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Abstract

Twenty years of euro history confirms the euro’s stability and position as the second global currency.
It also enjoys the support of majority of the euro area population and is seen as a good thing for the
European Union. The European Central Bank has been successful in keeping inflation at a low level.

However, the European debt and financial crisis in the 2010s created a need for deep institutional
reform and this task remains unfinished.



Executive Summary

e Theroad to the European currency took more than 20 years from the first memorandum of the
European Commission on this topicin 1969 and the Werner Report in 1970, to signing the Maas-
tricht Treaty in 1992. It took nearly 30 years until the euro was launched on 1 January 1999.
This road was not easy. The collapse of the Bretton Woods system in 1971, two oil price shocks
in the 1970s and the resulting stagflation delayed political approval of the project by more than
a decade. Then the crisis of the European Monetary System in 1992-1993 complicated Stage 1
of the preparatory phase.

e The first two decades of euro functioning confirmed its stability, its role as the second most impor-
tant global currency, and the ability of the European Central Bank (ECB) to keep inflation low. The
euro enjoys the support of the majority of the euro area population and is seen as a good thing for
the European Union (EU).

e In most of its first decade (1999-2008), the European economy enjoyed high growth and macro-
economic and financial stability. This changed, however, in the second decade (2009-2018) when
the global and European financial crises hit the European economy. The monetary response of the
ECB was largely adequate - the euro area managed to resist deflationary pressure coming from
a far-reaching financial disintermediation. However, countries which suffered from a sovereign
debt or banking crisis (or both) had to resist market pressures on their exit from the euro area.
Greece, which experienced the longest and most painful crisis, found itself on the verge of leaving
the euro areain July 2015, which was eventually avoided by the third rescue package provided by
the European Stability Mechanism (ESM).

e Allcrisis-affected countries that lost market access received a conditional bailout provided by oth-
er euro area countries and the International Monetary Fund, with the support of the ECB. This
meant, however, circumventing a no-bailout clause in the Treaty on the Functioning of the Euro-
pean Union. The content of rescue packages and how they were delivered remains a subject of
political, economic and legal controversy until now.

e The crisis experience triggered a series of institutional reforms in the EU and euro area. They in-
cluded, among others, strengthening the Stability and Growth Pact (SGP) and adopting the Fiscal
Compact, introducing national fiscal rules, launching the Macroeconomic Imbalance Procedure
and European Semester, setting up the ESM and Banking Union (without the European Deposit
Insurance System (EDIS), which is still a subject of political discussion).
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The reform of the euro area needs to continue. The reform agenda was elaborated in the Five Pres-
idents Reportin 2015. However, there is a lack of consensus with respect to several proposals, for
example, the degree of further fiscal and political integration, debt mutualization, the euro area
budget, financial instruments which could cushion asymmetric shocks, etc.

Given the high level of public debt in several euro area countries and the fiscal roots of most crisis
episodes, strengthening fiscal discipline is the most important task. This can be done by restoring
the no-bailout clause (market discipline) on the one hand and simplifying the SGP on the other.
The EU member states that remain outside the euro area should consider euro adoption in the not-
so-distant future. This would make the EU more homogenous economically and politically and help
avoid institutional problems related to multi-speed integration.

10



1. Intfroduction

1 January 2019 marked the 20t anniversary of the launch of the European Union (EU)’s common cur-
rency - the euro (EUR), after almost three decades of political and academic debate and preparatory
work. It constituted a major step forward in the process of economic and political integration in Eu-
rope. After the first relatively tranquil decade, the beginning of the second decade brought with it
a series of strains and institutional challenges, which originated first from the global financial crisis
of 2007-2009 and then from the series of debt and financial crises in the Euro area (EA) periphery.
The sovereign debt and financial crisis in Greece in 2010-2016 proved the most dramatic case in this
series - the country was on the verge of exiting from the common currency areain the summer of 2015.

