the internalisation
o r n o t b y g o v e r n m e n t s o f f i s c a l d i s c i p l i n e c o n-
straints was a major issue for the stability of mon-
etary union, because sovereign crises could have
s ev e r e l y disru p t i v e effec t s. Re-readin g the 1998
ar ticle of Barry Eichengreen and Charles Wyplosz,
one can only be struck by its prescient character.
T h e ex-antel i t e r a t u r e a l s o d i s c u s s e d i f m a r k e t s
would price sovereign risk accurately, especially
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w o u l d morp h into a fina n c i a l cris i s was corr e c t l y
anticipated.

Finally, there was a specific discussion on the abil-
ity of the ECB to act as a lender of last resor t to the
banking system, especially in view of its price-sta-
bili t y foc u s and the abs e n c e of an exp l i c i t fin a n-
cial stability mandate (Prati and Schinasi, 1999).
Here, worries expressed in the literature proved to
be excessive, as the ECB in 2007 did not hesitate
l o n g b e f o r e p r o v i d i n g w h o l e s a l e l i q u i d i t y t o t h e
banking system. The central bank’s genetic code
w a s s t r o n g e n o u g h t o c o m p e n s a t e f o r t h e
absence of explicit treaty provisions.

Agai n s t t h i s b a c kg r o u n d, wh y w e r e w a r n i n g s,
especially about the risk of economic divergence,
largely ignored by policymakers? One reason was
that EMU was an economic endeavour based on a
p o l i t i c a l d e c i s i o n, bu t ev e n u n d e r t h e s e c i r c u m-
stan c e s, poli c y cou l d hav e bee n gea r e d tow a r d s
get ting member countries and the euro area as a
who l e int o sha p e for the new pol i c y reg i m e. This
d i d n o t h a p p e n. Wh e n d r a w i n g o n t h e l i t e r a t u r e,
European policymakers too often practised selec-
tive reading, with worries dismissed and the opti-
m i s t i c i n t e r p r e t a t i o n p r e v a i l i n g. Th e r e w a s, fo r
e x a m p l e, mu c h t o o m u c h c o n f i d e n c e t h a t EMU
could develop into an optimal currency area. per-
haps inevitably, selection criteria were set in nom-
in a l r a t h e r t h a n r e a l t e r m s, th u s m a k i n g e n t r y
f e a s i b l e a l s o f o r c o u n t r i e s w i t h w e a k e r f u n d a-
mentals. Post-entry however, and less inevitably,
there was no mechanism (and, more impor tantly,
lit tle willingness) to ensure real convergence. Also
inevitably, meeting the public debt ratio criterion
w a s n o t c o n s i d e r e d m a n d a t o r y b u t, le s s
inevitably, the commitment to bring it down once
in the euro was weakly enforced, to say the least.
In g e n e r a l, me m b e r c o u n t r i e s o f t e n c o n s i d e r e d
t h e y h a d d o n e e n o u g h b y m e e t i n g t h e e x p l i c i t
e n t r y c r i t e r i a. Cons i d e r i n g t h a t t h e e u r o w a s
s p u r r i n g f av o u r a b l e m a c r o e c o n o m i c c o n d i t i o n s,
t h e y d e e m e d i t s u p e r f l u o u s t o e m b a r k o n t h e
p o l i t i c a l l y u n a p p e a l i n g p r o c e s s e s o f s t r u c t u r a l
reform and fiscal consolidation.

The complacent reading of the literature also pro-
vided a cover for the avoidance of difficult choices.
T h e a s s u m p t i o n t h a t t h e p r i v a t e e c o n o m y w a s
inherently stable, even under this par ticular type

o f macro e c o n o m i c polic y guida n c e, oppor t u n e l y
m e a n t th a t it wa s ea s i e r to av o i d po l i t i ca l l y di f f i-
cult discuss i o n s on the reforms needed to make
EMU resilient, and on the appropriateness of over-
sight of national structural and financial policies.
The convenient fiction was that, provided govern-
m e n t a b i d e d b y f i s c a l d i s c i p l i n e, ec o n o m i c a n d
financial stability would be ensured and there was
therefore no need to go beyond the already hard-
to-implement S tability and Growth Pact. 

