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 On 6 February 1990, West German Chancellor Helmut Kohl surprised his closest 

advisors, the West German public, his East German friends and foes, as well as his western 

European partners and Soviet interlocutors by offering to extend the Deutsche Mark (DM) 

eastward to the German Democratic Republic (GDR).1 The chancellor had only arrived at 

his decision that morning, too late for the discussion point to appear on the agenda of the 

cabinet meeting set for the next day.2 Although they nevertheless approved his plan, Kohl’s 

ministers were caught unprepared by a decision they had gone on record as opposing.3 Just a 

few weeks prior to Kohl’s decision, for example, West German Finance Minister Theo 

Waigel had dismissed rapid monetary union with the GDR as “hair-raising,” while 

Bundesbank President Karl Otto Pöhl had ruled it out as “fantastic and unrealistic.”4 In fact, 

the very day of Kohl’s announcement, Pöhl told journalists that introducing the DM into the 

GDR was “premature,” while Economic Minister Helmut Haussmann presented a plan that 

foresaw monetary union by 1 January 1993.5 

 Kohl’s surprising reversal was a stroke of political brilliance; his offer of the DM 

changed the dynamic of the revolution in a way that his “Ten-Point Plan for German Unity” 

of 28 November 1989 had not. Back then, it had taken Kohl three weeks to respond to the 

collapse of the Berlin Wall, and even then his “Ten-Point Plan” lagged well behind the 

revolution’s dynamic. Kohl’s plan promised East Germans a confederation capped by an 

eventual currency union in the distant future, even though unification was in the air just days 

after the Wall had been breached.6 At the Monday demonstrations in Leipzig and elsewhere, 
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the revolutionary chant “We are the people” quickly gave way to the unification slogan “We 

are one people.” By December, ordinary people were demanding unification and the DM, 

shouting “Germany united fatherland.” Kohl’s “Ten Point Plan” had also provoked the ire of 

his French and British allies and his Soviet counterparts, since he not only failed to apprise 

them of his intentions, but also suggested that the German-Polish border was open to 

negotiation.7 

 Not so by 6 February. With one gesture, this uninspiring backroom politician had 

put himself at the head of revolutionary developments, changed the terms of the debate over 

German-German unification, and completely outmaneuvered his political competitors at 

home and abroad.8 The offer to extend the DM eastward, styled as the culmination of the 

1948 currency reform, effectively ended the East German revolution and set both the pace 

and the mode of German unification.  

 If Kohl’s bold instrumentalization of monetary policy for political purposes hastened 

the transfer of institutions from West to East Germany, it also deepened the economic and 

social divisions between the two regions. The economic reservations articulated at the time 

by his advisers and critics that eliminating the East German mark before substantial 

convergence of the two economies would slow the former GDR’s recovery from 40 years of 

mismanagement have been borne out. Twenty years after the collapse of the Berlin Wall, 

eastern Germany still suffers from lower living standards, higher unemployment, and more 

right-wing xenophobia than West Germany. Political unification, moreover, may have 

transformed the GDR from a sovereign state (East Germany) to a regional designation 

(eastern Germany), but the institutionalization of the gap in productivity between the two 

German states has fueled social and political divisions while contributing to what the 
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Bundesbank has called a “subsidy mentality.”9 Although Kohl’s strategy unified Germany 

in formal terms, it has failed to make the German East part of Europe’s West.  

 Kohl’s short-term solution to the “German question” set into motion a series of 

events that have also had serious repercussions on European unification. The premature 

introduction of the DM created inflationary conditions that forced the Bundesbank to adopt 

aggressive disinflationary policies, which in turn drove a wedge between its domestic 

responsibility to safeguard the German currency and its role as anchor of the European 

Monetary System (EMS).  Not only did German monetary union damage the Bundesbank’s 

credibility with market participants and the German public, but it also destroyed the 

Exchange Rate Mechanism (ERM), which was designed to reduce exchange rate 

fluctuations and advance monetary stability in western Europe, at great cost to European 

monetary authorities. 

 Ironically, however, the institutional crises generated by Kohl’s decision ultimately 

led to the creation of a common European currency. Placing currency union at the beginning 

rather than the end of economic and political integration not only flew in the face of 

contemporary economic theory, but also reversed three decades of German policy toward 

European unification. Since the disruptions caused by an expansionary fiscal policy in the 

United States due to its prosecution of the Vietnam war and the subsequent collapse of the 

Bretton Woods system, the German central bank and successive West German governments 

had advocated what came to be called the “coronation theory,” or the idea that a common 

currency should not initiate, but rather finalize a process of political and economic 

convergence between two regions.10 Kohl’s decision to place the monetary cart before the 

political horse, however, removed the grounds for German objections to a rapid European 
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monetary union, as urged most forcefully by French President François Mitterand. Scholars 

continue to express skepticism about Europe’s status as an “optimum currency area,” which 

refer to the economic preconditions for a successful currency union, and the “institutional 

solitude” of the European Central Bank, which is the only pan-European institution 

empowered to make decisions independently of sovereign member states.11 Yet the Euro 

continues to prosper, surviving popular criticism of its undemocratic charter and 

disinflationary preferences, and navigating the recent and grave economic downturn without 

serious controversy. 

 To understand the impact of German monetary unification on Germany and Europe, 

I begin by reconstructing the political calculations leading up to Kohl’s decision, including 

the expectations of ordinary East Germans regarding money and German unification. I then 

analyze the institutional crisis provoked by Kohl’s usurpation of the Bundesbank’s right to 

determine monetary policy and its consequences for the economic growth of eastern 

Germany. Finally, I locate the acceleration of the timetable for EMU in the ERM crisis of 

1992/3 – that is, in the European consequences of German monetary union rather than in 

German unification itself. 