Since 2010, under pressure from the crises, EA countries started reforms aimed both at resolving
the ongoing crises and increasing resilience against future turbulences. These measures involved the
creation of common rescue funds, which provided financial aid to countries in trouble, under the con-
dition that they conduct their respective macroeconomic adjustments and structural and institutional
reforms. The EA countries also strengthened fiscal discipline at the national level, adopted a common
monitoring framework of macroeconomic and structural policies, and created a Banking Union (BU).
However, towards the end of the second decade when the macroeconomic situation improved and
economic growth resumed, the political appetite for continuing those reforms faded. For example,
the BU, the most important piece of reforms adopted in the 2010s remains unfinished because of the
lack of consensus on how the European Deposit Insurance Scheme (EDIS) should be designed (see
Schoenmaker, 2018).

Overall, despite the crisis-related shocks in the first half of the 2010s, the common currency pro-
ject proved successful. The Euro (EUR) is the second most important global currency, after the US
dollar (USD). It has a largely stable exchange rate against other major currencies and annual inflation
in the EA has not exceeded the targeted 2% for most of its life time. However, looking ahead, there are
at least three challenges which should be addressed. First, the reform of the EA should be continued
in order to increase its resilience against future potential shocks. Second, the international role of the
Euro should be increased; this question was raised in the second half of 2018 by the European Com-
mission. Third, nine EU members states remain outside the EA (the so-called “outs”) even if seven of
them accepted the legal obligation to adopt the common currency when they joined the EU. This cre-
ates various economic and political problems, including the phenomenon of multi-speed integration.
Again, since 2017, the European Commission (EC) initiated the policy of encouraging the “outs” to join
the EA once they are economically and politically ready.

11
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The purpose of this paper is to summarise the history of the Euro project and its implementation,
review its main accomplishments and unsolved problems and discuss the direction of its further evo-
lution in the subsequent decades of its existence.!

The paper’s structure is as follows. In Section 2, we present a brief history and theoretical back-
ground of the common currency project and its implementation both before its launch in 1999 and
in the first two decades of its functioning. In Section 3, we analyse the macroeconomic performance
of the EA in terms of exchange rate stability, inflation and its role as a reserve currency, growth and
unemployment, fiscal indicators as well as the attitude of EU citizens towards the common currency.
In Section 4, we discuss potential directions of the EA reform, including the perspectives for EA en-
largement.

Our analysis has a narrative character and is based largely on a literature review and supported by
statistical presentations.

1 This is a revised version of the briefing paper under the same title, which was prepared on the request of the European
Parliament’s Committee on Economic and Monetary Affairs ahead of the European Parliament’s Monetary Dialogue with
the President of the European Central Bank on 28.01.2019 — http://www.europarl.europa.eu/committees/en/econ/mon-
etary-dialogue.html. The opinions expressed in this paper are the sole responsibility of the author and do not necessarily
represent the official position of the European Parliament, CASE, or other institutions of which the author is associated. The
author would like to thank Paulina Szyrmer for her editorial assistance.
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2. History of the common currency
project and its implementation

In this section we present a brief history of the Euro project, including its historical roots and theo-
retical background (Subsection 2.1), the road to the EMU (Subsection 2.2), the preparatory phase in
the 1990s (Subsection 2.3), and the first two decades of its functioning divided into two subperiods:
1999-2008 (Subsection 2.4) and 2009-2018 (Subsection 2.5)

2.1, Historical and theoretic background

The history of monetary unions2 of largely sovereign states in Europe preceded the post-WWII pro-
jects of political and economic integration that led to the birth of the EEC in 1957 and then the EU in
1993. It goes back to the 19th century when three monetary unions existed in Europe: the German
Monetary Union (prior to German political unificationin 1871), the Latin Monetary Union (1865-WWI,
formally until 1927), the Scandinavian Monetary Union (1873-WWI). The German Monetary Union
was gradually created in the 1830s and 1840s and was preceded by a customs union (Zollverein) since
1834 (James, 1997).

