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Introduction

Studying monetary history is particularly valuable in helping recognise 
and avoid bubbles, but it also puts one’s prejudices and generalisations 
into perspective. Two, though, have stood the test of time:

• A long period of living with rigidly fixed exchange rates swings 
opinion in favour of the benefits of flexibility while, after living with 
floating rates, the public becomes nostalgic for the certainty of fixed 
rates.

• Whenever politicians and rulers interfere in monetary 
arrangements for political ends, disaster follows.

The first lesson of history is that before European Monetary Union 
(EMU) there were no examples of monetary union, between otherwise 
independent countries which have neither a federal central govern-
ment nor a common fiscal policy, that have survived unless the coun-
tries concerned have gone on to become a fully fledged unitary or 
federal state. There are examples of monetary unions which ended in 
‘disunions’. This has included examples, as in the former Soviet Union, 
where previously sovereign states with a common currency broke up 
politically.

In the early days, economists pointed out the main technical 
problems of monetary union. It was hoped that the long-awaited 1995 
European Commission Green Paper would address these problems and 
find a workable solution, but it turned out to be an entirely political, and 
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economically illiterate, document which eventually resulted in the euro 
zone being launched in a form that ensured that it was a disaster waiting 
to happen.

There was no provision for dealing with the inevitable asymmetric 
shocks. What happens, for example, if one or more member coun-
tries have specific problems, or indeed opportunities, which require a 
realignment of relative cost structures or an adjustment of interest rate 
policies? The rules (which will have to be broken anyway) were intended 
(see Oborne and Weaver, 2011) to make devaluation and exit impossible. 
Such shocks are, in their nature, unpredictable, but sooner or later one 
would inevitably hit.

In fact, one longer-term problem was predictable and indeed 
predicted, but – as it happens – another problem in the form of the global 
financial crisis intervened before the demographic problems within the 
EU created the predicted tensions. The author’s 2001 Chatham House 
paper ‘Will the pensions time bomb blow apart European Monetary 
Union?’ was, like the Eurostat paper on which it was based, intended not 
as a prediction but as a warning of a problem that would hit the EU by 
around 2020 on unchanged policies. Disappointingly, the warning has 
not been heeded and little has been done. This danger is still hanging 
over us – but another disaster has hit in the meantime. The politicians 
remain in charge; they are ‘buying time’ by throwing money at the 
problem while failing to address fundamental weaknesses of the present 
structure – including preparing for the pensions problem, which has not 
gone away. There is a huge political will behind the euro zone project 
which may be enough to carry the venture forward, at least for the next 
year or two. The precedents are not reassuring.

In the context of this early history of EMU, this chapter discusses 
the rise and fall of past monetary unions and the lessons to be learnt 
from previous attempts to introduce monetary union into the EU. After 
examining secondary and inflation-proof currencies and compromise 
proposals falling short of full monetary union, we look at how an under-
standing of history can influence what is happening today. Finally, we 
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examine the problems of creating a fiscal union, drawing on the author’s 
ex perience of international tax policy.

Past monetary unions and how they ended

Leaving aside those which eventually became full unions, other previous 
monetary unions all came to an end, and these have particular lessons 
for us. Many, like Latin Monetary Union discussed below, were little 
more than currency unions where countries adopting a gold or silver 
standard found it convenient to standardise the weights of the coins. 
Indeed, this was the nature of the US system at first as the US Consti-
tution gives the federal government the sole right to coin money (see 
Chown, 2003). The Constitution made no mention of the then soon-to-
be-developed banknotes and bank deposits. Monetary unions based on 
inconvertible fiat paper currencies are more relevant in terms of under-
standing EMU and they are discussed later in this section.

Latin Monetary Union

The Latin Monetary Union was based on a metallic rather than a fiat 
standard. It prospered, however, during the period when banknotes 
and bank deposits became an increasingly important component of the 
money supply and there was a huge growth in international trade and 
investment.

During the Napoleonic Wars, the UK left gold but maintained 
a stable currency, and after the war it restored the gold standard at 
the old parity. France, in contrast, had a disastrous experience with 
a paper currency and replaced it in 1803 with a new sound monetary 
system which it imposed on its occupied territories. After the wars, this 
system was adopted in some neighbours, and its success meant that 
the idea spread. The various Italian states had separate currencies but 
an increasing number of them adopted Latin Monetary Union stand-
ards, which were also followed when the country was united. The Swiss 
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cantons had separate currencies but before they were united in 1850 they 
discussed whether they should adopt the French or the German system – 
until it was pointed out that the Germans still had three different systems 
after a succession of monetary unions (these were finally united only 
when Bismarck unified Germany as a nation).

