
central parity to 615 percent. By that time, the pros-
pects for European Monetary Union appeared grim.

The Road Ahead to European
Monetary Union

Against the backdrop of these economic events,
political support for European Monetary Union (EMU)
among the leaders of Europe remained strong. Politi-
cal support among elites helped keep the prospects
for EMU alive by fostering an ongoing effort to meet
the requirements of the Maastricht Treaty. (See the box
“The Road Ahead to EMU” for these requirements.)
This effort led to economic policies that were more
restrictive than those consistent with purely domestic
economic considerations.

The Maastricht Treaty requires convergence of
inflation rates and long-term interest rates among
countries joining EMU, as well as exchange rate sta-
bility and deficit and debt reduction. Inflation conver-
gence is important because, as seen at the outset of the
EMS, fixed exchange rates require common inflation
rates to prevent wide shifts in competitiveness. Differ-
ences in inflation rates among most prospective mem-
bers of EMU have narrowed dramatically since the
early-EMS period and continue to decrease (Figure 1).
Long-term interest rates reflect the market’s forecast of
future inflation. Like inflation rates, these interest rates
have converged substantially over time (Figure 2).
This reflects both policy convergence and greater
expectation of a successful transition to monetary
union.

The fiscal requirements of the Maastricht Treaty
are often seen as less compelling than the other
convergence requirements. The case for fiscal require-
ments for membership in the European Monetary
Union is based on the fear of the costs to all members
of high debt burdens by any one member. While some
potential members of EMU have not met the fiscal
requirements, they may still be voted in because of
their progress toward meeting those requirements
(Figure 3). In particular, both Italy and Belgium have
ratios of public debt to national income well in excess
of the 60 percent limit. Italy has undertaken substan-
tial reforms to reduce its fiscal profligacy.9 It would
be politically difficult, therefore, to exclude Italy from

9 Fiscal reforms in Italy, such as efforts to eliminate fraud and
waste, were undertaken, at least in part, to meet the requirements of
EMU. See “Italy’s Cleanup of Fraud, Waste Yields Results,” The Wall
Street Journal, Monday, March 2, 1998, p. B3A.
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participating in EMU without also excluding Belgium,
one of the founding members of the EMS and a consis-
tent participant in Europe’s fixed currency systems since
the early 1970s. Also, some of the progress various
countries have made in meeting the fiscal criteria reflects
one-time efforts to improve finances through privatiza-
tion. Thus, Maastricht “requirements” reflect political
realities and not just numerical targets.

At the end of February 1998, when European
governments released their official results for 1997,
eleven members of the European Union met the fiscal
and inflation criteria required for participation in the
European Monetary Union at its initial stage.10 These
eleven members include Germany, France, Italy,
Spain, Netherlands, Belgium, Austria, Finland, Portu-
gal, Ireland, and Luxembourg. All had inflation below
the required rate (which is about 2.9 percent for 1997).
All also had fiscal deficits of less than 3 percent of
GDP, although recent performance on this front across
the European Union represents opportune economic
conditions, true fiscal consolidation, creative account-
ing, and privatization in varying measures. Interest-

ingly, the deficit ratios of the three countries that were
initially the source of the greatest concern, Italy, Spain,
and Portugal, were each lower than the 2.7 percent
ratio recorded by Germany. Sweden, the United King-
dom, and Denmark are choosing not to join EMU at
this stage. Greece is the only country that desires early
membership in EMU but will be precluded from this
because of its failure to meet the economic criteria.

An important political reality in the process lead-
ing up to European Monetary Union is the strong
support it has enjoyed among the leaders of Europe. A
similar level of support is not to be found among the
citizens of European countries. Negative views of
EMU stem from concerns about the political implica-
tions of a surrender of national sovereignty as well as
concerns about the economic costs of a common
currency. This divergence in support between leaders
and the general population is striking because many
proponents of EMU argue that the most compelling
argument for its adoption is political rather than
economic. It is hoped that a common currency will
bind together the countries of Europe and set the stage
for closer integration on other fronts, such as the
realms of security and regulation. But the opposite
argument is also made; forced into a monetary ar-

10 See “Europeans Clear Remaining Hurdle to Currency Uni-
ty,” The New York Times, Saturday, February 28, 1998, p. A1.
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