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1. Introduction: revisiting the euro experiment

We live through one of the greatest monetary experiments of all times.
The member states of the European monetary union are much more di-
verse in terms of income, size and political-economic structure than those
of any other contemporary monetary union. The members of the euro area
joined voluntarily. In monetary matters, they let themselves now be ruled
and monitored by a supranational bureaucracy that has neither a budget to
incentivise them nor the means of force to coerce them. The euro is a
money in which the issuing central bank is completely “divorced” from any
tax-transfer state.1

None of these complexities have made it into our thinking about Euro-
pean monetary integration, except as reasons for why the euro area had a
crisis. Our thinking is still governed by the time-honoured theory of “opti-
mum currency areas” that does not speak to central banking, monetary
policy and the financial system.2 This theory is all about labour and product
market flexibility. It envisages regional fiscal transfers when member
states have given up exchange rates, which are seen as a well-functioning
and perfectly controllable instrument of adjustment.3 Diversity of member
states does play a role, although primarily as an obstacle to irrevocably fix-
ing exchange rates. A currency area is defined as a fixed exchange rate
system rather than a monetary system.

The political economy of monetary solidarity tries to understand why a di-
verse union of formally sovereign nations could ever come about and how
it could be maintained under the most extreme stress test. This is not a de-
ductive but a theoretically guided empirical research programme. The idea
of European monetary integration was first seriously pursued when the
Bretton Woods system broke down in 1971 and a decade of high inflation,
low growth and financial turmoil followed. After numerous attempts at
managing exchange rates to achieve stability, policymakers decided to
deal with the risks of exchange rate volatility by adopting a common hard
currency. This would, they hoped,abolish exchange rates as a source of
turmoil, and thereby achieve lower inflation and lower risk premia on inter-
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