Latin Monetary Union was a success, with the common currency 
greatly facilitating trade. It attracted some new members and its stand-
ards, at least for gold coins, were adopted unilaterally in several Latin 
American countries, Russia and elsewhere. There was a very interesting 
proposal in 1867 to transform the union into a world currency. John 
Kasson, in a supportive presentation to the US Congress on this issue, 
commented that ‘the only interest in any nation that could possibly be 
injuriously affected by the establishment of this uniformity is that of 
the moneychangers – an interest which contributed little to the public 
welfare …’ At that time, long before the invention of computers and 
online transfers, such costs were a fraction of those today. It was not to 
be: this was a ‘simple technical solution beneath the dignity of politi-
cians … more concerned with grand gestures and spin-doctoring than 
with solving practical problems for their citizens’. The British agonised 
about the trivial devaluation that would have been involved in trying 
to equalise the value of the different currencies (the UK delegate at the 
conference, Rivers-Wilson, playing the part of ‘Sir Humphrey’); the 
French were concerned about the cost of minting and the loss of prestige.

The gold standard and the end of bimetallism

Originally, for accidental historical reasons, Latin Monetary Union 
was a bimetallic standard with the price of gold being ‘fixed’ at 15.5 
times the price of silver. This caused problems, first when the market 
rates fell and silver coins disappeared into the melting pot! Towards the 
end of the century when the rates rose sharply, there was a disastrous 
unintended ‘disunion’ between the ‘gold’ countries (most of Europe 
and North America) and the ‘silver’ countries of India, the Far East and 
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Latin America. The serious consequences of this are discussed in Chown 
(2003).

In the UK, although officially on a silver standard since 1696, gold 
became the main circulating medium. A formal gold standard was intro-
duced after the Napoleonic Wars. This worked well given the classic 
adjustment mechanism by which an adverse balance of payments simply 
caused an outflow of gold, reducing money supply and prices. Wages 
were flexible and the adjustment was usually fairly painless. This ceased 
to be true, however, in the interwar period, and the decision to restore 
the gold standard at the old parity proved disastrous. This is precisely 
the problem we are seeing in southern Europe today.

Another problem is that dependence on gold means that the narrow 
money supply can increase only as a result of the addition of newly 
mined gold. During the Industrial Revolution, though, the successive 
development of banknotes and bank deposits caused a substantial, and 
in the event more or less sufficient, increase in broad money supply. This 
is one of the arguments used against any restoration of the gold standard 
today.

The end of unions based on paper money

Austria-Hungary is the classic example of a monetary union not based 
on gold or silver. It was created in 1867 and the countries had inde-
pendent fiscal policies, though a common defence and foreign policy. 
It is a complex story, but not a reassuring one for advocates of currency 
union. Austria had a turbulent history, both with regard to its politics 
and its monetary history. It had been continually using inconvertible 
paper money since 1762. An unsuccessful war with Prussia postponed the 
planned return to gold but, in 1867, Austria entered into a form of union 
with Hungary. Hungary was originally the junior partner but pursued 
sounder monetary policies and was more enthusiastic about a return to 
gold.

The union broke up after the 1914–18 war in a very messy way. In 
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October 1918, there was a revolution in Czechoslovakia, which became 
independent, and, after this, the joint monarchy quickly fragmented. 
Post-war trade sanctions applied only to Austria (which tried to 
maintain a monetary union with the successor states) and Hungary. 
Austria retained a bloated bureaucracy which was too expensive and 
there were the inevitable consequences. In January 1919, the Kingdom 
of the Serbs, Croats and Slovenes called in all Austro-Hungarian notes 
on their territory and over-stamped them, an example quickly followed 
by Czechoslovakia and, perforce, Austria in March. This was one of 
the first actions of the young Joseph Schumpeter, who had just been 
appointed minister of finance. He would have known what needed doing 
but soon resigned in frustration. Both Austria and Hungary soon took 
off into hyperinflation. Czechoslovakia came off the best, although at 
the cost of a sharp deflation. Poland, Romania and the Serbs, Croatians 
and Slovenes had a rough inflationary ride but avoided a disaster. The 
liquidation of the Austro-Hungarian Bank and the attempt to allocate its 
liabilities between the successor states is another tale of woe. It is to be 
hoped that the euro zone does not follow this approach.

When the Soviet Union ceased to exist at the beginning of 1992, all 
the fifteen successor states continued to use the rouble. The USA and 
the IMF actually thought this should continue (the EBRD, sensibly, disa-
greed). This is an extraordinarily complicated story but, inevitably, by 
1994 all but one of the states had abandoned the rouble, usually bringing 
in an alternative ‘coupon’ currency. Inflation took off in a big way, and 
by 1994 prices in Russia had risen to 841 times the 1990 level and infla-
tion was even higher in twelve out of the fourteen other republics. It 
is probable that none of them actually hit the classic ‘50 per cent per 
month’ definition of hyperinflation, except perhaps for the odd month, 
although the excellent recent work on hyperinflations by Steve Hanke1 
does list them.