Th e r e f o r e, if c o n c e r n s w e r e n o t t r a n s p o s e d i n t o
concrete action, economist should not be blamed
– though they could have been more vocal. Rather
b l a m e s h o u l d b e a p p o r t i o n e d t o p o l i c y m a k e r s
w h o t o o o f t e n o p t e d f o r c o m p l a c e n c y w h e n
d e s i g n i n g the buil d i n g bloc k s of what turn e d out
t o b e a pe r i l o u s l y w e a k m o n e t a r y u n i o n. In fa c t,
and uns u r p r i s i n g l y per h a p s, warn i n g s wer e onl y
t a k e n s e r i o u s l y b y t h o s e g o v e r n m e n t s t h a t h a d
political or doctrinal reser vations about European
monetary unification, such as the United Kingdom
a n d S w e d e n. In th e UK, th e Tr e a s u r y p r e p a r e d a
formal repor t to assess if the ‘five economic tests’
s e t b y t h e g o v e r n m e n t f o r j o i n i n g t h e e u r o w e r e
f u l f i l l e d (HM Treasu r y, 2003). Althoug h sele c t i v e
and on the whole biased, the repor t was at least a
coherent attempt to provide an economic basis for
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2. The BEPG would have
made possible for the EU to
address to member states
recommendations to adjust
economic policy.

t w o y e a r s. Th e c o m b i n a t i o n o f a d e t e r m i n i s t i c,
rather than risk-based approach to the deficit, and
t h e n e g l e c t o f c o n t i n g e n t l i a b i l i t i e s, ma d e t h e
Maastricht system very ineffective.  

The second reason has to do with what the Maas-
tri c h t te c o d
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3. The Modigliani-Miller the-
orem in this case means

that the aggregate cost of
borrowing is independent of

the structure of funding.

to give the ECB the role of a lender of last resor t to
s o v e r e i g n s. Th i s w o u l d n o t h av e a m o u n t e d t o
giving it the task of making insolvent countries sol-
vent, but rather to allowing it to prevent self-fulfill-
ing debt crises by keeping the bond rate above the
risk-free rate but below the prevailing market rate.
Assuming this could be done for a limited period,
a possible instrument would be secondary market
p u r c h a s e s. A vari a n t wou l d be to ena b l e the ECB
to provide a credit line to a public entity (the EFSF
in t h e Gros-Maye r 2011 pro p o s a l, th e EFSF) in
order to leverage its capital and give it enough fire-
p o w e r. Th i s e n t i t y w o u l d t h e n i n t e r v e n e i n t h e
market. Either way, the ECB would provide liquid-
ity that would help prevent states from being cut
off from financing, and it would help put a ceiling
on what they have to pay to borrow, thereby stem-
ming potentially self-fulfilling debt crises. In a way,
ECB suppor t would ser ve as a deterrent. 

There are however significant problems with this
approach. First, the ECB does not have an explicit
mandate to act as a lender of last resor t for sover-
eigns – it is instead prohibited from entering into
monetary financing – and changing the mandate
would require an unlikely unanimous agreement
o f t h e 27 EU me m b e r s. Se c o n d, un l i k e t h e Fed
w h e n i t b u y s U S t r e a s u r y b o n d s o r t h e Bank o f
England when it buys gilts, the ECB is not the cen-
tr a l b a n k o f a s i n g l e s t a t e a n d a n y s u c h m o v e
w o u l d i n e v i t a b l y i n v o l v e d i s t r i b u t i o n a l d i m e n-
sions. Should it incur losses on its bond por tfolio
the ECB would have to request from its sharehold-
e r s t h e i n j e c t i o n o f a d d i t i o n a l ca p i t a l, th e r e b y
b e c o m i n g a v e h i c l e f o r f i s c a l t r a n s f e r s – s o m e-
thing central banks are not made for. This largely
explains why the ECB was uncomfor table with the
Securities Market Programme, the bond purchase
scheme it launched in May 2010 (for Greece and
Por t u ga l), rea c t i v a t e d in Augu s t 2011 (for Sp a i n
and Italy), and finally let expire. 

