Thomas Amico
1/5


Has the euro moved the EU closer towards a political federation?

The euro, circulating among twelve European countries since January 2002, is the last stage of EMU
 launched in July 1990 to replace EMS
.  

EMS was born on 13 March 1979. The system consisted of three elements: a currency basket
; a monetary stabilization mechanism
 and a mechanism for financing monetary interventions
.

The ERM gave each currency a central exchange rate against the ECU, which also gave them central cross rates against each of the other participating currencies.

EMU has much more ambition than EMS, the ultimate goals being the creation of a central bank and the introduction of a single currency for all the participating countries. 

In June 1998 the European Central Bank (ECB) was created and on 31 December, conversion rates between the participating national currencies and the euro were irrevocably fixed, and became the official rates to be used for all conversions from national currencies to the euro. 

On 1st January 1999, the euro became the official currency for eleven member states
 and a single monetary policy was set up under the control of the ECB.  

Three years later, the euro was put into general circulation by the central banks of the twelve
 participating countries of the euro area. 

Besides many economic arguments we won’t discuss here, the introduction of the euro was a response to some political goals to strengthen the ties within the European Union (EU). The Maastricht Treaty that lays down plans for EMU has two linked parts: one is economic and the other is political. The objective was clearly to put these two aspects together: in the recent history of Europe, from Jean Monnet's plan for a European Coal and Steel Community in 1950 to today's European Union, one pattern seems clear: where economic integration leads, political integration will eventually follow. Streeck
 argues that the ‘spilling over’ between the economic and social spheres is seen as something that is “mutually supportive and part of an inseparable evolution of the Community toward a federal state as well as a welfare state”.

Has the euro moved the EU closer towards a political federation? Can monetary union work without political union?

We will discuss these questions and show there is a clear tendency between federalism and a single currency. Nonetheless, we will try to explain why the euro is in itself insufficient to transform the EU in a superstate.

The euro, a path towards European federalism

The advent of the euro has moved the EU towards a political federation. 

To begin with, such a federation can be defined at the utmost as a union of states fully integrated, with common policies in every major field. Moreover, the federation has its own international strategy and its own representation in international organizations. Finally within the federation, a strong feeling of identity reigns among the citizens. 

One of the most common examples of such a superstate is Germany.

We will try to show that the introduction of the euro has moved the EU towards the three directions mentioned above.

A diminished sovereignty for member states of the EMU zone

EMU and the euro affect a crucial aspect of a country’s independence: control of a national currency and a monetary policy. The introduction of the single currency has obviously eroded the sovereignty of the participating members. 

EMU has deprived states from the control of the exchange rate, which is a very important tool governments can use to make adjustments at the domestic level.  The exchange rate influences interest rates and thereby has an impact on the national economy. EMU prevents states from lowering or raising interest rates independently of other countries even if domestic conditions require it. This situation may occur when some members of the EMU zone have not the same growth pace than others or when some members have to face for instance a specific recession or inflationary boom. 

The independent European Central Bank (ECB) controls the monetary policy in the EMU zone. The interest rate level is decided in Frankfurt. National central banks have become subsidiaries of the ECB. The only relevant exchange rate is that of the euro against the currencies of country outside the EMU zone like the dollar or the yen. 

The member states have lost a major tool of political economy. They still can use the budgetary policy but not as freely as they were used to. Once countries have introduced the euro they are not free to do as they please. In 1997 agreements were laid down in Amsterdam on maintaining budgetary discipline, as it is important for the stability that the finances are in order. This set of agreements – the Treaty of Amsterdam and the Stability and Growth Pact – applies to all EU member states, therefore including EU countries that have not (yet) joined the EMU
.

The most important agreement of the Stability and Growth Pact is that countries pursue a budget balance or surplus. This must prevent the deficit from exceeding the three per cent margin in times of economic adversity. In principle, governments may not have high deficits as this may lead to high interest or a higher inflation. A deficit of more than three per cent of the GDP is only allowed during an exceptionally severe economic recession. If states go beyond that limit, they may be imposed some fines by the Ecofin.

All this shows that states have lost major parts of their leeway in monetary and budgetary policies, the two main instruments of economic sovereignty they have at their disposal. In that sense, we may assert that the euro has moved the EU towards a political federation where economic policy decisions are centralized and common to all members of the federation. States now need to cooperate with each other when making decisions regarding budgetary considerations or fiscal reforms. 

A greater unity to influence international economic decisions

On the international scene, the introduction of the euro has also moved the EU towards a federation. The euro is now a powerful international currency and has a wide visibility on the international level. Thus, the EU is able to raise its voice in international organizations and to influence international economic decisions when acting united. Some commentators wonder for example whether it is still appropriate that European states have different seats within the IMF
 since the use of the euro. 

The euro could lead the EU to unite in different international organizations, a unity that would be as much political as economic. This rapprochement of the member states through the use of a single currency could certainly be considered as a major step to the settlement of a political federation. 

The use of the euro in international trade is also expanding, reflecting Europe’s weight in the world economy. A single currency makes Europe a strong partner to trade with and facilitates access to a single market for foreign companies, who will benefit from lower costs of doing business in Europe. This will also incite the EU to unify at the political level to build a common business strategy regarding international trade.

The euro: towards a European citizenship

Essentially, the euro is one of the major components of the European citizenship. The currency is a strong symbol of identity for a population. It represents a set of shared values. It supposes a trust in the authorities and in the ruling institutions of the EU. This view is also suggested by Lehning
 who argues that in order to achieve a “shared citizenship identity” “certain institutions and practices of political co-operation have to be in existence within the European Union.”