Yugoslavia had an even worse break-up. Old Yugoslavia (now 

1 http://www.cato.org/publications/working-paper/world-hyperinflations.

http://www.cato.org/publications/working-paper/world-hyperinflations
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Serbia) had two periods of hyperinflation, the second beating the 
previous 1947 Hungarian record. Of the other countries, Bosnia, Croatia 
and Macedonia fairly quickly established a more or less formal link 
with the Deutschmark/euro. Slovenia, the first of the countries to join 
the European Union, had no foreign exchange reserves and opted for a 
managed float on a crawling-peg basis. Montenegro, having won inde-
pendence from Serbia, simply adopted the Deutschmark and then the 
euro as its actual currency.

Of the other former communist countries, the Baltic states were the 
first to declare independence. Estonia (see below) set up a very successful 
currency board with a link to the Deutschmark. Lithuania followed with 
a link to the US dollar, as did Latvia – though less successfully. On the 
whole, the other former communist countries were fairly successful in 
introducing a range of currency policies and have joined, or are hoping 
to join, the European Union.

In 1992, the Czech and Slovak republics decided to go their separate 
ways but originally intended to maintain a monetary union. The Slovaks, 
however, fearing that this would not last, transferred deposits to Czech 
banks and, to prevent capital flight, it was announced in October 1992 
that the countries would enter into a currency union for at least the first 
six months of 1993. This was unconvincing and, in February 1993, Czech-
oslovak notes in Slovakia were called in and stamped. Citizens could 
convert 4,000 koruna in cash held on deposit and exchange controls 
were imposed. The Slovak currency initially traded at a discount of only 
around 10 per cent.

Precursors of eMu

There were two earlier attempts to approach monetary union in what 
was then the EEC, and James (2012) gives a very detailed account of the 
politics involved. All the issues which came up during the launch and 
again in the endgame of the euro zone were discussed at length in far 
more detail and with even more acrimony during these two periods. 
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Indeed, the need for a broader economic and fiscal union, with scope for 
inter-member transfers and for closer coordination of banking regula-
tion, was regarded by the advocates of monetary union as essential and 
by others as unacceptable.

The Werner Report of October 1970 envisaged monetary union 
by 1980, involving either immutable parity exchange rates or a single 
currency. Liquidity, monetary policy with the outside world, public 
budgets and regional policy were all to be controlled at Community 
level, and capital markets were to be unified. This was a time when 
exchange controls were still widespread, and in a year when the interna-
tional fixed rate regime collapsed in August!

Following the report, ‘The Snake in the Tunnel’ was set up in April 
1972 by the six original EEC members, allowing for a maximum margin 
of fluctuation of 2.25 per cent between any pair of currencies. The 
United Kingdom joined for six weeks and other members went in and 
out. When the snake was finally ended (in 1978), the second stage of 
monetary union that had been intended to begin in 1974 was postponed 
indefinitely.

The next initiative was the Delors Report in April 1989. Monetary 
union was to be based on fixed exchange rates with a single monetary 
policy conducted by a European system of central banks. Germany, the 
UK and Luxembourg wanted to move forward gradually, but the enthu-
siasts, France, Italy and Spain, feared that without institutional changes 
their countries might not be able politically to get their inflation rates 
and performance under control. Many people thought monetary union 
would never happen. Odd as it now seems, although it was rightly said 
that capital movements must be fully liberalised, a common currency 
was not seen as an essential feature of monetary union, but might be a 
natural development.

Although the report was widely expected to be dropped, as Harold 
James explains, Delors, in the best énarques tradition, had manipulated 
opinion so that not only did he achieve the creation of the Exchange Rate 
Mechanism, he sowed the seeds for the future introduction of EMU. A 
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major debate in the early 1980s was whether this required, or was even 
inconsistent with, free movement of capital.

As with the Snake, there were very many devaluations, realignments 
and other adjustments and, of course, the other major currencies (for 
example, the dollar and the yen) were fluctuating widely. For the first 
five years until 1984, exchange rates and inflation differentials converged 
and all seemed well. It did not last, however. Again, there was no real 
convergence.

One issue which was perhaps to be decisive was the reunification of 
Germany, where, to the astonishment of economists, the introduction 
of the Deutschmark into East Germany was created without prepara-
tion, without economic adjustment and at the wrong exchange rate. This 
disastrously destroyed the competitive position of East Germany. The 
governor of the German central bank, Pohl, said that monetary union 
in Germany was a ‘political decision’. In the following year, Pohl, citing 
this experience, warned the European Parliament against the premature 
introduction of monetary union.