 

The Politics of German Monetary Union  

 Kohl’s offer of a rapid monetary union was designed first to undercut the East 

German government, which still remained in the hands of the Socialist Unity Party (SED), 

and the civil rights movement, which had bravely opposed the SED while the threat of a 

violent crackdown was still an option, by exposing the gap between East German political 

representatives and popular opinion. To do so, Kohl capitalized on the popular perception 
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that the GDR was not economically viable. After the collapse of the Berlin Wall on 9 

November 1989, the stream of revelations about the party’s mismanagement of the economy 

intensified, dimming the prospect that the GDR might recover quickly without a serious 

decline in living standards. Macroeconomic data made public after SED strongman Erich 

Honecker was deposed on 17 October, for example, suggested that the GDR was hopelessly 

indebted to the West, even though this was not the case. The SED’s new leadership, which 

wrongly thought it could distance itself from Honecker by drawing attention to his economic 

incompetence, published figures in early November that exaggerated the GDR’s net 

liabilities to western creditors. In reality, the GDR owed 19.9 billion DM to the West, or just 

over half of the 38.5 billion DM mistakenly announced.12 While nearly 20 billion DM was 

hardly a small sum and the GDR’s ability to pay it down had been undermined by its 

ongoing loss of export markets during the chaos of the revolution, the GDR was hardly in 

danger of defaulting on its debts. As Doris Cornelsen, director of the German Institute for 

Economic Research’s (DIW) eastern European section and one of the most astute observers 

of the East German economy, pointed out in February 1990, “the GDR’s debts are in no 

way immense.”13 

 Such rational assessments of the GDR’s financial viability, however, were drowned 

out by the political chaos and economic disarray that reigned in the GDR after the Wall was 

breached. Confidence in the new East German Minister-President, Hans Modrow, was 

shaken by his contradictory approach to political and economic liberalization. Shortly after 

assuming power on 13 November, for example, Modrow insisted on using administrative 

measures to deny the fact that the two German states were no longer separated by a wall, 

augmenting border security, preventing foreigners from purchasing a variety of East 
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German goods, and placing customs duties on selected consumer imports.14 In the face of 

loud protests, Modrow quickly backtracked and agreed on the need to eliminate subsidies 

and open the country to foreign investment. As late as March 1990, however, he continued 

to advocate sharp restrictions on foreign direct investment in the GDR despite the urgent 

need to attract western capital.15 Similarly, Modrow agreed in December 1989 to participate 

in round table discussions with the various opposition parties in an effort to stabilize the 

country. In mid-January, however, he tried to reconstitute the Stasi, the hated espionage 

agency. Fearing that a reinvigorated security apparatus would reestablish a police state, an 

angry crowd sacked Stasi headquarters in Berlin on 15 January. By the end of January, 

Modrow had lost control over economic activity. Managers no longer listened to 

government officials the way they once had under the command economy.16 Likewise, 

strikes and walkouts brought factory production to a standstill. As the deputy president of 

the East German central bank admitted in January, “there is chaos in the factories right 

now.”17 

 To regain political momentum, Modrow made a speech to the East German 

parliament on 29 January 1990. Calling economic conditions “alarming,” Modrow noted 

that strikes and walkouts had led to significant shortfalls in production and that the East 

German state was burning through cash at a fast pace.18 In the hopes of stabilizing the 

economy, Modrow called for a government of “National Responsibility” that would include 

the SED as well as oppositional groups. He also proposed a political condominium with the 

Federal Republic that foresaw monetary convergence at the end of a two-year period, most 

likely at an exchange rate of 3:1.19 According to Kohl’s speechwriter Michael Mertes, 
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Modrow’s proposal put Kohl on the defensive and directly contributed to the Chancellor’s 

decision to proceed with a monetary union immediately rather than in the distant future.20 

 If the communists under Modrow were staggering toward the market and German 

unification, the leaders of the civil rights movement found it equally difficult to accept 

what most East Germans wanted. Although civil rights leaders enjoyed widespread 

support in the revolution’s early stages, even leading popular opinion regarding necessary 

reforms before 9 November, they were soon marginalized by their insistence on finding a 

“third way” between communism and capitalism.21 The leaders of New Forum, for 

example, expressed continued skepticism about the market, declaring in late November 

that “having liberated ourselves from the claws Stalinism, we will not consider defecting 

with fluttering flags to the socially unjust two-thirds society of a Herr Kohl.” The 

proclamation continued with a pun that equated the West German chancellor’s name with 

the slang for cash in German: “We want to seize what is probably our last and certainly a 

unique opportunity to construct a just social order in which money [Kohle] is not the 

measure of all things.”22 Yet the substance of their proposals remained vague at a time 

when the majority of East Germans were wary of economic experimentation.  

 In fact, once the Wall had collapsed, East German opinion quickly focused on 

unification with West Germany. In part, this was because East German’s newly won 

freedom to travel to West Germany invited unflattering comparisons with the enforced 

underconsumption that East Germans had endured. In the first weekend after 9 November, 

at least 4.5 million and perhaps as many as 10 million out of the total population of 17 

million East Germans visited the Federal Republic.23 The panoply of abundance presented 

by West German consumer society made a tremendous impression on East German tourists, 
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shifting sentiment away from reform of the GDR and toward participation in the social 

market economy via unification with West Germany.  

 Pressure for unification increased when East German mobility had a deleterious 

effect on the Ostmark. The East German mark was not a convertible currency. Despite the 

SED’s public insistence since 1951 on parity with DM, the party estimated internally that 

the gap in productivity between the two states by 1989 made for a real exchange rate, based 

on its own index of trade with the West, averaging 4.4:1. After 9 November, however, the 

asymmetry between pent-up East German demand and West German supply led to a 

precipitous decline in the value of East German marks, at one point dropping as low as 

20:1.24 This sudden collapse in the purchasing power of the Mark der DDR provoked a 

crisis of confidence in the Ostmark, no doubt intensified by memories of the two previous 

currency collapses in recent German history.25  

 To stabilize the East German mark and ensure that East Germans could exercise 

their newly won right to travel, Kohl came to an agreement with SED in late November that 

the Federal Republic would make 3.8 billion DM available to East German tourists. More 

importantly, the travel agreement established a fixed exchange rate of 3 Ostmark to 1 D-

Mark.26 The 3:1 rate was far better than black market rates, which reflected the sudden jump 

in demand and small sums traded, and more accurately measured the productivity gap 

between the two states.27 Although the travel agreement has been largely overlooked by 

scholars, it was, in the words of Helmut Schlesinger, then Bundesbank Vice President, “the 

precursor of currency union,” which would itself become the mechanism of German 

unification.28 It was also the last time that Kohl would directly subsidize an SED-led 



 9 

government and the first time that the Federal Republic attempted to create an official, 

market-based valuation between the two economies. 