Due to the technical specifications of monetary systems based on metallic standards, the 19t cen-
tury unions were concentrated on the unification of the gold and silver content of national coins and
their free circulation across unions’ member states (Cohen, 2008).

The gold standard, which dominated the world economy since the 1860s until WWI and then, in
a modified form, until the Great Depression of 1929-1933, can also be considered a looser form of
amonetary union (a system of permanently locked exchange rates to gold).

In the 20" century, the Belgium-Luxembourg Economic Union (BLEU) which had a common cur-
rency (the franc) and existed between 1922 and 1998, can be considered a successful example of
monetary unification, albeit on a geographically smaller scale. After 1998, the franc was replaced by
the Euro.

The modern intellectual background of monetary unification was provided by the optimum cur-
rency area (OCA) theory, first elaborated by Mundell (1961) and then further developed by McKin-
non (1963) and other scholars. The original OCA theory tried to balance the advantages of stable ex-

2 For various definitions of monetary unions see Dabrowski (2015a).
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change rates (lower cross-border transaction costs) against the disadvantages coming from giving up
an exchange rate adjustment tool in the case of an asymmetric shock.

Consequently, the OCA was to be the area that would be unlikely to suffer from shocks due to
its internal synchronisation of the business cycle. Alternatively, if an asymmetric supply-side shock
happened anyway, it could be absorbed by either factor mobility (of labour and capital) or by fiscal
transfers within the OCA.

The OCAtheory arose at atime when the Bretton Woods system of fixed-but-adjustable exchange
rates, indirectly linked to the gold parity via the USD started to experience increasing strains. The in-
consistency of national fiscal and monetary policies, especially in the US, the central country of this
system, with its established pegs was a major cause of these tensions. Furthermore, activist monetary
policy and free capital movement were inconsistent with fixed exchange rates - the principle of the
“impossible trinity” (see e.g. Frankel, 1999) or the “macroeconomic trilemma” (see e.g. Obstfeld et al,
2004), both based on the Mundell (1963) - Flemming (1962) model of an open economy.

Because economic policies in the post-WWII period referred predominantly to the Keynesian
school, they were based on the assumption of sticky prices and wages (at least in the short-term) and,
therefore, they preferred to use monetary and fiscal policies in business cycle management and ad-
justment to shocks. This led to an interpretation of the OCA theory in favour of exchange rate flexibil-
ity rather than monetary unification.

However, three important arguments were missed in this early debate. First, many existing na-
tional states with single currencies did not constitute OCA according to Mundell (1961) and McKin-
non’s (1963) criteria but nobody suggested their monetary fragmentation. Second, once established,
amonetary union may help in the internal harmonization of economic policies and synchronisation of
business cycles, i.e., it leads to the endogenization of the OCA criteria (Frankel and Rose, 1998). Third,
for countries that face historical legacies of monetary instability and high inflation, and therefore, lim-
ited public trust in their currencies, joining a monetary union provides an opportunity to overcome
these problems at a relatively low cost by importing credibility from the outside.

Interestingly, Mundell in his later publications (1973a, 1973b, 1997) supported the euro project,
referring to some of the above-mentioned arguments.

Nevertheless, the idea of a monetary union in Europe has been always controversial in academic
circles, both in the period of its formation (late 1980s and 1990s) and during its actual functioning,
especially when the debt and financial crisis hit the EA periphery between 2010 and 2016. Critiques
of the single currency have come both from representatives of the Keynesian school (e.g., Paul Krug-
man, 2011) and the monetarist school (e.g., Friedman, 1997). However, a review of this debate remains
beyond the scope of this paper.

14
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2.2. From the Werner Report to the Maastricht Treaty (1969-1992)

The first initiatives towards a single currency in the European Economic Community (EEC) go back to
1969 when the European Commission (1969) produced a memorandum on the co-ordination of eco-
nomic policies and monetary co-operation within the Community. It was followed by a decision at the EEC
summit in The Hague that same year to build the Economic and Monetary Union (EMU). In response to the
Council’s request, a group of experts, led by the Prime Minister and Minister of Finance of Luxembourg,
Pierre Werner, elaborated the first plan in 1970, according to which the EMU was to be built in stages
through the end of the 1970s°.