Margaret Thatcher and her economists had been opposed to 
monetary union. They preferred to use interest rates to stabil ise the 
price level rather than the exchange rate. Robin Leigh Pemberton, the 
governor of the Bank of England, however, liked the idea of having 
an anchor to bring down inflation rates. Astonishingly, just five days 
after German reunification, the UK actually joined the Exchange Rate 
Mechanism. The chosen central rate of DM2.95 also seems to have been 
another ‘political decision’. Everything worked – for a time – and John 
Major unexpectedly won the April 1992 election, but the UK exited on 
16 September 1992, described – perhaps inappropriately – as ‘Black 
Wednesday’.

There are two lessons from this history. The first is a common 
problem: where a currency is perceived to be out of line, throwing 
money at it is generally money wasted. The second lesson is positive, 
and certainly confirmed that currency rate adjustment, coupled with 
appropriate monetary policy, can lead to a substantial recovery and 
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a prosperous outcome. The whole episode, though, was a political 
disaster.

secondary and inflation-proof currencies

It has often been suggested that a secondary currency, operating along-
side national currencies, could achieve many of the benefits (and fewer 
of the problems) of a full monetary union. Many such proposals go 
farther and suggest we should try to create a currency which is a more 
reliable store of value than existing fiat currencies. These are both excel-
lent ideas and the two different concepts are not, in principle, mutually 
exclusive. The hard ecu proposal, which was made during the monetary 
union debate, was intended to achieve both, but as discussed below, 
previous attempts to do this have achieved neither. The precedents for 
an inflation-proof currency are not encouraging, but there was far more 
scope for an inflation-proof secondary currency approach.

An inflation-proofed currency?

There is a long history of attempts to introduce a sound inflation-
proof currency but none has really worked. In 1887, Alfred Marshall 
had suggested that gold was no longer a stable measure of value, and 
that we should examine using ‘a tabular standard of value’ (i.e. a price 
index which would constitute an optional unit of account for long-term 
commitments). There have since been many attempts, usually uncon-
nected with monetary union, at creating a stable currency. Germany, in 
the aftermath of inflation, experimented with the Rentenmark, backed 
by mortgages, and discussed a ‘Roggenmark’ backed by rye. ‘Monetary 
Correction’ was used (for a time successfully) in Brazil and, of course, 
inflation-indexed bonds have been issued in many countries, including 
the UK. There is no convincing historical precedent for a successful infla-
tion-proofed currency, although in more stable times gold or silver may 
have served this purpose. Bretton Woods was partly successful for a time.
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The ‘All Saints Day Manifesto’ of 1975 published in The Econo-
mist suggested the introduction of an inflation-proofed ‘Europa’ as a 
secondary and alternative currency which could in due course become 
the currency of Europe. Its value would be a weighted average of the 
participating currencies adjusted by movements in the consumer price 
indices. This looked very appealing but The Economist, in its editorial 
comment, was more sceptical, describing it as ‘indexed-linked securities 
(called money) not under the control of national governments’: sensibly, 
they wanted monetary union to evolve naturally in the marketplace 
without official edicts and legalistic structures.

This idea was taken up by others and, in 1990, John Major announced 
his support for the ‘hard ecu’ proposal in a document entitled The Next 
Stage in an Evolutionary Approach to Monetary Union by Sir Michael 
Butler and Paul Richards. The formula was intended to ensure that this 
secondary currency would be as strong as the strongest currency in the 
region. I was not then, and am not now, convinced that the formula 
suggested in either case would actually produce the result intended.

Saving transactions costs

There was far more scope for using a secondary currency to try to reduce 
transactions costs. Chown and Wood (1989) proposed that the ‘right 
road to monetary union’ was to introduce into circulation immediately 
a ‘basket ecu’, a concept which already existed as the weighted average 
of the various relevant currencies. As and when this became estab-
lished, travellers within the EU would have to carry only one ‘foreign’ 
currency with them while shopkeepers, hotels and other suppliers of 
services would not have to cope with a wide range of currencies, but 
would simply double-price in their local currency and ecus. This would 
substantially reduce transactions costs, which, in turn, would encourage 
more travellers and businesses to use the new system. It would also make 
it easier to compare prices across frontiers as these became expressed 
in ecus, thus enhancing competition. The starting point in Chown and 
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Wood was, of course, that any change should be designed to benefit the 
citizen, as traveller, trader and investor, rather than to be part of a power 
play designed to make life easier and tidier for governments.

The most often cited benefit of EMU was that foreign exchange losses 
and costs would be reduced or eliminated. We analysed this, and showed 
that about three-quarters of what business records as ‘foreign exchange 
losses’ mainly arise, not from currency fluctuations (which might typi-
cally average out over time), but from bank charges and commissions. 
These charges were, at the end of the twentieth century and in spite of 
the development of electronic techniques, significantly higher than they 
had been a century and a half earlier when Latin Monetary Union was 
being proposed. The European Commission could have reduced these 
by a positive use of competition policy; in practice, for whatever reason, 
they always backed away from any serious initiative. Big businesses can 
look after themselves but the prevailing situation is such that the euro 
has left a lot of smaller businesses without the promised transactions 
costs advantages, and this calls into question whether the cost aspect 
(the real alleged benefit for business and travellers) had really been 
addressed by the political enthusiasts for monetary union, or whether 
they had a quite different agenda.

other compromise solutions

Given that it is probably impossible to create a full and rigid monetary 
union in the absence of a greater degree of fiscal co ordination than can 
be achieved democratically within present institutions, it would have 
been better to have found a second-best solution with fewer long-term 
side effects. There are various such second-best solutions.

