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1 -Introduction 

According to the Treaty of Maastricht, the process of the European Monetary 
Union includes three phases. During phase 1, all restrictions to free currency 
convertibility, both for current and capital transactions were lifted. During 
phase 2, macroeconomic nominal conditions for the process, that is to say, 
stability of exchange rates, and convergence of interest rates, inflation rates, ratios 
of public deficits to gross domestic product, and ratios of public debt to gross 
domestic product, are created. Phase 3 should be divided into two distinct sub
phases. During phase 3A, irrevocably fixed exchange rates among old national 
currencies are established, and the new European currency is introduced. During 
phase 38, old national currencies disappear and are completely replaced by the 
new European currency. 

Is such process feasible, in the light of previous historical experience? This 
paper tries to supply some data for answering this question by considering past 
situations of more or less intended irrevocably fixed exchange rates (section 2), 
and of replacement of several old currencies by a new single currency (section 
3). Some remarks about the convergence criteria and conclusions will be 
presented in section 4. 

2- Irrevocably fixed exchange rates 

Historical experiences of intended irrevocably fixed exchange rates that shall 
be considered include: 

a) The international monetary system of gold-standard, that prevailed 
between the last quarter of the 19th century and the First World 
War; 

b) The international monetary system of gold-exchange standard, that 
prevailed for a short period between the mid-1920s and the early 
1930s; 

c) The Bretton Woods system, that prevailed between the post-Second 
World War years and the early 1970s; 

d) Several currency areas in the context of international monetary 
systems of flexible exchange rates before the adoption of gold
standard, during the First World War and post-First World War 
years, during the pre-Second World and Second World War years, 
and since the mid-1970s. 

(") Paper presented to the festschrift conference of Professor Manuel Jacinto Nunes, Lisbon, 
March 1996. 

C) ISEG/UTL. 
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Before the gold-standard 

According to Mundell, 1994, the international monetary system prevailing 
before the general adoption of gold-standard in the early 1870s was «a bimetallic 
standard, characterized by a fixed price of gold relative to silver and therefore a 
fixed exchange rate system for all countries in the world that adhered to gold 
(like Britain), silver (like most countries) or both metals (like France and the United 
States)». 

This picture is not wholly correct. First, because the world market for 
precious metals was still on the making in the first half of the 19th century, as the 
existence of very different gold/silver ratios, varying from around 15:1 in Europe 
and 8:1 in China, shows. Thus, most of Asia, Sub-Saharan Africa, and American 
regions not submitted to European colonial powers did not belong to what would 
be better characterized as an Euro-Atlantic international monetary system. 
Second, because inconvertible paper money had already made its appearance. 
Thus, several countries within the Euro-Atlantic economy had, at least for some 
time, floating exchange rates. Anyway, the trend until the 1870s was certainly 
towards the building of a true world economy (and of a true world monetary 
system), with the gold/silver ratios converging towards the Euro-Atlantic norm. 

The functioning of fixed exchange rates in the context of the bimetallic 
standard did not significantly differ from what would happen later under the gold
standard. Thus, comments about that matter will be put together below. 

The American civil war in the 1860s and the Franco-Prussian war in the 
early 1870s led the two main pivot countries of the bimetallic standard to abandon 
their role, and to adopt for a while inconvertible paper money and floating 
exchange rates. At the same time, there was an increase of the gold/silver ratio 
to levels above 20:1. This broke down the delicate mechanism of bimetallism, 
and there was a drift towards gold monometallism, which was already the 
monetary system of Great Britain, the main economic power of the epoch. 

The gold-standard 

According to Bordo and Schwartz, 1994, the gold-standard may be 
characterized as «a contingent rule, or a rule with escape clauses». Moreover, 
as Eichengreen and Flandreau, 1994 shows, it was far from universal, because 
several countries (mainly China and Far East countries) remained in a silver 
standard and other countries (mainly in Latin America and Mediterranean Europe) 
lived with inconvertible paper systems. This falls short of general intended 
irrevocably fixed exchange rates, but the picture stands for the main developed 
economies, and the trend between the early 1870s and the First World War 
was for more and more countries to adhere to the system, as a way to share 
the benefits of the links to the international financial markets, as Milward, 1994, 
showed. 

What Bordo and Schwartz mean by contingent rule is clearly illustrated by 
the behaviour of the United States and France when facing the strains of the 
civil war and Franco-Prussian war, respectively. Convertibility was suspended 
during the war and immediate post-war years, and resumed as soon as 
circumstances allowed. As they put it: «specie convertibility could be suspended 
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in the event of a well understood, exogenously produced emergency, such as a 
war, on the understanding that after the emergency had safely passed 
convertibility would be restored at the original parity••. 