 Anxiety that the Ostmark would continue to lose value, together with the fixed rate 

set by the travel agreement, only reinforced popular demands for replacing the Ostmark with 

the DM. To some extent, these demands derived from the culture of economic planning in 

East Germany, which had conditioned people to equate the DM with wealth. Honecker’s 

1974 dramatic expansion of the Intershop hard-currency stores, for example, taught people 

that the DM had the power to overcome the chronic scarcity, poor selection, and inferior 

quality of East German consumer goods. It is hardly surprising, then, that East Germans 

fetishized the DM, endowing it with precisely the sort of magical qualities against which 

Marx had warned in Capital.29 In this manner, popular confusions of money with wealth, 

revelations of West German affluence, the continued erosion of the GDR’s economy, and 

fears of the Ostmark’s collapse fuelled East German demands for rapid monetary union.30 

As it often does, cultural perception trumped economic reality. 

 Between December and February, moreover, yet another consequence of the Wall’s 

collapse helped overdetermine Kohl’s decision to offer the DM. With the prospects for 

economic stabilization and democratic control receding, some East Germans began taking 

advantage of the “exit option” and leaving the GDR to resettle the Federal Republic.31 

During the revolutionary months of 1989, some 343,854 people deserted the political 

uncertainty and economic disarray of the GDR for the safety and prosperity of the Federal 

Republic, or 2.5 percent of its workforce. By January, the number of people fleeing the 

GDR exceeded 2000 a day.32 
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 Those who stayed behind, moreover, made clear their willingness to use their 

newly won labor mobility as political leverage to acquire the DM. At demonstrations 

throughout the GDR, millions of East Germans expressed their desire for political 

stability and economic prosperity in terms of West German money, chanting “If the D-

Mark comes to us, we’ll stay here/If not, we’ll go to it over there.” Even the Central Round 

Table placed money at the center of the crisis, declaring that “thousands continue to leave 

our country every day [because] they want to earn ‘real money’.”33 In the chaotic 

aftermath of the Wall’s collapse, a fundamental misapprehension about the meaning of 

money – that acquiring the DM was the same as being wealthly – convinced East 

Germans that a currency union with the Federal Republic was the best solution to the 

challenges facing them. 

 By meeting East German demands for the DM, Kohl had effectively domesticated 

the revolution, placing it on an orderly path toward monetary union and unification. He had 

completely bypassed Modrow and his plan for convertibility of the East German mark by 

1993. Kohl had also completely undercut the Round Table, whose leaders continued to 

reject “the hasty abdication of the GDR's financial sovereignty.” 34 To step up the pressure, 

moreover, Kohl and his advisors did their best to underscore the GDR’s inability to solve its 

own problems. Once it was clear that the Federal Republic could undermine the Modrow 

government without further destabilizing the GDR, Kohl’s aides consistently painted the 

GDR’s economic position in the worst light. Kohl also withheld the financial assistance to 

the communist-led government he had promised in December.35 Most importantly, 

however, Kohl’s offer dramatically improved the political fortunes of his East German 

allies. The East German CDU’s image, which had suffered because of its longtime 
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collaboration with the SED, its initial rejection of currency union, and its decision to join 

Modrow’s government of “National Responsibility,” was immediately burnished by its 

association with Kohl. 

 If Kohl had cut the ground out from under the SED and the civil rights groups, his 

offer also revived the fortunes of his own West German CDU. West German elections were 

imminent, yet through the summer of 1989, Kohl’s Christian Democrats seemed to be losing 

electoral ground to the social democrats. Kohl’s “Ten Point Plan” had fallen flat with West 

German voters; by January, criticisms were mounting that the chancellor was passive in the 

face of political chaos in the East.36 His bold decision to bring the GDR under the DM’s 

umbrella not only blunted criticism over the chancellor’s inactivity, but threw the social 

democratic opposition into disarray by seizing upon an idea first articulated by the social 

democratic financial expert Ingrid Matthäus-Maier. On 19 January, Matthäus-Maier, who 

had left Hans-Dietrich Genscher’s Free Democratic Party when he switched allegiances 

from the SPD to Kohl in 1982, suggested that a currency union would act as a “signal to 

stay” for East Germans; monetary policy could constrain labor mobility, she argued, 

because the underlying cause of the East German labor exodus was political. 37 The promise 

of a currency union would reassure East Germans about their political future, not least 

because it represented “a decisive step on the path toward German unity.” Besides, she 

pointed out, the alternatives to replacing the Ostmark with the D-Mark were decidedly less 

attractive. Doing nothing about the loss of confidence in East German money would lead to 

a de facto currency union, as good money crowded out the bad – “the D-Mark will spread to 

the GDR and crowd out the DDR-Mark” – without stemming East German outmigration, 

which “is impeding reforms over there and aggravating problems on the residential housing 
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and labor markets as well as the social welfare system in the Federal Republic.” Giving East 

Germans a reason to remain would not only stabilize the GDR and provide a stepping stone 

to unification, but also relieve the substantial burden to the Federal Republic created by the 

need to provide food, lodging, and employment for emigrants during an economic 

contraction.   

 Anticipating economic objections to a premature currency union, Matthäus-Maier 

emphasized that time constraints had narrowed policy options. “The ten years that the 

Federal Republic required for the convertibility of the D-Mark in the 1950s,” she contended, 

“are not available today.” To preempt objections that currency unions are successful only 

where there is economic and political convergence, she even made an infelicitous analogy to 

the success of the EMS, where  “monetary policy took on a leadership function in the 

integration of the European Community, which no one criticizes anymore because of its 

success.” Of course, German unification would destroy the EMS in 1992/93, only to ensure 

its successful resurrection in 1999 in the Euro. In any case, Matthäus-Maier laid out the 

political reasoning for deploying monetary policy to solve a problem of labor mobility, even 

providing Kohl with a blueprint for justifying a currency union that was clearly premature 

from the viewpoint of economic theory at the time. 