Th e ECB's Sep t e m b e r 2012 deci s i o n to in i t i a t e a
s c h e m e ca l l e d Outr i g h t Mone t a r y Tr a n s a c t i o n s
(OMT), which will make it able to purchase shor t-
dated government paper of countries benefit ting
f r o m a s u p p o r t p r o g r a m m e n e g o t i a t e d w i t h t h e
Euro p e a n S t a b i l i t y Mecha n i s m, ca n be re ga r d e d
as yet another step in this direction. However the
ECB has m a d e i t c l e a r t h i s t i m e t h a t i t s p r i m a r y
intention is only to address the effects of financial

f r a g m e n t a t i o n, th a t i t s f o c u s i s o n c r e d i t c o n d i-
t i o n s f a c e d b y p r i v a t e a g e n t s, an d t h a t i t i s n o t
g o i n g t o p u r c h a s e l o n g e r-d a t e d g o v e r n m e n t
bonds. It is doubtful it will go fur ther and accept a
role in the containment of state insolvency.

A second possibility could be to move closer to a
fiscal union by mutualising the guarantee on the
p u b l i c d e b t i s s u e d b y e u r o-a r e a c o u n t i e s, vi a
s o m e f o r m o f ‘Eur o b o n d ’. Th e a i m w o u l d b e c r e-
at i o n o f a e u r o-a r e a s a f e a s s e t, be ca u s e s o v e r-
eigns would be jointly and severally liable for debt.
It i s u n l i k e l y t h a t a l l o f t h e d e b t w o u l d b e m u t u-
alised. Rather, it could be split into two par ts, with
the mutualised par t presumably senior to the non-
mu t u a l i s e d p a r t (Delpl a an d We i z s ä c k e r, 2010).
As a quid pro quo, states would lose the freedom
t o i s s u e d e b t a t w i l l. Th e p o l i c y s y s t e m w o u l d
m o v e f r o m a f r a m e w o r k o f ex-posts a n c t i o n s i n
case of infringement of common rules, to a frame-
work of strong ex-antecontrol, with member states
a g r e e i n g t o s u b m i t t h e i r b u d g e t s f o r a p p r o v a l.
Should a draft budget fail to respect common prin-
ciples, the euro-area par tners could veto it before
its entry into force. 

Eurobonds would in principle have three types of
benefits (Claessens and Vallée, 2012):

• Firs t th e y wo u l d c r e a t e a co m m o n s a f e as s e t
for the euro area.

• S e c o n d, th e y w o u l d p r o t e c t s o v e r e i g n s t a t e s
f r o m a c u t e f u n d i n g c r i s e s a s t h e s e w o u l d
a l w a y s re t a i n ac c e s s to is s u a n c e, at le a s t fo r
a m o u n t s c o r r e s p o n d i n g t o r e d e m p t i o n s
(though in a dual scheme the Modigliani-Miller
theorem would apply, leaving the average cost
o f b o r r o w i n g c o n s t a n t 3). Th e i n t e r a c t i o n o f
t h e s e t w o b e n e f i t s w o u l d m a k e b a n k s m o r e
s e c u r e and bet t e r prot e c t stat e s from self-ful-
filling solvency crises.

• Third, by subscribing to Eurobonds and accept-
i n g t h e n e c e s s a r i l y-a s s o c i a t e d s c r u t i n y o f
n a t i o n a l p u b l i c f i n a n c e s, eu r o-ar e a m e m b e r s
would signal that they are willing to accept the
full consequences of par ticipation in the mon-
etary union.

T h e r e a r e h o w e v e r s i g n i f i c a n t h u r d l e s b e f o r e
Eur o b o n d s c o u l d b e c o m e a r e a l i t y. Firs t,
Eurobonds and ex-anteapproval would represent
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