However, the collapse of the Bretton Woods system in 1971 followed by a series of macroeco-
nomic turbulences and magnified additionally by two oil shocks (in 1973 and 1978) delayed the imple-
mentation of the EMU project by almost two decades. In the meantime, EEC member states tried to
undertake partial coordination of monetary policies. First, in 1972, they established the “snake in the
tunnel”, a mechanism of limited managed floating of their currencies against each other. Then, at the
Brussels 1978 summit, they implemented the European Monetary System (EMS) based on a mecha-
nism of fixed-by-adjustable exchange rates, similar to the Bretton Woods system (see Muorlon-Druol,
2017). This mechanism was called the Exchange Rate Mechanism (ERM1). Simultaneously, the same
EEC summit in Brussels created the European unit of account (ECU), the predecessor of the Euro.

After adopting the Single Market program in 1985, interest in building the EMU came back. Al-
though in political and legal terms the common currency constituted a separate integration compo-
nent from the Single Market, in economic terms, it was a logical continuation of the former. The elim-
ination of cross-border barriers to the free movement of goods, services, capital and people cannot
be complete when each member state has its own currency, some with floating exchange rates (see
European Commission, 1990).

The first step in the new round was taken at the Hannover EEC summit in June 1988, which con-
firmed the goal of building the EMU and asked the Committee chaired by the European Commission
President Jacques Delors to produce a report that would propose the concrete steps to achieve that
goal. The Delors Report (Committee, 1989) presented in April 1989 was subsequently approved at the
EEC summit in Madrid in June 1989. At this summit, it was also decided to take the first concrete step
towards monetary and financial integration, that is, to abolish the remaining restrictions on capital
movement by 1 July 1990.

At the next EEC summit in Strasbourg in December 1989, policymakers decided to call the In-
ter-Governmental Conference to negotiate the respective Treaty changes. This resulted in drafting
a new Treaty on the European Union, accepted by the EEC summit in Maastricht in December 1991
and formally signed on 7 February 1992.

3 This subsection draws from the official historical sheets of the European Parliament — see http://www.europarl.europa.eu/
factsheets/en/sheet/79/history-of-economic-and-monetary-union.
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2.3. Preparation phase (1993-1998)

The smooth negotiation and approval of the EMU blueprint was possible due to the strong political
partnership between the President of France, Francois Mitterrand, and German Chancellor Helmut
Kohl (Mourlon-Druol, 2017). Geopolitical changes in Europe - the demise of the Soviet bloc, the reuni-
fication of Germany and the disintegration of the Soviet Union itself - also helped this process.

However, the ratification of the Maastricht Treaty did not go smoothly in some countries. The first
ratification referendum in Denmark on 2 June 1992 was narrowly lost. This led to granting this coun-
try an opt-out provision from adopting a common currency (similar to the UK, which received such
an option at the time of negotiating the Maastricht Treaty). The second referendum in May 1993 ap-
proved the treaty changes. A similar referendum in France in September 1993 was only narrowly won
(50.8%). In the UK, the treaty was ratified by only a very narrow majority in the Parliament.

In addition to political troubles or perhaps partly as a result of them, in 1992-1993, the EMS was
exposed to a series of speculative attacks (see Buiter et al., for their overview). They resulted in the
devaluation of the British pound and the Italian lira (see Demertzis et al., 2017) in September 1992
and their withdrawal from the ERM1. In the subsequent months, Spain, Portugal and Ireland also had
to devalue their currencies and the three Scandinavian countries (Finland, Norway and Sweden) had
to abandon their unilateral pegs to the ECU (in the case of Finland and Sweden, the consequences of
their domestic financial crises in the early 1990s also played an important role). The French franc was
also subject to several rounds of speculative pressures. Eventually, in August 1993, the ERM1 fluctua-
tion bands were broadened from +/-2.25% to +/- 15% against central parity.