By coopting Matthäus-Maier’s proposal and transforming it into a plan for 

unification, Kohl stole the opposition’s thunder in what was an election year for the FRG. 

By accelerating the timetable for German unification, moreover, Kohl forced the split in 

the West German left over the meaning of communism’s collapse and the end of the post-

World War II era. As the elections of December 1990 were to reveal, the prospect of 

unification was deeply unsettling to those on the West German left who viewed the 
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division of Germany as a form of historical justice for crimes committed by Germans 

during World War II, were paralyzed by the intellectual vacuum left behind by the 

collapse of communism, and concerned that unification might revive an aggressive 

German nationalism.38 During the spring and summer of 1990, the SPD’s chancellor 

candidate, Oskar Lafontaine, responded to the rapid unfolding of events in the GDR by 

trying to slow down what Konrad Jarausch has aptly called “the rush to unity.” As a 

result, the East German SPD was tarred with the hesitancy of its West German comrades 

over the question of rapid monetary union. Even though it was one of the first parties to 

come out in support of exchanging the East for the West German mark as soon as 

possible, the Ost-SPD would lose the East German parliamentary elections of 18 March 

to the conservative Alliance for Germany.39 

Kohl’s offer to move West German monetary borders further to the East also 

provided Kohl with a valuable edge in the complex diplomatic negotiations over German 

unification. Although Kohl had once again failed to consult his partners on the diplomatic 

stage, he could now argue – with Moscow in particular – that he was powerless in the 

face of the massive tectonic shift in popular sentiment in the GDR toward monetary 

union. The alternative to replacing the East German mark was attractive to no one, since 

the accelerating pace of East German outmigration might destabilize the GDR and the 

rest of eastern Europe. In the estimation of the East German CDU leader and last 

Minister-President of the GDR, Lothar de Maiziére, between 2.5 and 3 million East 

Germans were “sitting on packed bags,” waiting to see what would happen.40 In this 

manner, Kohl managed to make monetary union seem a matter of course and unification 

inevitable. United by a common currency, the transfer of economic and then political 
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institutions could begin, sealed by pan-German elections. In fact, East German 

parliamentary elections, which returned a clear mandate to secure the DM at the best 

possible conditions, were followed by the Bundesbank’s takeover of East German 

monetary policy and institutions in late March. Without control over the money supply, 

the de Maiziére government’s ability to use fiscal or administrative measures to conduct 

economic policy was severely constrained. And while negotiations over the rate at which 

the two currencies would be converted forced West German leaders to make 

compromises, the negotiation of economic and political unification reflected the 

asymmetry in power between the Federal Republic and a government that had been 

elected to dissolve itself. After a remarkably orderly currency substitution on 1 July and 

formal union on 3 October, all-German elections on 2 December sealed the unification of 

the two countries under Kohl’s leadership. 

 

Economic Consequences of German Monetary Union 

 Accelerating the introduction of the DM was not uncontroversial, however. While 

some industry groups, such as the German Association of Industry, welcomed the 

opportunity to bring East Germany into the West German fold, prominent West German 

business leaders and professional economists rejected placing the monetary cart before 

the economic horse. Many business leaders objected that a currency union was 

premature, since the GDR had yet to make the transition from a planned to a market 

economy. On 15 January, Wolfgang Röller, chairman of the Dresdner Bank and president 

of the powerful Association of German Banks, spoke out against abolishing the Ostmark. 

Warning that economic reform had to precede monetary union, he argued for eliminating 
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state intervention in the price formation process and ending state subsidies for 

manufactured goods before eliminating the East German mark.41 Even after Kohl’s 

announcement, Röller continued his public opposition to the plan, declaring that currency 

union “should not yet be a matter of debate.”42 In contrast, Detlev Karsten Rohwedder, 

the head of the Dortmund steel conglomerate Hoesch and the man who would oversee the 

privatization of East German industry before his assassination in 1991 by the Red Army 

Faction, argued that a rapid monetary union would make East German products 

uncompetitive on international markets. Like Röller, Rohwedder continued to oppose 

Kohl’s offer on economic grounds well after it had changed the constellation of German-

German politics, objecting that “the foreign exchange rate is the only protection that the 

sick economy of the GDR has for a gradual convalescence.”43 

West German economic experts, most of whom regarded a monetary union with 

the GDR as unnecessary or impractical in the short-term, were taken aback by Kohl’s 

decision. The DIW’s Cornelsen pointed out that there was no compelling economic 

reason to discard the Ostmark. “The GDR-Mark is clearly not the best, but certainly not 

the worst currency,” she commented.44 The Council of Economic Experts, a group of 

economists tasked with advising the German government regarding economic 

developments, warned that a rapid monetary union would only nurse East German 

equations of money with wealth – that acquiring the DM would also make them 

prosperous. On the contrary, the so-called “Wise Men” predicted that the income gap 

between the two German regions would only stimulate East German demands for higher 

wages, which would widen the already yawning gap in productivity between the two 

German states.45 Similarly, Lutz Hoffmann, the head of the DIW, argued that without an 
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adjustment mechanism such as the East German mark to cushion the sudden impact of 

exposure to international markets, East German manufacturers would become 

uncompetitive. He predicted that a rapid monetary union would lead to large-scale 

unemployment of between 2.5 and 3 million people.46  

In addition, economists of every political stripe presented a bewildering variety of 

proposals between January, when discussion regarding the GDR’s economic tribulations 

began in earnest, and March 18, when East German parliamentary elections were held. 