Shadowing and ‘fixes’

Formal monetary unions apart, there are many compromises between 
fixed and floating rates. There are many examples where a country 
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simply shadows another’s currency, but where there is no technical 
problem in terminating the arrangement. This was followed successfully 
in South-East Asia, and countries such as Bulgaria and Bosnia have been 
shadowing the euro. Because their shadowing was not entirely credible 
in the eyes of the markets, that arrangement did not lead to the bubble-
creating investment from which Greece and other periphery countries 
suffered (see the chapter by Dannhauser) – risk premia were not entirely 
eliminated. There are also other compromise variations such as crawling 
pegs and inflation targeting, but these are not immediately relevant to us.

Many countries in South-East Asia had been formally or informally 
shadowing the dollar, and the more foolish speculators were picking 
up a nice interest rate profit in uncovered investments in Asia. This led 
to profits until the Thai baht devalued in 1997, followed by others. The 
problem here was that the inflow of funds stimulated an artificial price 
bubble. Bangkok was littered with half-finished building projects. After 
devaluation and an IMF rescue, most of them, but not at first Indonesia, 
made a good recovery.

A year later, in 1998, the banks lost even more by riding the extraor-
dinary interest rates on Russian GKOs (treasury bills) in what they 
thought was a stable currency pegged to the dollar. Russian treasury bill 
rates had been about 50 per cent, reflecting the then rate of inflation. 
Inflation fell very sharply but nominal interest rates did not, so there was 
a real rate of over 30 per cent, which could, it was thought, be locked in 
by hedging the dollar/rouble exchange rate. The banks worked out how 
much they would make on this deal over a year: we calculated that they 
would bankrupt the government within eight months. The government 
defaulted and the exchange rate devalued against the dollar.

Turkey had long suffered chronic inflation at rates above 50 per cent 
per annum. The collapse of the currency against the dollar was checked 
by an IMF stabilisation package in November 1999 coupled with a 
credible ‘crawling peg’ exchange rate policy. Purchasing power parity 
held during this period against the US dollar, which the IMF thought was 
the obvious target. Unfortunately, this was a period when the euro zone 
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currencies fell sharply against the dollar and Turkey’s competitiveness 
against its main trading partners deteriorated by over 30 per cent. There 
was the inevitable crisis in early 2001 and, after the central bank had 
fallen into a classic trap and wasted $10 billion in support operations, 
the currency was floated in February. As so often happens, things have 
to get worse before they get better and, in this case, a new government 
succeeded in getting expenditure under control, granting independence 
to the central bank and liberalising the economy. This initiated a period 
of prosperity from which they have not so far looked back.

Bretton Woods

In the negotiations leading up to Bretton Woods, Keynes had argued, 
unsuccessfully, that the burden of any adjustment process could be 
shared equally by creditor and debtor countries. The approach involved 
initially fixed exchange rates against the dollar (until 1971 itself fixed in 
terms of gold), bolstered by international transfers negotiated by the 
IMF but with the right, and indeed the obligation, to change the rate 
when there was a ‘fundamental disequilibrium’. This happened very 
often (as the excellent Pick’s Currency Year Book regularly listed) but at 
least there was a provision for adjustment. The original design of EMU 
should have included such a workable proposal for exit.

Bretton Woods in its heyday was, in theory at least, a gold exchange 
standard: the US dollar fixed at $35 per ounce was the anchor currency 
for the rest of the world, which at first suffered from a ‘dollar shortage’, 
a term which actively persisted even after the dollar itself became a 
weak currency, at least against Germany and Japan. Indeed, after the 
Vietnam-induced inflation, Nixon broke the link in 1971 and this was the 
beginning of the end of Bretton Woods.

The sterling area

The sterling area, being informal, worked well for many years, but 
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because it was informal it fell apart when it became less relevant. The 
only monetary authority was the Bank of England. Other countries had 
no say in UK monetary policy nor, after they ceased to be colonies, any 
obligation to follow it. In the area’s heyday, however, they had strong 
incentives to remain in the club, one of the benefits of which was 
freedom from exchange control (within the area). Some early leavers, 
such as New Zealand, introduced their own currency without any imme-
diate or expected change in parity. Others (Nigeria and the Caribbean 
countries), which mostly had had currency boards, also eventually opted 
out, as discussed (see below).