Suspension of the gold-standard by European countries at the begining of 
the First World War conformed to this picture. However, resumption of 
convertibility at the old parities after the end of the conflict proved impossible, 
except for Great Britain. This was the end of the gold-standard. 

The First World War and post-First World War years 

Mundell, 1994 characterizes the s~uation of the First World War and post
First World War years as an anchored (to gold) dollar standard. This is correct 
as the dollar remained the only important currency linked to gold, and thus 
became the standard for international comparisons. Two points must be stressed, 
however. First, exchange rates were allowed to float, though monetary author~ies 
interfered in the market. Second, there were attempts to coordinate interventions 
to provide stable exchange rates, specially among allies during the First World 
War. 

This situation proved ephemerous, because the wish to <<return to 
normalcy», meaning fixed exchange rates and gold convertibility, characterized 
the immediate post-war years. Thus, as soon as 1922, the Genova conference 
designed the scheme of the gold-exchange standard. 

The gold-exchange standard from the mid-1920s till the early 1930s 

The gold-exchange standard was a surrogate of the pre-First World War 
gold standard intended to ensure fixed exchange rates and gold convertibility, 
with some reduction of the amount of gold required. Fixed exchange rates and 
gold convertibility were needed because they were still seen as key elements of 
any sound monetary system. The reduction of the amount of gold required was 
needed because the rise in nominal prices prevented most countries (as a matter 
of fact all European countries) to restore both pre-war parities and full 
convertibil~y. The trick was to allow indirect gold convertibility, that is to say 
exchange convertibility into currencies that ensured direct gold convertibility, and 
to limit direct gold convertibility to rather high amounts. At the same time, new 
gold parities were adopted for mast European currencies, with the main exception 
of the pound sterling. 

To be sure, the gold-exchange standard did not prove longer lived than 
the floating exchange rates system ~ was designed to replace. W~hin one decade 
of formal restablishing of gold convertibility by the main European economies 
(Great Br~ain in 1926, France in 1928), gold convertibil~y had been suspended 
again (in 1931 by Great Britain, in 1936 by France). This time even the United 
States were swept by the tide (in 1933). 

Once more, some social goal was considered more important than monetary 
stability. The interesting point is that this time the trouble was not war, but 
depression. The causes of this Great Depression have been the subject of much 
controversy. Mundell, 1994 blames the gold-exchange standard, because abiding 
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by its rules implied the availability of much more gold reserves than the amount 
existing in the 1920s. It may be safely considered that other factors played their 
role in the process, but the monetary factor (and not only as an overvaluation 
of the pound sterling, as usually believed) was certainly present. 

The pre-Second World War and Second World War years 

Mundell, 1994, characterizes the 1936-1971 period as a second period of 
anchored (to gold) dollar stp.ndard. Once more, this is correct as the dollar 
remained the only important currency linked to gold (though not directly 
convertible into gold, except for central banks), but overlooks one important point: 
while the pre-Second World War and Second World War years were a period 
of floating exchange rates, the post-Second World War years were a period of 
fixed exchange rates in the context of what is usually called the Bretton Woods 
system. Thus, the two periods must be separated. 

The pre-Second World War and Second World War years were rather si
milar to the First World War and post-First World War years. As a matter of 
fact, exchange rates were again allowed to float, though monetary authorities 
interfered in the market. At the same time, there were again attempts to 
coordinate interventions to provide stable exchange rates, specially among allies 
during the Second World War. 

The Bretton Woods system 

The Bretton Woods system may be characterized as a surrogate of the 
gold-exchange standard of the inter-war period, designed to live with even less 
gold reserves. To economize gold reserves, the right to ask for direct convertibility 
was restricted to central banks, and the number of countries responsible for 
convertibility was reduced (in practice only the United States played the key role 
of the system, because the attempts of Great Britain to do the same failed). 

To our concern, the most interesting point of the new international monetary 
system was that exceptional changes of the fixed exchange rates were formally 
possible, whenever it was recognized that there were structural unbalances of 
the overall balance of payments. This means that the idea that it is impossible 
to maintain irrevocably fixed exchange rates when a country faces exceptional 
circumstances was accepted, even in a looser formulation than the above 
mentioned contingent rule of the gold standard. 

