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Account for French and German policy towards EMU? 

Plan:

1) Intro

2) What is EMU, history?

3) What is the policy? Friendly.

4) Common objectives towards EMU (economic)

5) French policy (restore le Frank fort)

6) German means (closer political co-operation)

7) Practical outcomes - Germany forcing France and others to fiscal prudence. France using EMU for a supranational EU.

8) Conclusion – EMU halves debt repayments for states and benefits hugely all parties involved in lobbying. Thus by now economic motives for the EU far stronger reasons for supportiveness.

This essay is about two aspects of the European Monetary Union: why it was created and what sustains its development at the present day. Both of these issues are looked from the France and German perspective, which were the main actors in forming the EMU. It is quite clear that the policy towards EMU is supportive in both of these countries, so this essay outlines the reasons for this positive attitude. I will concentrate on the political issues, although I do have to give a brief overview of the economical ones. Furthermore, I will try to distinguish between the reasons for support in the two countries, however, I will also try to show that most of the distinctions have diminished and that the reasons for supporting EMU are much the same everywhere today.

Monetary Union is normally considered the ultimate stage in the economic integration between countries. It involves the irrevocable fixing of the currencies between the two countries and the full liberalisation of capital markets. The countries that have joined EMU will have their monetary policy conducted centrally by ECB and their currencies will be replaced by euro.

Monetary Union will also set the stage for inevitable political co-operation. Value added tax rates must eventually harmonise for traded goods and the fiscal policies of the member states must be co-ordinated and not overly expansionary. It is however arguable whether these changes are inevitable in a global economy anyway.

The idea of a monetary union was first advanced at the end of 1960-s with the creation of Werner Plan, with the main aim of reducing volatility in financial markets. However, due to financial turmoil this did not prove successful. Second try was made in 1979 with the introduction of the EMS. This system was a lot more relaxed and survived until the next major crises in 1990-s. Then finally Maastricht treaty in 1989 set out the EMU with three stages, two of which have been completed successfully and the third one is on its way. 

Considerable support has always been put on the monetary union by France and Germany. Underlying the support in both countries are the underlying economic findings of efficiency gains made by the numerous research projects in the Commission. Most of the benefits are microeconomic. It is estimated that about 1% of GDP is lost every year due to the hassle associated with changing foreign currencies. The other major advantage of EMU is the elimination of exchange rate uncertainty. Although the exact magnitude is hard to qualify, I think the fair estimate of the cost of exchange rate volatility would be the price of an option that allows all exporters exchange the value of their planned exports to the foreign currency in a year’s time. Now the price of this option, when bought from the well-developed capital market depends only on the volatility. The price is zero if the rates are fixed, with the volatility experienced by the EUR/USD rate the price would be about 15% of the value of the contract. If countries export about 40% of their GDP, this will mean a gain of 6% of GDP per year (I could become famous by publishing this ().

On the macro-economy level, however, the EMU will eliminate the possibility of an independent monetary policy. This policy is viewed as being important when countries are hit with asymmetric shocks; it allows them to smoothen the transition path. However, the option is often abused by countries in order to gain competitive advantage in front of others. EMU forces countries to co-operate among themselves.

There are many criticisms to these economic reasons, mainly arising from the age-old optimal currency area literature. However, all of these studies use a partial equilibrium model and thus miss the essential point: although they can find costs to a particular sector, the benefits are normally spread among the society, are hard to measure and thus are left unnoticed. For example, some view the unemployment arising from the fact that all the currency exchangers will be left without job a bad thing. However, one must look at the big picture instead, option prices in capital markets allow us to do just that.

Politics is the second set of motivators for the monetary union. Although it is common for both countries to think that monetary union will lead to supranational Europe, at least the historical motives for the EMU were quite different for France and Germany.

French political motives for EU were to do with her currency. The idea was that through EMU frank could once again become a major currency in the international arena alongside with DM. France’s ideology (together with Benelux countries) was always that monetary union should be established first and then economical unification will follow.

The main motives for Germany for political union were officially to tie Germany politically into the Europe in order to prevent World War III. Thus, it seems that Germany’s policy was mainly to create a closer political union. However, recently Germany has been much more to do with maintaining the value of DM without sacrificing too much on unemployment and competitiveness. The issue here was mainly to do with the frank competitive devaluations in the middle of 1980-s, which totalled about 46% in value. Thus, Germany has been particularly keen in forcing countries to adhere to the strict Maastricht convergence criteria. However, it has found it very hard to keep to spending limits itself after the unification. In any case, the normative view in Germany seems to be that one needs an economic convergence before monetary union. It only accepts it because of the political benefits it brings.

Although the political motives were important with the original Werner plan, with the Maastricht treaty the economic effects largely dominate. The fact that EU countries have been able to reduce the interest rate down to 3% and it is 6% in the UK, means that the value of euro is (6-3)% * 60%=2% of GDP per year (countries have about 60% of national debt). This arises purely because of the reduced repayments on the national debt. Thus the supportive policy towards EMU can at present be accounted almost entirely by the economic benefits it brings.
References:

A Duff et al (eds) Maastricht and Beyond, Routledge, 1994 [Mar] 84 D 162, [Hist] 12.9.56, [Soc] 45.1.DUF.1, [Chur] 341.2422

G Edwards & A Pijpers The Politics of European Treaty Reform. The 1996 Intergovernmental Conference and Beyond, Pinter.1997, [Soc] 45.1.EDW.2

G Edwards & D Spence (eds) The Commission of the EC, 2nd edition, Cartermill, 1997, [Soc] 45.1.EDW.3

S Mazey & J Richardson (eds) Lobbying in the EC, Oxford, 1993, [Soc] 45.1.MAZ.1a

J Greenwood & M Aspinwall (eds) Collective Action in the EU, Routledge, 1998. (esp ch 3 by Cram), UL 536:6.c.95.246.

L Tsoukalis The New European Economy (ch on monetary union) [Trin] RR 783 T 1, [ [Mar] (B)84 D 122c, [Soc] 45.1.TSO.2

K Dyson Elusive Union: the Process of Economic and Monetary Union in Europe Longman 1994. (covers historical development from EMS) [Mar] 84 D 138, [Hist] 12.9.83, [Soc] 27.1.DYS.1

F Giordano & S Persaud The Political Economy of Monetary Union:towards the Euro,Routledge1998, [Mar] 84 E 146

The community of Europe : a history of European integration since 1945 / Derek W. Urwin. trin RR 610 U 1.

The economics of the Common Market / Dennis Swann. trin RR 783 S 4.

The Economics of the European union : policy and analysis  / edited by Mike Artis and Norman Lee. trin RR 783 E 3.

European monetary integration 1958-2002 / Emmanuel Apel. LL 783 A 100

Monetary unions

The ERM explained : a straightforward guide to the exchange rate mechanism and the European currency debate / Robert Minikin. RR 783 M 1

European monetary unification : theory, practice, and analysis / Barry Eichengreen. LL 783 E 107

Page 4 of 4