Identity in Europe may be in the form of a common currency and other symbols. Integration may also be hastened by the advent of a single currency that may create within people a feeling of belonging to a wider European community as well as to their national, regional and local one. This will drive the EU to a closer federation, much more integrated.

To sum up, the introduction of the euro has had very positive effects on the European integration and coordination. Major politico-economic tools are not used any more by national governments but are in the hands of supranational institutions. The EU has gained visibility on the international scene through the leverage of the euro. Last but not least, the circulation of the money has generated a feeling of a European identity among citizens and may accelerate integration in political spheres. The use of the euro in the daily life is perhaps the first remedy to the too famous “democratic deficit” from which the EU is suffering. 

Nevertheless, the euro is not sufficient in itself to drive the EU to a superstate. Political unity requires more than economic integration to be enforced. 

The euro, a good engine for European integration that needs fuel to work properly…

Some countries are still outside the euro zone

 If the euro is supposed to push the European integration further, its mission is not totally complete since three major countries are still outside the euro zone, mainly if not totally for political reasons.

Denmark obtained an opt-out of joining the euro after voters initially rejected the Maastricht Treaty in a referendum in June 1992. 53 to 47 percent rejected a referendum held in September 2000 to determine whether to join the single currency. The Danish government announced in January 2002 that a second referendum on the issue would be held. The Danish currency is still participating in the Exchange Rate Mechanism (ERM-2) and is pegged within a 2.25% band against the euro.

Sweden joined the EU in 1995 with no opt-out on adopting the euro. In a referendum held in the country on 14th September 2003 the electorate rejected the euro by 56% to 42%.

The United Kingdom negotiated an opt-out of joining the euro in the Maastricht Treaty. The current Labour government is committed to holding a referendum when it determines that the economic conditions for joining are right. 
These three countries actually meet the criteria to join the euro zone but for political reasons they do not wish to. The main debate on that subject certainly takes place in the UK where eurosceptics are fighting to keep the Sterling Pound in place. Many British economists are also convinced that euro is not a fatality and that Britain can develop its economy and leads its own policies without it.
 The political implications of the euro scare the non-participating members and in a sense prevent them from being more cooperative since they fear this cooperation will lead to further political integration. The euro as a political object has consequently stopped or at least slowed the shift of the EU towards a political federation. It has divided the EU into two parts: The Euroland besides the UK, Denmark and Sweden.

Monetary union and political integration: a complex relationship

Monetary union leading to federalism is a long-run tendency: there are historical examples showing that there are single-currency areas where the pooling of national powers came a long while after the creation of the single currency
. EMU could work without any further political integration, economically speaking. Therefore the political federation of Europe may not be for tomorrow if no political initiatives drive the EU in that direction. 

Moreover, EMU is not, as some commentators may say, an irreversible process. A country could perfectly join the euro zone and leave it after a certain period of time. “The divorce would be affordable” as David Currie
 put it. The countries (or regions) have to compare the advantages of the euro to the ones of restoring a national currency and then make their decision. The process of leaving EMU could be compared to what many countries of the Soviet empire did when they were gaining independence and creating their own national currency. The political power can always go back on economic decisions and has still the preponderance within the European arena.

Conclusion: Europe is already a federation in movement 

The European Union has moved towards a political federation constantly since its creation. Even if the federation is weak and is rather a confederation of states, the process of integration is significant. The Maastricht Treaty was an important step in pushing this integration forward: the powers of the European Parliament have been reinforced, the areas in which the qualified majority is enough to take decisions are more numerous and common or at least cooperative policies are becoming the norm even for highly national prerogatives such as foreign affairs or fiscal policy not to mention the monetary sphere. The Constitution if adopted should reinforce these trends. The real debate is not whether the EU will be a federation or not but to what degree of integration the members will commit.  

The euro is a chance and a risk for the EU. 

It’s a risk since it can split the EU into two irreconcilable parts: the Euro supporters and the others. In the corridors of many institutions at the European level like the Commission, many experts and “décideurs” question the pertinence of the membership to the EU of countries that don’t want to join the single currency. Their comments remain off the record but if the UK for example says “no” to the European Constitution, it could be a good occasion for them to express them publicly. The opt-outs of the UK and Denmark have upset many euro optimists…  

On the other hand, the euro could be the engine for a strong political federation of Europe via a common monetary policy, a single unified market and a single set of institutions to regulate the zone. It’s also a strong political symbol that every citizen manipulates everyday, feeling himself/herself more European. Last but not least, it’s a strong sign of visibility, credibility and power on the international stage. Some progresses have undoubtedly to be made to achieve a complete political federation within the EU but the foundations are in place and some political fuel can make the euro-engine of integration roar.
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� Economic and Monetary Union


� European Monetary System


� European Currency Unit or ECU


� Exchange Rate Mechanism or ERM


� European Monetary Co-operation Fund or FECOM


� Belgium, Germany, Spain, France, Ireland, Italy, Luxembourg, the Netherlands, Austria, Portugal and Finland.


� Greece had joined the euro from January 2001


� Streeck, W. “From Market Making to State Building? Reflections on the Political Economy of European Social Policy”


� The United Kingdom, Sweden and Denmark 


� International Monetary Fund


� Lehning, P. “Pluralism European Citizenship: a mirage?”


� See for instance the paper of Graeme Leach, Chief Economist at the Institute of Directors: � HYPERLINK "http://www.euro-know.org/articles/ukeuro0.pdf" ��http://www.euro-know.org/articles/ukeuro0.pdf� 


� For example, the case of Switzerland whose separate cantons came together progressively around the adoption of a common currency in 1870s. The Latin Monetary Union is also a good illustration of a monetary union without any political integration. 


� David Currie, The pros and cons of EMU, p 9. 
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