All of these proposals advocated preserving the East German mark during the transition 

to a market economy to cushion the shock of sudden integration into international 

markets.47 A few economists, such as Hans Willgerodt of the Institute for Economic 

Policy in Cologne, who wrote a report for Kohl advocating monetary union, did argue 

that introducing the DM would actually accelerate reform.48 But most of those 

economists who advocated using monetary policy to shape labor mobility emphasized 

either the national goal of German unification or the lack of serious policy alternatives.49 

 The debate over monetary union was informed by a longstanding scholarly 

consensus that viewed currency unions as possible only if preceded by sufficient economic 

and political integration. Spurred by balance-of-payments-crises in the Bretton Woods 

system, which had established a currency regime for the western powers by pegging 

European currencies to the dollar at fixed exchange rates, and the increasing economic 

integration of European states, which presented the different currencies as impediments to 

the growth of trade in a common market, economic theorists had argued with relative 

consistency that successful monetary unions required more economic convergence or an 

institutional framework that would compensate regions for the loss of an autonomous 
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monetary policy.50 In his pathbreaking 1961 article, for example, Robert A. Mundell 

argued that successfully linking economically disparate regions through a single currency 

was contingent on the existence of three types of adjustment mechanisms: labor mobility, 

relative wage flexibility, and large transfers of wealth.51 Given that labor mobility across 

what was then the European Community was hindered by linguistic variation and legal 

obstacles, both of which significantly reduced wage flexibility,52 and that institutions 

required to make transfer payments at the EC level were underdeveloped,53 most analysts 

(and especially American economists) argued that the EC did not qualify as an optimum 

currency area.54  

 Perhaps more significantly, successive West German governments agreed that the 

European Community’s unintegrated labor markets and the weakness of pan-European 

fiscal institutions constituted significant obstacles to a single European currency.55 Whether 

in discussions regarding British accession to the European Community or public statements 

about the European Exchange Rate Mechanism, the Federal government argued that 

political institutions strong enough to ease the loss of monetary autonomy had to 

accompany, if not precede, the introduction of a single currency.56 Even more vocal on this 

point was the West German central bank, whose leaders feared that a European monetary 

authority would endanger the preservation of currency stability at home and worried about 

institutional oblivion.57 In other words, Kohl’s prescription of monetary union before 

economic convergence contradicted not only the expectations of economic theory, but also 

the government’s own policy prescriptions.  

 To distract from these associations, Kohl and his aides likened German monetary 

union to the 1948 introduction of the D-Mark, when the new currency and the institutions it 
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implied helped equilibrate supply and demand and allegedly unleashed the West German 

“economic miracle.”58 The analogy was as historically false as it was politically helpful, but 

the chancellor’s “flourishing landscapes” have yet to materialize.59 As economic theyr 

predicted, rapid monetary union created insurmountable burdens for East German industry 

and labor. The DM abruptly overvalued both East German manufactured goods and the 

labor that produced them, making East German firms uncompetitive overnight. In addition, 

the West German decision to translate the fictive debt carried by communist firms into real 

liabilities, even though that debt was mostly unrelated to the factory’s economic production, 

burdened East German firms with crushingly large debts, forcing many into bankruptcy.60 

As a result, the East German economy slumped; between 1989 and 1991, East German GDP 

fell by 42 percent.61 As anticipated, moreover, the unification of labor markets accomplished 

by unifying the currencies spurred higher wage demands in the East, which were supported 

by West German workers worried that lower East German wages might weaken their 

bargaining power. Unfortunately, these wage increases were not warranted by the firms’ 

labor productivity, making it even harder for East German firms to meet their monthly 

payroll.62 As a result, East German unemployment has persisted at stubbornly high rates.  

 Nor has the East German slump proven unresponsive to massive transfers of wealth 

from western to eastern Germany.63 Net financial transfers totaled about 75 billion Euros 

annually between 1990 and 2000, or between 5 and 6 percent of West German GDP; 

between 1991 and 2003, West Germany had transferred some 1.25 trillion Euros to East 

Germany.64 In the first decade after monetary union in fact, “every third deutschmark spent 

in East Germany came from the West.”65 More than half of these transfers were used for 

welfare payments, which have spared East Germans the material privations of their eastern 
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European neighbors. But only 12 percent of the transfers were used to improve 

infrastructure. Most alarming, the transfers have acted to shield many firms from hard 

budget constraints, returning East German business to old habits: Vast government subsidies 

have made the cost of capital negative, which has encouraged firms to ignore labor 

productivity.66  

 In fact, German monetary union appears to have confirmed that the two countries 

were not optimum currency areas, and that such areas require some combination of labor 

mobility, wage flexibility, and transfer mechanisms. Although the Federal government 

possessed an effective transfer mechanism for redistributing wealth on a regional basis, 

political rigidities in the face of productivity gaps restricted wage policy flexibility. As 

Mundell’s theory predicted, the equilibrating effects of abdicating monetary flexibility 

now turned to labor mobility. Monetary union initially slowed the labor exodus, but as 

soon as the wage differential became apparent, the inability of monetary policy to 

constrain labor mobility caused East Germans to resume their migration to the West. 

From mid-1990 to the end of 1992, an estimated 1 million people left the GDR 

permanently, amounting to a rate of about 1,000 a day. Between 1992 and 2002, another 

521,000 people left for West Germany.67  

Nor does the German mezzogiorno show any signs of converging. East German 

GDP has been growing at a slower rate than West Germany since 1996, and labor migration 

continues, albeit at a slower rate.68 In addition, the pull of real income differentials together 

with push of depopulation have set off a vicious socio-economic circle: As younger people 

leave, they deplete the local workforce, leaving behind an older and more male population 

that is often unemployable and increasingly dependent on government subsidies. As the real 
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and perceived prospects for economic recovery shrink, more people decide to leave. As the 

continued economic chasm between the two German regions demonstrates, institutional 

uniformity in areas characterized by significant productivity gaps and wage rigidity is no 

guarantee of economic convergence. Nor has the historical legacy of state paternalism and a 

political culture that promoted the illusion that money is equivalent to wealth provided a 

social complement to political unification. As one group of economists comparing East 

German to southern Italy have observed, “in the end, history may matter just as much as the 

design of economic policies and the working of market forces.”69 

 

European Consequences of German Monetary Union 

The most important European consequence of German currency union was the 

inflation it triggered. In the short run, the inflationary outcome of the currency union, 

triggered by the rate at which the two currencies were converted and the Federal 

government’s decision to fund the transfer payments by deficit spending, destabilized the 

EMS by damaging the Bundesbank’s institutional credibility and by transmitting its 

disinflationary policies to other European countries. Kohl’s decision to throw the 

coronation theory overboard thus had inverse consequences for EMU in the short term. In 

the long run, however, German monetary union accelerated the pace of European 

integration, although it did so not in the service of national but of antinational aspirations. 