Could such an approach have been applied in the euro zone? The 
same result could have been achieved economically, but certainly not 
politically, if countries had accepted Germany’s Bundesbank as the 
monetary authority and voluntarily adopted their currency. This is 
effectively what, for example, Estonia did very successfully. Note issues 
and the monetary base were the responsibility of the central bank or 
currency board of the country concerned, which would then be free to 
pursue an independent monetary policy having regard to reconciling 
internal with external balances.

This would not necessarily have helped Ireland in the current crisis 
as a solvent and well-managed country faced with a housing bubble 
aided and abetted by a banking system that was too large for the 
country. The Irish needed, and knew they needed, high interest rates to 
deal with this, but this would not have been possible while remaining 
within a ‘Deutschmark area’. The fatal mistake which Ireland made was 
the unnecessarily generous bailout of the banking system (see Carswell, 
2011). Larger states, such as Italy and Spain, had similar – but in some 
respects different – problems (again, see the chapter by Dannhauser). 
Iceland was rather more complex, with an enormous, unsound, banking 
system which could never have been underwritten by the state. Not 
being part of the euro zone, however, it could and did devalue and 
default and has made a good recovery.



t h e  e u r o  –  t h e  b e g i n n i n g ,  t h e  m i d d l e  …  a n d  t h e  e n d ?

98

Currency boards

A currency board issues notes redeemable at a fixed rate of exchange 
with a reference currency such as sterling, dollars or the euro. Redemp-
tion is backed, usually 100 per cent, by interest-bearing treasury bills 
in that currency. Provided this guarantee is honoured on outstanding 
notes, however, the country is free to adopt a new replacement currency 
at any time. These days, notes are only a small proportion of the money 
supply and a currency board is credible only if banks are required 
to hold their reserve assets in notes of, or deposits with, the currency 
board. During the Asian crisis, some had thought that Hong Kong might 
be affected, but their very sound currency board ensured that the rate 
was held. There could have been pressure on the banking system but, 
given that their reserve base was sound, there was not.

Estonia is a particularly interesting case of a currency board inside 
the EU. In June 1992, it abandoned the rouble to create its own currency, 
with Eesti Pank acting in effect as a currency board required to hold 100 
per cent of the monetary base in foreign assets. The exchange rate was 
thus credibly fixed at eight kroon to the Deutschmark, adjusted in due 
course to the euro. The switch from a distrusted currency to a solid link 
with a sound one caused a substantial one-off adjustment in the price 
level. This, as we now understand, is inevitable, but a one-off change is 
not to be confused with inflation, which is best described as a chronic 
tendency for prices to rise. The currency was linked to the Deutschmark 
at a rate far below purchasing power parity and, once the exchange 
rate was accepted as sustainable, this could be corrected only by higher 
prices. Prices rose by 46 per cent during the two months after the change 
and doubled over the next two years. To keep real interest rates in line, 
nominal rates had to remain high, but few seem to have taken advantage 
of the apparent arbitrage opportunities because of a distrust of the banks 
(Eesti Pank, of course, could offer only a margin less than the Deutsch-
mark rate, as its assets were, by definition, in Deutschmark securities).

Former British Caribbean colonies originally retained their currency 
board link to sterling but, either when sterling was devalued in 1967 or 



 l e s s o n s  f r o m  m o n e t a r y  h i s t o r y

99

when it was floated in 1972 and exchange control was imposed on the 
outer sterling area, they changed without fuss to a link with the US 
dollar. The Barbados Board is now required to hold only the equivalent 
of 60 per cent of its liabilities in US dollar assets but, in practice, often 
has more.

A currency board is potentially a highly disciplined way for a country 
to fix its currency to that of another country. The country, though, loses 
its right to ‘solve’ its financial problems by printing money, but does 
earn seigniorage at the rate of interest available on treasury bills issued 
by the country being shadowed. The country still has, and indeed needs, 
control of the supply of bank money.

An alternative is ‘dollarisation’, where a foreign currency is simply 
used as the national currency. In our context, this is really a form of 
secondary currency discussed above (with, say, the dollar being used 
through choice within the country concerned either as the only currency 
or as a secondary currency). This approach transfers the seigniorage 
profits to the country issuing the adopted currency, however, and leaves 
the dollarised country with even less ability to deal with monetary 
policy.

One suggestion seriously made in the early post-communist days 
was that the most cost-effective way of helping Russia was to ship out 
US dollar bills, which could be paid out by the government to meet their 
expenditure. These then would be put into circulation in Russia (where 
the dollar was already in frequent and, at first, illegal use) as a secondary 
currency. In practice, though, this would not have worked as, at that time, 
the outflow of oligarch funds from Russia was more or less equal to the 
level of international aid. 

Either a currency board or the adoption of the Deutschmark in a 
process equivalent to ‘dollarisation’ could have been used by any country 
– or group of countries – to gain the transactions costs benefits of a single 
currency without creating the euro and using it as the only currency 
across a large part of the EU.
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General conclusion – and the future?