The functioning of the system between the late 1940s and the early 1970s 
provided lots of cases of changes of exchange rates. Two points deserve to be 
mentioned. First, most of the changes were devaluations and only very few were 
revaluations. This means that the practice was clearly biased towards inflationary 
policies and against deflationary policies. Second, changes attained twice one 
of the currencies that attempted to play the key role of the system, the pound 
sterling, in 1949 and again in 1968. This confirmed the hegemony of the dollar 
within the system. 

The colapse of the Bretton Woods system in 1974, after three years of 
transition (unanchored dollar standard according to Mundell, 1994) has been 
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explained somewhat differently by various authors (see, for instance, Llevellyn 
and Presley, 1993 and Mundell, 1994). Two points may, however, be stressed. 
First, in the long run, there was a contradiction between the need of an increase 
of international means of payments, that could only be provided by the «dollar 
glut» triggered by the external payments defic~s of the United States, and the 
feasibil~y of gold anchorage of the dollar. Second, in the short run, there was a 
contradiction between the American need of an inflationary policy because of 
foreign policy reasons, and the European need of a stabilization policy, because 
of internal policy reasons. This led to the breakdown of the gold anchorage of 
the dollar in 1971 and of the acceptance of the American hegemonic role within 
the system in 197 4. 

The last quarter of the 20th century 

The last quarter of the 20th century witnessed a general framework of 
flexible exchange rates (of course with intervention of monetary authorities in 
the exchange markets), coupled with a diluted hegemonic role of the dollar, and 
with attempts to build regional areas of intended fixed exchange rates that met 
varying success. 

To our purpose, the main point to stress is that regional areas of intended 
fixed exchange rates, such as the European Monetary System, faced the usual 
problem of revocability of fixed exchange rates in case of difficult circumstances. 
Just as the process of colapse of the Bretton Woods system, the 1992 crisis of 
the European Monetary System has been the subject of diverging explanations 
(for instance Llevellyn and Presley, 1993 along the hegemonic role lines, Mundel, 
1994 along the conflict of interests lines). However, these explanations are not 
contradictory and, above all, the facts lend further support to the idea that 
irrevocably fixed exchange rates are impossible to maintain in times of trouble, 
the more so in times when international speculation becomes more and more 
easier, thanks to the technological progress in the field of communications. 

3- Replacement of several old currencies by a new single currency 

There were three cases of replacement of several old currencies by a new 
single currency in Europe during the 19th and 20th centuries: the Italian monetary 
unification of the early 1860s, the German monetary unification of the early 1870s 
and the German monetary unification of 1990. A reference must also be made 
to cases such as the Latin Union and the Scandinavian Union of the late 19th 
and early 20th centuries to show that they were quite different from a true 
monetary unification. 

The Italian monetary unification 

The Italian monetary unification was almost as quick as its political 
unification. The campaign of 1859, during which France and Piedmont-Sardinia 
defeated Austria, united the independent states of Piedmont-Sardinia, Parma, 
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Modena and Tuscany, the ex-Austrian province of Lombardy and the ex-papal 
province of Romagna into the kingdom of Upper Italy (which lost Nice and Savoy 
as the price of French alliance). The campaign of 1860 united the kingdom of 
Upper Italy, the kingdom of Two Sicilies (Sicily + Naples) and the ex-papal 
provinces of Marche and Umbria into the kingdom of Italy. As the leading force, 
Piedmont-Sardinia provided the new kingdom with its monetary system: as soon 
as a new territory was annexed, the local monetary unit disapeared and local 
coins were given legal values in the framework of the . Piedmontese monetary 
system, according to their gold or silver content, or to their previous value as 
subsidiary money. The law of 24 August 1862 that transformed the Piedmontese 
lira into the Italian lira just confirmed this state of things, and provided measures 
to replace the old coins by new coins. The Italian monetary system was later 
extended to the territories annexed by Italy -Venetia in 1867, Latium in 1870, 
Trentino and (stria in 1919, Dalmatia and the Ionian Islands in 1941 (!stria, 
Dalmatia and the Ionian Islands were later lost in 1945 to Yugoslavia and 
Greece)- and to the formally independent states of San Marino and the Holly Siege. 

Technical, financial and economic problems resulting from the Italian 
monetary unification have not attracted much attention from Italian economic 
historians (see for all Zamagni, 1993). This may be interpreted as the result of 
the smooth functioning of the process. This in turn may be explained by the 
predominantly agrarian character of the Italian economy and by the strong 
nationalist feelings prevailing at the time, which eased the acceptance of any 
hardships connected with national unification. 