Three events in short succession made it seem at the time that the Federal 

government was undermining the central bank’s independence: Kohl’s offer of monetary 

union on 6 February, the dual role of Hans Tietmeyer, who was recalled by Kohl from his 

position on the Bundesbank Directorate to lead negotiations with the East German 
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government over economic and political union, and Kohl’s rejection of the Bundesbank’s 

recommendation regarding the conversion rate for monetary union. Most of the literature 

on German unification acknowledges in passing that Kohl’s offer of monetary union 

encroached upon the Bundesbank’s jurisdiction over monetary policy, but concludes 

either that Kohl acted within legal limits or that the political ends justified the monetary 

means.70 Yet dismissing the institutional tension between the Federal government and the 

central bank is unnecessarily uncritical and historically problematic. After all, market 

participants perceived in each of these episodes a curtailment of the bank’s autonomy; the 

yields on long bonds rose by more than one percent after 6 February, driven by concerns 

over inflation.71 As the currency expert George Soros remarked, “the government acted 

against the express advice of the Bundesbank. The injection of purchasing power by 

exchanging the East German mark at par created inflationary boom, and the fiscal deficit 

added fuel to fire.” 72 

The constitutionality of Kohl’s announcement, moreover, was murkier than most 

observers allow.73 In the first place, the central bank’s charter was clear about making it 

independent of the democratic process. According to the Bundesbank statute of 1957, 

which endured no significant change until 1992, the central bank’s primary obligation 

was to “safeguard the currency,” although it was unclear whether this meant the domestic 

or foreign value of the DM.74 However, neither was the Bundesbank’s autonomy from 

the Federal government complete. Paragraph 12 stipulated that the bank was independent 

from the Federal government’s instructions, but also stated that the bank was “obliged to 

support the economic policy of the government while guaranteeing its duty.”75  
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Before 1990, most observers viewed the central bank’s vaguely defined obligation 

to support the government economic policy as less important than its anti-inflationary 

duty.76 As one of the most popular economic handbooks from the time put it, “if there is 

no danger to the currency, the Bundesbank is on the other hand obliged to support the 

government in the realization of its goals – such as growth and full employment.”77 

Historically, the central bank adopted a rather narrow interpretation of what constituted a 

“danger to the currency.” The bank’s conflicts with Chancellor Konrad Adenauer in the 

1950s over its tight money policy established something of a precedent in which scholars 

and the media, animated by Germany’s traumatic experiences with price instability in the 

wake of two World Wars, viewed the bank’s periodic clashes with successive West 

German governments as evidence of an institutionalized guarantee against inflation.78 

Whether it was Adenauer in 1956, who alleged that the Bundesbank was “a guillotine for 

the little people,” or officials in Helmut Schmidt government in 1981, who revived 

Adenauer’s guillotine comment in the face of the Bundesbank’s tight money policies, 

West German government officials certainly felt powerless to change the bank’s hawkish 

approach to price stability.79 

Since 1990, however, a retrospective consensus appears to have emerged among 

German legal and financial scholars that the bank’s independence is limited by its fealty 

to government policy.80 Going forward, the question is moot, since the Bundesbank is no 

longer free to set domestic policy within the framework of EMU. In February 1990, 

however, Kohl’s offer to extend the West German currency umbrella to the GDR 

appeared to most observers – and especially market participants – to usurp the authority 

of the Bundesbank. Prior to 6 February, the leaders of West Germany’s fiercely 
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independent central bank had firmly rejected any talk of an immediate monetary union in 

line with its approach to EMU: that a monetary union should take place at the end of a 

process of economic and political convergence. In late January, Bundesbank Vice-

President Helmut Schlesinger objected to monetary union on the grounds that it would 

not close the gap in productivity between the GDR and the Federal Republic, but widen it 

instead.81 As we have seen, Bundesbank President Pöhl also argued that extending the 

DM was premature. He did soften his position somewhat by the end of January, telling 

the Economic Club of New York that “a gradual linking of the East German mark to the 

Deutsche mark would be conceivable” if it were accompanied by West German business 

investment and “a strong improvement in the foreign exchange situation.”82 But Kohl did 

not bother to inform Pöhl of his decision, much less consult with him.83 Instead, Kohl left 

him flapping in the wind. As Kohl was announcing his plan, Pöhl, who had just met with 

his East German counterpart, Staatsbank President Horst Kaminsky, and East German 

Economic Minister Christa Luft to discuss a more gradual plan to link the two currencies, 

was reiterating his opposition to rapid monetary union.84 Kohl not only disregarded the 

central bank’s clear warnings against monetary union, he also delivered a institutional 

and personal snub to the central bank and its chief. 

The second blow to the Bundesbank’s credibility occurred a few months later. 

Kohl realized that the Federal government could not avoid soliciting the monetary 

authorities’ advice on a question concerning their own jurisdiction. But to prevent a 

debate from being carried out publicly, which might constrict his room for maneuver, 

Kohl requested that the central bank submit its proposal confidentially.85 For its part, the 

Bundesbank Council sought to determine a conversion rate based on economic principles, 
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but also took political realities into consideration. After all, if wages were converted in 

line with East German productivity, which most experts calculated at between 30 and 40 

percent of the West German rate, East Germans would seek higher wages by moving to 

the West. But if wages were converted at too high a rate – the 1:1 rate favored by the 

population – East German firms would soon be forced to let workers go, which would 

also lead them to migrate to the West. On 29 March 1990, the Bundesbank submitted its 

confidential proposal to the government recommending the conversion of money flows 

(wages, salaries, and pensions) as well as stocks (financial assets and debts) at a rate of 