History confirms that no previous monetary union has survived unless it 
was the precursor of a genuine union of nations. Survival of any shared 
monetary arrangements has three prerequisites:

• Effective arrangements for ensuring that each country maintains 
fiscal discipline.

• Absolutely clear provisions that (as with long-standing and fully 
fledged federal unions) each state is responsible for its own debts.

• Adequate arrangements for emergency interstate transfers – with 
IMF-type safeguards and conditions – as happened in the days of 
the Bretton Woods system.

Other chapters examine these issues, but an analysis of history leads 
me to a pessimistic conclusion.

A well-managed fiscal union with a proper constitution might 
provide the backdrop for a lasting monetary union without full political 
union. This would still be difficult to achieve, however. Member states 
would have to make regular adjustments to taxes and expenditure to 
keep their budgets in balance, using fiscal policy and reforming labour 
laws to keep wage rates competitive.

At the start of the crisis, I took the view (though without making the 
very detailed calculations that I hoped, perhaps optimistically, the ECB 
and the European Commission would have been making) that Greece 
should have been allowed or required to leave the euro zone, float its 
currency and enter into an organised default. It could then have been 
helped by conditional financial assistance directed at reforming the 
economy. There would have been significant costs involved in recapital-
ising the banks and in taking measures to deal with the inevitable conta-
gion. Delaying action, however, is much more expensive.

The authorities are saying they will pay ‘whatever it costs’ to save 
the euro zone – but from where will the money come? The Commission 
budget is tiny so there are only two options. Either Germany pays (the 
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other non-crisis countries being much smaller) or monetary policy will 
be used, which risks inflation and therefore will be blocked by Germany. 
The whole question of whether fiscal union will be acceptable to even the 
inner group of countries needs to be addressed (see below).

The present policy relies on ‘internal devaluation’, which involves defla-
tion and government budget adjustments in the weaker countries. One 
does not have to be a Keynesian to believe that this could create a genera-
tion-long recession which would itself slow down the repayment of debts, 
and that devaluation and default would bring about quicker adjustment. 
In the event, several, but not all, of the weaker countries have managed 
better than we had expected in rationalising their labour markets and 
getting costs and budgets under control. It could all work, but the lessons 
of history are not promising. We therefore have to look at the alternatives, 
hoping that there is a Plan B that is carefully thought through (including 
those suggested in other chapters) rather than a chaotic collapse.

One outcome might then be for a core of countries, led by Germany, 
to retain a common currency and agree to coordinate a broader 
economic policy, with or without the need for a more formal fiscal (or 
even federal) union. Outer euro zone members, having devalued or 
floated and probably also partly defaulted, would have their own curren-
cies.2 If the new currencies, initially or eventually, had a new credible 
and sustainable fixed rate of exchange with the euro they might then 
choose to rejoin.

Citizens and traders could be permitted, and indeed should be 
actively encouraged, to contract and generally conduct their business 
in ‘new euros’, which may, in the course of time, become the preferred 
currency, effectively superseding the local currency.3 This would in 
effect amount to the countries (or their citizens) choosing to adopt a 

2 At first, these could be over-stamped euros.
3 This is essentially the idea floated by Geoffrey Wood and myself in our 1989 IEA paper 

The Right Road to Monetary Union. Pedro Schwartz has also proposed that a country such 
as Greece should be allowed to introduce its own currency while encouraging the use of 
the euro as a parallel currency with neither being formal legal tender.
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German-dominated currency as their own. It would be less formal than 
membership of the euro zone or a currency board. Market forces, rather 
than political scheming, could well lead towards a full monetary union, 
with everything happening in a logical order.

This would still leave the complex question of how the inner group 
could move forward without imposing its rules on (or being blocked by) 
the departing members plus the UK, Sweden and Denmark, with the 
present applicant members having to choose which way to go. The UK 
in particular will have to use superb diplomacy, with first-class monetary 
economic advice, in the negotiations, and must not risk breaking up the 
European Union as such.

A fiscal union? Tax and pensions aspects

No monetary union has, so far, lasted without becoming something 
distinctly more federal. As such, the question of whether a fiscal union 
is appropriate does need to be addressed. Federal unions can still leave 
a substantial measure of independence to states. The present solution, 
if it is to work, will require euro zone members to move towards a fiscal 
union which may, in turn, involve a transfer union or a euro zone system 
of bank guarantees. Would the proposal stand up to a full analysis of the 
consequences by the various members?