Struggling with the ERM1 crisis consumed most of the remaining Stage 1 time of the EMU imple-
mentation timetable (ending, according to the Maastricht Treaty, on 31 December 1993). This was
a serious blow to the credibility of the EMS and the perspectives for a common currency project.
Many commentators, in particular, those who were not enthusiasts of the EMU, saw it as its end.

On the other hand, many economists interpreted this crisis as an empirical confirmation of the
“impossible trinity” (see Subsection 2.1) and the unsustainability of the so-called intermediate or hy-
brid exchange rate regimes under which authorities try to manage simultaneously both money supply
(or interest rates) and the exchange rate, in a world of unrestricted capital movement (see Eichen-
green and Wyplosz, 1993; Obstfeld and Rogoff, 1995). Going towards a common currency (one of the
forms of the so-called hard peg) should have eliminated this vulnerability.

Stage 2 of EMU implementation (1 January 1994 to 31 December 1998) happened under more
tranquil and orderly economic circumstances. This period brought several important institutional and
policy steps in preparation for launching the common currency*:

e Establishing the European Monetary Institute (EMI) on 1 January 1994 based on the existing

(since 1973) European Monetary Cooperation Fund (EMCF). The EMI was replaced by the Euro-

pean Central Bank (ECB) and the European System of Central Banks (ESCB) on 1 July 1998;

4 See, among others, https://www.ecb.europa.eu/ecb/history/emu/html/index.en.html.
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e Introducing a ban on central bank credit to government and non-banking institutions/ companies;

e Adjusting the national central bank legislation to the requirement of the Maastricht Treaty;

e Adjusting national monetary and fiscal policies to meet the EMU accession criteria established by
the Maastricht Treaty;

e Accepting the name of the new currency (EUR) in December 1995;

e Adopting the Stability and Growth Pact (SGP) by the European Council meeting in Amsterdam on
16-17 June 1997 aimed at strengthening fiscal discipline on the national level;

e Selection of 11 original members of the EMU (Austria, Belgium, Finland, France, Germany, Ireland,
Italy, Luxembourg, the Netherlands, Portugal and Spain) which were to adopt the Euro as of 1 Jan-
uary 1999 by the European Council in Brussels on 3 May 1998;

e Fixingirrevocable exchange rates between national currencies and EUR.

2.4. The first decade (1999-2008)

On 1 January 1999 the new currency was launched along with the single ECB monetary policy and the
SGP entered into force. The new ERM2 mechanism was also launched which served as a two-year trial
period before the adoption of the Euro.

However, the monetary union was not complete in the first three years of its existence because
there were no Euro banknotes and coins. Therefore, all cash operations had to be conducted in old
national banknotes and coins. Together with the continued quotation of prices and wages in national
currencies (parallel to quoting in EUR) not much changed in the daily perception of the population and
other cash users. This change came three years later (since 1 January 2002) when EUR banknotes and
coins replaced the remnants of national currencies.

In the first decade of its functioning, the number of EMU members increased from the original
11 to 15 after admitting Greece (1 January 2001, probably the most controversial accession decision
given Greece’s chronic fiscal imbalances and the poor quality of its fiscal statistics), Slovenia (1 Jan-
uary 2007), Cyprus and Malta (both on 1 January 2008). In addition, two countries outside the EU
unilaterally adopted the EUR as their national currencies: Montenegro (November 1999) and Kosovo
(January 2002). The EUR is also used in four European microstates - Andorra, Monaco, San Marino
and the Vatican and in some overseas and dependent territories of the EU member states.

The ECB monetary policy was run smoothly, drawing on the credibility, track record, and oper-
ational experience of the German Federal Bank (Bundesbank), institutionally the strongest central
bank in the EU before launching the euro, and the issuer of the EMS anchor currency (German Mark).