2:1.86 

The recommendation, however, was leaked to the press by a member of the 

Council, which provides some sense of how controversial it was inside the bank. In 

response, Kohl recalled Tietmeyer, a close economic advisor who had been promoted to 

the Bundesbank’s Directorate shortly before, to act as the Federal government’s chief 

negotiator for economic questions with the GDR. Tietmeyer himself has argued that there 

was no conflict of interest because he recused himself from the relevant deliberations at 

the central bank.87 But union of the two positions in Tietmeyer’s person did not seem so 

innocent to outsiders, who perceived in the arrangement yet another attempt by Kohl to 

take charge of monetary policy. Pöhl himself appears to have been annoyed by the 

unusual situation of a subordinate at the central bank acting as his superior in negotiations 

over monetary union. Perhaps it was for this reason that Pöhl saddled Schlesinger, who 

had good ties to Waigel’s Bavarian conservatives, with representing the Bundesbank’s 

interests in a losing argument.88  
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The third shock came on 23 April, when the Federal government announced that 

it advocated a rate of 1:1 (except for very large savings deposits), in line with what 

ordinary East Germans wanted. If the Bundesbank Council feared that too generous a rate 

would eventually lead to high unemployment and fail to correct the monetary overhang in 

the GDR, which stemmed from the considerable savings East Germans had acquired 

because there was so little they could buy, the conservative-liberal coalition wanted a 

conversion rate that would reduce the wage gap, enable East Germans to retain the better 

part of their savings, and help their East German political allies. If Kohl’s announcement 

of monetary union without consulting the central bank was a snub and his recall of 

Tietmeyer aimed at containing the bank’s influence, the chancellor’s rejection of the 

conversion rate advocated by the central bank brought tensions to a head.  

Some scholars have sought to downplay the institutional significance of Kohl’s 

action by pointing out that the Bundesbank’s conversion rate was not that far away from 

the average conversion rate that resulted from the government’s treatment of large 

savings deposits.89 The point, however, is not whether the two rates were close in 

structure or outcome, but that Kohl’s rejection of the Bundesbank’s plan was perceived as 

undermining the bank in its own field of expertise. Financial markets dropped in response 

to the government’s announcement.90 At a public event on 26 April, Finance Minister 

Waigel discussed how the Federal government would pay for the costs of unification, 

only to hear Bundesbank President Pöhl chastise the government for resorting to deficit 

spending rather than taxation.91 Pöhl’s 1991 resignation was clearly triggered by the 

Federal government’s institutional disregard for the central bank; he delayed stepping 

down only because it might otherwise complicate the unification process.92 
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European Repercussions of German Inflation 

The result of Kohl’s decision was that the German central bank was no longer 

able to harmonize its domestic role as guardian of price stability with its international role 

as anchor of the ERM. At home, the Bundesbank was forced to raise interest rates (and 

particularly repo rates) to combat the inflationary effects of the monetary overhang in the 

GDR, price instability resulting a much too-generous exchange rate, and the 

government’s attempt to close the productivity gap between the two regions through 

expenditures not covered by taxation. According to the central bank’s calculations, 

monetary union led to an expansion of the German money stock of approximately 15 

percent without the economic activity to justify it.93 The need to underscore its 

independence in the face of three setbacks, moreover, led the central back to act 

aggressively even as market participants sought to test its anti-inflationary resolve. The 

Bundesbank kept ratcheting up interest rates, which by 1991/92 were the highest since 

the Great Depression and the 1931 Banking Crisis.  

Its role as the anchor of the ERM, however, meant that the Bundesbank was 

exporting disinflationary policies to the rest of Europe, which was enduring its worst 

recession since 1945. This policy asymmetry generated a series of disruptions to 

European currencies not seen since the collapse of Bretton Woods. In Soros’s words, the 

Bundesbank “acted as the transmission mechanism for turning the internal disequilibrium 

of the German economy into a force for the disintegration of the EMS.”94 During 1992, 

the rise in German rates forced the British pound and the Italian lire out its trading ranges 

with the mark; the French franc came under concerted attack in early 1993, with France 
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eventually losing “the Battle of the Franc.” Even coordinated action among European 

central banks, including interventions on currency markets amounting to more than $250 

billion, failed to stabilize the ERM.95 The asymmetrical effects of German monetary 

union destroyed the ERM, dealing European monetary integration a serious setback. Italy 

left the ERM for four years; Britain has yet to rejoin.  

Of course, the lack of policy synchronization, which produced currency 

disequilibria and ended this phase of European monetary integration, were not entirely 

the fault of the German monetary authorities or the inflation they were desperate to keep 

under control. As David Marsh has pointed out, Thatcher’s decision to enter the EMS 

could not have been more poorly timed, and the obstinacy with which Britain sought to 

defend the pound was misplaced.96 Nevertheless, the circumstances of German monetary 

union were the primary reason that prospects for a common European currency had 

receded by 1993.  

For European integration, however, the debacle produced by putting the West 

German monetary cart before the East German economic horse contained a silver lining. 

First, George Soros, the Hungarian-American financier and philanthropist, correctly 

diagnosed the “dynamic disequilibrium” created by German monetary union and became 

fabulously wealthy by betting against the pound.97 In contrast to other “speculators,” 

however, Soros recycled much of his profits into projects aimed at overcoming the 

democratic deficit that continues to divide countries like Romania and Hungary from 

western Europe. To give but one example, Soros founded the Central European 

University (CEU) in Budapest in 1992, an institution that has by now trained a generation 

of scholars across eastern Europe in western social science theory. In the process, the 
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CEU has not merely helped close a methodological gap created by forty years of 

Marxism-Leninism, but also helped lay the foundation for civil societies robust enough to 

be critical of themselves.  

While it might be easy to dismiss the Popperian liberalism to which Soros adheres 

as naively liberal, Soros has in fact funded progressive endeavors that are not so easily 

reconciled with economistic critiques of his philanthropy. As Maria Bucur, Associate 

Professor of History at Indiana University, writes,  

“gender studies itself was founded as an academic discipline in 1994, in a 
pioneering gesture by the unorthodox philanthropist George Soros…. The 
creation of the gender studies program at CEU was contentious at the time, as few 
established academics in Hungary could fathom the notion of gender studies as an 
actual academic discipline. … But Soros embraced the notion that gender studies 
was important for fostering a more democratic academia and civil society in post-
communist Eastern Europe.”98 
 

While western Europe was preoccupied with consolidating what it had built before 1989, 

thereby deepening European divisions, Soros was facilitating the transfer of liberal 

institutions and accelerating the circulation of people and ideas in the East. 

