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Highlights

• The euro is and will remain a stateless currency. Treaty
revisions and failed referendums have buried the idea that
it is a stepping stone towards European political union. This
has consequences for the euro’s governance structure.

• The complex governance structure of the euro area was
developed on the assumption that prevention would make
crisis management provisions unnecessary. This
assumption is now being  tested.
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The euro has been, is and will remain a currency without a
state. Ten or even five years ago many in Europe would have
questioned this assertion, because they saw the single cur-
rency as a stepping stone towards political union. A few
treaty revisions and failed referendums later, however, this
perspective has vanished. Even if the Treaty of Lisbon, which
includes most of the provisions of the aborted constitutional
treaty, is eventually ratified, the momentum has been lost.
For all practical purposes the euro must be regarded as an
orphan currency. 

The governance structure that results from this situation is a
complex one. The choices made at the time of the Maastricht
Treaty – a monetary union without a significant federal
budget, limited coordination of budgetary and structural poli-
cies, no integrated financial supervision, no strong political
counterpart to the central bank – were regarded by many of
its architects as temporary. Over time, it was hoped, a more
federal governance structure would emerge. The main play-
ers in the negotiation, Germany and France, did not have the
same views on what this structure would be, but they shared
the same dream: both expected the euro to accelerate
integration.  

Reforms of limited ambition are still possible and desirable
but on the whole the euro is bound to live with this
governance structure in the years to come. This does not
mean that it is doomed to fail. In fact it has thrived in its first
ten years of existence. The euro has provided price stability
to previously inflation-prone countries. It has offered a shel-
ter against currency crises. It has by and large been con-
ducive to budgetary discipline. It has attracted five new
members in addition to the eleven initial ones. And many
countries in Europe wish to adopt it .  

On the world scene, the euro has also been successful. Even
though research presented in this volume confirms that it

has not rivaled the dollar’s world currency status, it has cer-
tainly become a strong regional currency in Europe and the
Mediterranean region. Some countries in the region have de
facto adopted it, several peg to it, and many have become at
least partially ‘euroised’2.

The question we address in this paper is whether the
governance structure of the euro area is a handicap to fur-
ther gains in its international role and influence. Is the in-
complete character of European integration bound to be
perceived as a lingering weakness? Or is the rest of the world
likely to accept, and adapt to, the sui generis character of the
European currency?

This could have remained an abstract and unsolvable ques-
tion. In fact, while governance had long been a topic for dis-
cussion among European scholars and policymakers, the rest
of the world understandably paid limited attention to it. How-
ever, the advent of the crisis has put European governance to
an unexpectedly severe test. While the euro was introduced in
the midst of the ‘great moderation’ period and benefited from
it in the first eight-and-a-half years of its existence, the fol-
lowing 12 months were more agitated and the last six months
of its first decade were especially stormy. What this limited
experience has shown is that there is a sharp contrast be-
tween what can be expected from a governance system in
fair-weather conditions and in stormy-weather conditions. At
the time of writing (early 2009), several lessons from this ex-
perience can be drawn already. Many more will certainly
come.  

To address this question, we start in section one by briefly lay-
ing out our conceptual framework.  Section two is devoted to
assessing the euro area’s fair-weather record. Stormy-weather
governance is reviewed in section three. We draw lessons for
governance in section four and conclude in section five on the
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1. Conceptual framework

Citizens generally do not expect their political leaders to ex-
hibit the same qualities when the country is in peace and
when it is at war. Similarly, one does not expect the same
from economic governance in normal and in crisis times.

In normal times key properties are stability, predictability
and incentive compatibility:

• After the damage of inflation and the stop-go policies of
the 1970s, the vast majority of countries in the world have
converged on policy regimes that give high priority to
macroeconomic stability. Clarity of objectives and trans-
parent matching between policy objectives and policy in-
struments, including by assigning price stability to an
independent central bank, have proved to be key tech-
niques in this respect.

• In a world of forward-looking expectations, the pre-
dictability of the policy course and of its responses to
shocks has become regarded as an essential property.
Policy rules that inform the public about the policymak-
ers’ reaction function have gained increasing support, ei-
ther in the primitive form of instrument rules or in more
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3. On the basis of EU Commission forecasts released in January 2009. 