It has been argued that one cannot have monetary union without 
something approaching a common tax system. This is the reverse of the 
truth. The only economic weapon left to member states for dealing with 
asymmetric shocks would then be on the government expenditure side. 
It has been clear that various attempts by the EU to move towards what 
they call ‘tax har monisation’ are really aimed at ‘standardisation’. They 
have refused to discuss proposals to solve some very real problems of 
cross-border investment because of this emphasis.4

4 See John Chown, ‘Eliminating tax obstacles for cross-border operations’, at the confer-
ence ‘Recent developments in European company law’ (206D21), Academy of European 
Law, Trier, 16 February 2007.
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Even if there is no central guarantee of member states’ debts, there 
would presumably have to be both some central control of national 
budgets and provisions for interstate transfers, which could, in certain 
circumstances, become substantial. Any country considering signing up 
for such a union would be well advised to compare its properly calcu-
lated balance sheet as a nation with those of the intended partners with 
even more thoroughness than companies contemplating a merger. 
Apart from looking at the formal debts, projected budgetary cash flows 
and other figures which should be readily available to the enquirer, they 
should look at other ways in which the nation’s solvency can be seriously 
affected. This will determine whether it will have to contribute to, or be 
able to make claims upon, the group as a whole. One of the key issues 
here is pensions, which are discussed below. There are other issues 
involved in drawing up such a balance sheet such as public–private part-
nerships and the remaining scope for privatisation. Help to member 
states with problems should be carefully designed to ease the transition 
rather than to postpone action.

In the USA, the individual states have their own credit ratings, 
even though the country is far better placed to act as a union than the 
EU given the common language and a much higher degree of labour 
mobility than Europe. Switzerland is a rare example of a multilingual 
federation – but will those pressing for an ever-closer union welcome 
the degree of taxing rights enjoyed by Swiss cantons and communes?5 
The Australians have complex arrangements for leaving their states with 
a degree of control over some taxes and expenditure, calculating the 
federal contribution on perceived standard needs rather than on actual 
expenditure. Brazil, also a federal country, has had problems keeping 
the financing of its states under control.

As with the Bretton Woods system and the IMF, steps would have 

5 Instead of political parties competing to bribe voters for their money, cantons compete 
to attract people and business, keeping tax rates sensible. Some forms of social payments 
are handled at the level of the communes, which, it is said, ensures efficient monitoring – 
people realise that neighbours who are cheating the system are cheating them.
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to be taken from time to time to bail out problems, even though, as 
suggested above, it would be essential to ensure that the market under-
stood that it was possible for member states to default just as US states, 
and Stockton in California, have done.

One big issue is the problem of ageing populations.6 This has very 
different consequences for different EU members, on which the author 
has been publishing analysis for over a decade. British and French 
citizens have very similar expectations of earnings-related pensions, 
but while the British ones are backed by some $2 trillion (about 80 per 
cent of GDP) of assets in independent funds, in France these are an ‘off-
balance-sheet’ liability of the state. The updated Eurostat7 figures show 
that on unchanged policies, by 2060 the French government will be 
paying out 16.8 per cent of GDP to pensioners every year – double the 
UK figure of 8.4 per cent. Indeed, policies have changed for the worse. 
One of the first actions of Hollande was to reverse the modest increase 
in the pension age introduced by his predecessor. This is why the author 
warned in a paper to Chatham House in 2001 against any UK involve-
ment with reforms that might lead to a raid on these funds.

The UK is not, and obviously will not be, a member of the euro 
zone, but most of those countries that are, including Germany, have 
‘Bismarckian’ rather than funded pension arrangements, like those in 
France. Even for those countries, the detailed differences in obligations 
are very different. If two companies were merging we would examine 
the detailed long-term assets and liabilities of both. Countries should do 
the same if there is to be a fiscal union. Will the German taxpayer, for 
instance, be prepared to subsidise early retirement for the French?

What of other countries? The Netherlands and Finland would surely 
both be part of the inner group. They have over 100 per cent and 60 
per cent of GDP respectively in pension funds and should watch this 

6 This was discussed in the author’s 2001 Chatham House paper ‘Will the pensions time 
bomb blow apart European Monetary Union?’

7 See the 2009 Eurostat Ageing Report: http://ec.europa.eu/economy_finance/
publications/publication_summary14911_en.htm.

http://ec.europa.eu/economy_finance/publications/publication_summary14911_en.htm
http://ec.europa.eu/economy_finance/publications/publication_summary14911_en.htm
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situation very carefully indeed. Denmark has a high level of privately 
funded pensions. Sweden does not, but has taken steps to ‘de-risk’ its 
state pension system. 

Thus, we can see that a fiscal union would not be a trivial step. Euro 
zone member states should not simply allow themselves to evolve into 
a fiscal union by default. Fiscal union should not be thought a mere 
technical step which, once followed, can lead to a sustainable monetary 
union. It is a matter that should be given the same serious considera-
tion as the price paid in a merger of two large conglomerate companies. 
The euro zone was formed as an experiment in monetary union without 
historical precedent. History also suggests that there is no easy solution 
to the crisis.
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