The second unexpected consequence was that German monetary union provided 

the rationale for proceeding with EMU. Two arguments are commonly put forth to 

explain the German government’s decision to surrender the mark for greater European 

integration. The first and most widespread argument asserts that the Euro was essentially 

a quid pro quo for German unification. Phillip Zelikow and Condoleeza Rice, who were 

both involved in Secretary of State James Baker’s attempt to facilitate German 

unification while keeping the new Germany committed to NATO, cite as evidence Kohl 

aide Horst Teltschik visit to Paris on March 15 – just days before the East German 

elections that would result in a landslide for the parties advocating a rapid German 
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monetary union – where he announced German support for rapid European monetary 

union.99 That is, Kohl assented to reversing three decades of official West German policy, 

which had demanded political and economic before monetary union, and instead pledged 

to accelerate the pace of European monetary union in return for Mitterand’s acceptance 

of German unification. This quid pro quo led to the 1991 Maastricht Treaty, in which 

Germany agreed to a single currency before greater economic convergence or political 

unification. 

David Marsh, the longtime German correspondent for the Financial Times 

newspaper and one of the most knowledgeable observers of the Bundesbank, also views 

the Maastricht accord as deriving from the relationship between Germany and France. 

But he regards the Euro as owing its birth to the more personal relationship between Kohl 

and Mitterand, which he argues was forged much earlier than 1989. Marsh traces the quid 

of the pro quo back to 1983, just after the first “Wende,” or turning point, when a vote of 

constructive no-confidence felled Helmut Schmidt’s social-liberal coalition and installed 

a conservative-liberal coalition under Kohl. The no-confidence vote derived from a 

variety of challenges that the Schmidt government had failed to master, from the inability 

of Keynesian counter-cyclical economic policy to reduce the so-called stagflation of the 

1970s and the Bundesbank’s adoption of a extremely hawkish disinflationary stance to 

the debate over the deployment of US Pershing short-range nuclear missiles and the 

Reagan administration’s aggressive anticommunism. Kohl too feared that his support for 

deploying the missiles would cost him power, as it had Schmidt. Oddly enough, it was a 

French socialist who came to the aid of the German Christian Democrat and saved the 

day. In a speech to the Bundestag on 20 January 1983, Mitterand argued forcefully that 
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failure to deploy the U.S. missiles would endanger the fragile European peace, and with 

it, Germany’s security and prosperity. According to Marsh, Mitterand’s clear support for 

Kohl “granted Mitterand an abundance of political credit in Bonn that was translated into 

the monetary sphere, with crucial effect, over the next decade.”100 

If the balance of political debt between the two partners was the result of 

Mitterand’s early and open support of Kohl, Marsh does not argue that there was a 

straight line between Mitterand’s 1983 speech and the 1991 Maastricht Treaty. On the 

contrary, he points out that there were serious “strains over German and European unity 

between Kohl and Mitterand [that] neared breaking-point in autumn 1989.”101 What 

salvaged EMU, Marsh believes, was German unification: “If unification had not 

happened, it is highly unlikely that French would have been able to persuade Kohl to 

agree the EMU timetable to replace the D-Mark by the Euro.”102 

  Although some observers argue that both explanations overestimate the 

significance of the quid pro quo, there appears to be a consensus that German unification 

made EMU inevitable. Matthias Kaelberer, for example, argues that German unification 

did not cause Maastricht, but instead accelerated the German government’s tilt toward 

EMU. He correctly points out that the quid pro quo argument assigns too much 

importance to Mitterand’s role; German unification was inevitable by spring 1990, and 

the French government might have postponed, but not prevented it.103 More importantly, 

Kaelberer contends that German unification exposed the paradox at the heart of its 

monetary leadership in Europe: that the benefits of acting as monetary hegemon were 

undermined by the inflationary consequences of German monetary union. That is, the 
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German government saw the utility of surrendering the DM and its role as hegemon 

provided that it could act as the architect of a new monetary system.  

As has been pointed out by many authors, the Kohl government extracted quite a 

few concessions from its European partners. The European Central Bank (ECB) is in 

many ways even more like the Bundesbank than the Bundesbank itself. The ECB sits in 

the anti-inflationary environment of Frankfurt, rather than the presumably more tolerant 

climates of Paris or Rome, and its primary responsibility is price stability, which is more 

explicitly anti-inflationary than the Bundesbank’s mission of “safeguarding the 

currency.” More significantly, the ECB is more isolated from entanglements with 

national governments. It is not permitted to lend to governments, as the Bundesbank can, 

and any changes to its statutes requires renegotiation and ratification of a treaty by EU 

member states, in contrast to the simple parliamentary majority required to alter the 

Bundesbank’s charter.104 Before the introduction of the Euro in 1999, German monetary 

authorities might still place economic convergence ahead of monetary union. As Reimut 

Jochimsen, the head of the state bank of North Rhine-Westphalia from 1990 to 1997, 

declared in 1993, “a stable currency takes place over a common one.”105 But it was the 

German government that gave up its thirty year commitment to the coronation theory and 

helped created the ECB and the Euro. 

To these explanations I would add a third: that the impeccable economic logic 

deployed by the German government and monetary authorities before 1990 had been 

completely undone by German monetary union. After 6 February 1990, the German 

government could hardly argue with its partners that a monetary union should “crown” 

economic and political union. On the contrary, Kohl’s mechanism for unifying Germany 
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removed the intellectual justification for a gradual approach to integrating disparate 

economic regions. The Federal government was left with little argument against the 

pressure of its allies to build a supranational Europe by harnessing monetary policy, a 

pressure that was reinforced by the currency chaos of 1992/93.  

Seen this way, German monetary union illustrates not the collision of economic 

expertise with political exigency or even the trumping of immediate over long-term 

interests. EMU was an unintended consequence of German monetary union. Perhaps 

using the circulation of money to control the circulation of people, especially during the 

transition from an illiberal regime that sought to restrict the free circulation of people, 

goods, and ideas, was doomed to inflationary failure. But surely the greatest irony of 

German monetary union is that harnessing monetary policy for national aspirations 

ultimately served the cause of antinationalism. 
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