Though still positive, the record is less satisfactory for budg-
etary discipline. Overall, the euro area’s aggregate budget-
ary deficit was brought down from 2.3 percent of GDP in
1998 (the last year before the euro) to 0.6 percent in 2007,
and gross public debt as a percentage of GDP was reduced
by five percentage points. This was a better performance
than the US, where the deficit increased over the same pe-
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The rapid rescue of Fortis and Dexia was hailed as a success
and led to the belief that the previously untested capacity of
euro-area governments to cooperate in times of crisis was
real. However, the mood changed rapidly. On 30 September,
the Irish government unilaterally guaranteed the safety of all
deposits, bonds and debts in Irish banks for the next two
years. On 3 October, the Dutch government nationalised the
Dutch activities of Fortis, forcing the Belgian government to
take over its Belgian activities. Rather
than continuing to cooperate and split-
ting the bill to maintain the Belgo-Dutch
bank, the two governments simply de-
cided to split the bank along national
lines. On 4 October, a meeting of the
heads of state of the four major euro-
area countries ended in empty words as Germany refused to
agree on a concerted bank rescue and stabilisation plan. Fi-
nally, on 5 October, the German government issued a unilat-
eral guarantee of all deposits in German banks. The weather
in the euro area had now definitely turned dark and stormy.    

For a while, it looked as if the EU, or even the euro area, was
unable to coordinate the response to the crisis. A group of
prominent economists rightly worried that: ‘The current ap-
proach of rescuing one institution after another with national
funds will lead to a Balkanisation of the European banking
sector. Agreeing a harmonised level for deposit insurance
would also be important’ (Alesina et al, 2008).  

At the Eurogroup and ECOFIN meetings on 6-7 October, fi-
nance ministers agreed that the economic situation ‘calls for
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important policy issues remain unsolved, but an economic
crisis soon came on top of the financial one, bringing new
challenges to euro-area governance.

Several major policy issues still remain unsettled. The first
concerns the treatment of pan-European banks. After Fortis
and Dexia (whose bail-out by national governments was only
a first step and whose fate has not been settled at the time
of writing), a number of other banks with pan-European op-
erations needed to be rescued. Fortunately, however, none
of these institutions are quite as multinational in their
governance structure as Fortis was and Dexia remains. Their
bailouts were therefore purely national. Had a bank required
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4. See Pisani-Ferry et al (2008), p. 8.
5. The move in 2005 to a fixed presidency of the Eurogroup, instead of a rotating one, was intended to give it the means to take initiative and exercise-

leadership, but initiatives and leadership have been remarkably absent.

adopted by the December 2008 European Council and has
been implemented in various ways by EU members states.
However, by essentially ignoring the two issues flagged
above, the implementation of the European plan suffers from
two problems.

First, because countries have been allowed wide discretion in
the choice of fiscal instrument, many have adopted meas-
ures that tend to favour national producers at the expense of
foreign producers, thereby reintroducing barriers in the single
market. 

Second, because no new mechanism to ensure the sustain-
ability of public finances was introduced, a number of euro
area countries soon began suffering great difficulties. For
many years, markets seemed not to pay attention to differ-
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6. See Darvas and Pisani-Ferry (2008)..

5. Conclusions

What are the implications of our analysis of euro-area
governance for the international role of the euro, both as a
regional and a global currency?

As already indicated, the euro had become a successful in-
ternational currency during the relatively calm years that
preceded the crisis. Even though it had not rivalled the dol-
lar’s world currency status, it had certainly become a strong
regional currency and it has been adopted as an anchor, as
a reference or as a vehicle for financial transactions in the
countries bordering the euro area. 

Is there reason to believe that the management of crisis so
far will dramatically alter this state of affair?

Our feeling is that the governance of the euro area in the cur-
rent stormy-weather conditions has not enhanced the inter-
national status of the euro.

Within the euro area, rising bond spreads and falling ratings
in some members, and the absence of a common funding
scheme and of a well-specified mechanism to assist those
facing funding problems, have done nothing to improve the
image of the euro with global investors. Although we regard

recent remarks on the possible exit or expulsion of those
members from the euro area as pure fantasy, we acknowl-
edge that the lack of clarity on how to resolve their debt prob-
lems is a source of worry.    

In the region, the treatment by the euro area of regional part-
ners which are currently facing severe economic and
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