Truly, Italian economic unification was later sometimes blamed for the 
relative underdevelopment of the South of the country, as a consequence of its 
fusion with the more developed Northern regions into a single national state and 
national economy. Anyway, this was supposed to be a long term effect, not a 
short term one, and a result of all aspects of Italian economic unification, not of 
the monetary process alone. 

The German monetary unification 

To be precise, the German monetary unification of the 19th century was a 
piecemeal process. This was a consequence of the similarly gradual pace of 
the political and economic unification of the country. The political unification did 
not make much advance with the German Confederation resulting from the 
Treaties of Vienna (1815), seemed to be on the verge of success during the 
1848 revolution, but suffered a significant setback with the Treaty of Olmutz in 
1850, resumed pace after the War of the Duchies against Danemark (1864) and 
specially with the dissolution of the German Confederation after the Austro
Prussian War (1866), and was attained after the Franco-Prussian War (1871 ). It 
is true that the main German speaking state (Austria) was left outside, and that 
the outcome was a federal state and not a unitarian one, but Germany as a 
political unit was thereafter firmly established- the defeat of the First World War 
only led to the loss of a few territories; during the late 1930s and the early 
1940s there even was an attempt to include Austria in the German state; the 
defeat of the Second World War ledto foreign occupation, but two German states 
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were soon formed and, though the dream of their reunification was to be 
postponed for several decades, it became possible in 1990. The economic 
unification started in the 1820s with the early steps of the Northern German 
customs union, and was only completed when all members of the German fe
deral state joined the German customs union in the 1880s. Thereafter the 
German national economy lived the ups and downs of the German national state. 

Monetary unification of the German states had already made some steps 
when the decisive step to political unification of 1871 took place. It was soon 
followed by the monetary unification of 1873, which replaced all old monetary 
units (mainly the mark, the thaler and the florin) by one of them (the mark), and 
transformed the Prussian issuing bank into a German issuing bank. As in the 
Italian case, conversion of old means of payments to the new currency respected 
gold or silver contents, or the previous value of coins as subsidiary money. 

Remarks about the absence of technical, financial and economic problems 
related to German monetary unification can more or less reproduce what was 
said above about the Italian monetary unification. It is true that Germany 
industrialized at the same time than it built its political and economic unity, but 
the main spurt of German modern economic growth came only during the last 
quarter of the 19th century. Nationalist feelings were perhaps somewhat weakned 
by parochial loyalties to traditional dinasties, but, with the exception of Austria, 
where the political agenda looked to the preservation of the Hapsburg empire, 
this did not prevent widespread support to the idea of German unification. Re
gional development unbalances in Germany during the decades that followed 
the unification were very sharp, with the East and even the South trailing behind 
the Northwestern leadership, but once more this was supposed to be the long 
term consequence of all aspects of the German economic unification, and 
catching up, specially by the Southern regions, would be clearly more precocious 
than in the Italian case. 

The second German monetary unification 

When compared to the just mentioned 19th century monetary unifications, 
the process of German monetary unification in 1990 presents a few specificities 
that must be considered. 

In what concerns the political aspects, the German monetary and political 
unifications (the order was reversed, the monetary unification antedating the 
political unification by a few months, but this may be considered not very 
important) were made under the supervision of foreign powers (still the winners 
of the Second World War), and under the threat of a possible Soviet revival (as 
a matter of fact, the Soviet Union colapsed within one year of German unification, 
but this was not foreseable for sure in 1990). Thus, special care about respecting 
foreign interests and getting full support from German public opinion had to be 
taken. 

In what concerns technical aspects, conversion of the old currencies into 
the new currency was not made at the market exchange rate, but at an artificially 
overvalued exchange rate for the East German mark. This was partially 
compensated by some reductions of the money supply of East Germany, but 
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certainly had an overall inflationary effect. Such procedure is, of course, 
technically preverse, but was needed because of pol~ical reasons - it was one 
of the measures taken to get full support from German public opinion. 

In what concerns the economic context, 1990 Germany was no longer a 
predominantly agricultural country, and was a member of the European 
Community. This arose higher short and medium term problems for two reasons. 
First, the sensitivity of the lower productiv~y regions to the strains of adopting a 
strong currency was higher. This triggered the well known problems of East 
German activity recession, which are likely to be overcome, but not as soon as 
optimistic views suggested in the early 1990s. Second, the sensitivity of the 
economy to the inflationary effects of the technical design of the process was 
higher. This triggered the reaction that led to the deflationary policy of the German 
central bank, which was one of the main factors behind the crisis of the European 
Monetary System in 1992, and will affect the life of the European Community 
still for a long time. 

Were monetary unifications easier in the 19th century? 