The primary objective of the ECB has been to maintain price stability, which has been operational-
ized by the ECB Governing Council as maintaining “...inflation below, but close to, 2% over the medium
term” (ECB 2011, p.7). In its monetary policy decisions, the ECB has followed the stability-oriented
two-pillar strategy based on economic and monetary analysis (ECB 2011, p. 69-72), which differs from
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both traditional monetary targeting and direct inflation targeting frameworks but draws from the ex-
perience of both?.

In the first decade, the ECB interest rate for main refinancing operations (MRO) varied between
2.00% and 4.75% with the lowest level of 2.00% in the period between 6 June 2003 and 6 December
2005 and the highest level of 4.75% in the short period between 6 October 2000 and 11 May 2001¢.

The actual inflation exceeded the 2% maximum inflation target through most of the examined pe-
riod (see Subsection 3.1) but the economy grew at a relatively high pace (see Subsection 3.2). Both
trends reflected the period of economic boom in the world economy, especially between 2003 and
2007, which preceded the global financial crisis of 2007-2009 (see Dabrowski, 2018).

However, there were some warnings, especially towards the end of the first decade, which sig-
nalled the possibility of later troubles.

First, fiscal discipline in most EMU member states remained weak, and both the Maastricht Treaty
and SGP criteria were not observed (see Subsection 3.3). This included the two largest member states
- France and Germany - which successfully pushed for the relaxation of the SGP rules in 2005. As
aresult, most of EA did not built sufficient counter-cyclical fiscal buffers for the subsequent downturn
period (Dabrowski, 2015a).

Second, due to weak banking prudential regulations, the banking system in the EA and EU became
“infected” by imprudent practices and instruments originating from the US housing market and US fi-
nancial sector, which eventually led to banking crises in several EU member states (see Subsection 2.5).

Third, the successful introduction of the EUR led to a substantial decrease in nominal interest rates
in peripheral EA countries which, in many instances, became negative in real terms. This led to local
credit booms and housing bubbles in countries such as Spain, Ireland, Cyprus, Slovenia and others
(similar to the US) that busted once the global financial crisis started.

The last year of the first decade (2008) was already marked by the global financial crisis that start-
ed in the US subprime mortgage market in the summer of 2007. Although this crisis reached Europe
with some time-lag, in the second half of 2008 all EA economies were already suffering from a reces-
sion and serious tensions in the financial sector.

5 A focus on monetary conditions (second pillar) can be considered an advantage as compared to “pure” inflation targeters
because it allows for detecting potential credit bubbles in their early stages (see Issing, 2003).

6 See https://www.ecb.europa.eu/stats/policy_and_exchange_rates/key_ech_interest_rates/html/index.en.html.
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2.5. The second decade (2009-2018)

Most of the second decade of the EUR functioning had to be devoted to adopting various anti-crisis
measures and developing institutional changes aimed at increasing EA resilience in case of future tur-
bulences.

The second decade started in the aftermath of the global financial shock caused by the Lehman
Brothers collapse on 15 September 2008, which hit Europe immediately. The ECB reacted with gradu-
al cuts of MRO interest rates - from 4.25% in July 2008 to 1% in May 2009. Then after a short episode
of hiking the MRO rate to 1.25% in April 2011 and to 1.50% in July 2011, it was cut again to 1.25% in
November 2011 and then gradually down to 0.25% in November 2013 and further down to 0.05% in
September 2014 and 0.00% in March 2016.

The ECB deposit facility interest rate became negative in June 2014 and since March 2016 it has
amounted to -0.40%’.

Apart from cutting interest rates, the ECB also used several “non-standard” measures aimed at
addressing the consequences of the global financial crisis and then, since 2010, of the European sov-
ereign debt and financial crisis. They both had an EA wide and country-specific character, for example,
the Emergency Liquidity Assistance (ELA) in the case of Greece (Praet, 2016).

In January 2015, after its short-term interest rates hit the zero-level band (see above), the ECB
launched lar