It is interesting to stress that, while 19th century monetary unifications did 
not arise any concern or protests for their economic and financial consequences, 
the 1990 German monetary unification came under fire because of its supposed 
consequences for the economic and financial situation of the so-called new 
German states and for the economic and financial stability of Germany and even 
Europe. This arises a very important question: why were 19th century monetary 
unifications less criticised ? Was it because they were less harmfull, or was it 
because people did not perceive their negative effects? 

Both answers may be partially true. As a matter of fact, 19th century 
economies (and specially Italy and Germany in the third quarter of the 19th 
century) were certainly more agricultural economies than late 2oth centuries 
European economies (and specially the 1990s German economy). This means 
that they were less sens~ive to the recessive effects of generalization of a strong 
currency. In this sense, monetary unifications were less harmful for 19th century 
economies. At the same time, however, it is clear that the development of short
term and long-term macroeconomic analysis and the discussion of the 
potentialities of macroeconomic stabilization and structural policies made 
economists, politicians, and the public opinion in general, more sens~ive to the 
effects of such measures as monetary unifications. This implies that people are 
more ready to perceive possible negative effects of monetary unifications in the 
late 20th century than in the mid-19th century. Of course, the inflationary effects 
of the particular design of the German monetary unification of 1990 in contrast 
with the more neutral design of 19th century monetary unifications should not 
be forgotten. 

The Latin Union and the Scandinavian Union 

- The Latin Union and the Scandinavian Union were attempts to introduce a 
common monetary unit and a partially common monetary circulation in several 
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European countries- France, Belgium, Italy and Switzerland, later joined by 
Greece and Romania (and the Church States before they were annxed by Italy) 
in the case of the Latin Union, established in 1864; Danemark, Norway and 
Sweden in the case of the Scandinavian Union, established in 1875. They are 
examined, respectively, in Flandreau, 1993, and Henriksen, and Kaergard, 1993. 

These experiences did not lead to true monetary unifications, because the 
main part of the circulating medium remained distinct from country to country 
(only subsidiary money was commonly accepted and subject to commonly agreed 
issuing restrictions). Thus, the existence of a common monetary un~ was really 
not more than the existence of 1 :1 fixed exchange rates. As pointed out in section 
2 above, such fixed exchange rates are likely to be revoked when goals other 
than respect for monetary agreements become prioritary. This happened, as 
would be expected, with the outbreak of the First World War. 

4- Conclusion 

The feasibility of the plans to build an European Monetary Union should 
be tested against similar processes in the past. However, some doubts may be 
raised about which are the relevant similar processes in the past. The feasibility 
of the phase of irrevocably fixed exchange rates calls for comparison with the 
experience of international monetary systems such as the gold-standard and the 
gold-exchange standard. This experience shows that irrevocably fixed exchange 
rates are likely to be revocable whenever national security or any other social 
goal is considered more important than monetary stability. The feasibiliTy of the 
phase of replacement of several old national currencies by a new single European 
currency calls for comparison with the experience of Italian (early 1860s) and 
German (early 1870s and again 1990) monetary unifications. This experience 
shows that the only safe way to monetary unification is the quick and once for 
ever replacement of several old currencies by the new single currency (which 
may of course be one of the old currencies). It also suggests that monetary 
unions require strong poliTical comm~ment and strong support from public opinion 
to endure the problems that such a strategy may arise. Gradualist approaches, 
as the one stated in the Treaty of Maastricht, are likely to be wrecked in the 
shoals of speculation and of loss of public oppinion support under the strains of 
the transition period. 

Of course, it may be argued that the gradualist approach is intended to 
provide a buffer against the hardships of a strong currency for less developed 
regions, by ensuring nominal convergence during the transition period. However, 
it is doubtful that mere nominal convergence is enough to avoid these problems. 
Restrictive measures designed to attain nominal convergence may even be 
detrimental to the much more important process of real convergence. The 
question of evaluating the soundness of the nominal convergence criteria cannot 
be tackled here. 

Does all this mean that European monetary unification is impossible or 
unlikely? Certainly not. However, it means it may be a lot more difficult that it is 
sometimes assumed. The main problem is not that technical schemes are badly 
designed (though, as almost everybody recognises, the Treaty of Maastricht is 
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far from perfect), but that the European union does not carry the strong support 
from public opinion that might convince people to endure the transitory hardships 
of monetary unification to achieve the larger goal of a deeper European union. 
In other words, the European monetary unification, and European union in ge
neral, needs a kind of European patriotism that is far from existing. 
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