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EUROPEAN MONETARY COOPERATION: FIVE -YEARS - == i
EXPERIENCE OF THE EMS. ~

i. Introduction

%
The European Monetary System (EMS) celebrated its fifth
annivearsary just over a month age and has thus now been in
anlztunce for long enough for & reasonably balanced
assezmnant of itse performance to be made and maybe esven for
cwrtdln legsonsg to be drawn from that performance.

I wigh first to look at the internal and external

rtext inm which the EMS was set L . Internally it is part

Fhu overall process of monetary integration which has

alwavs been and will remain one of the key alementr within

the Furoppan Caommunity., The EMS has, therefore, "a polltlcal
dlmEﬂ«lGP which makes adherence to the system nDt iust a

. waEtion of sconomic expediency” Externally it is part of
the 1nhqrm&tlanml monetary r“stem and must co-exist with it.
Urnderstanding is not advanced sgither by sgeing the EMS as a
device aimed primarily at sheltering the Community from the
rest of the world, or as an attampt to recreats something
oh ono longer exists in the rest of the world. I shall

also try to assess how the ays em has performed during its

irs

o
" = C,

st five yvears and the degrees to which its original goals
have besn fulfilled. I will concluds by outlininge some of
pur immediste hopes possibilities for further development.

2. The EMS in Context

Mlthaugh thw cett:ng up of the EMS was an important and
historic development, it did not represent the beginning of
mornetary cooperation within the Ewropean Community. an
appreciation of its implications and achievements is easier
if the EMS is seesn as peart of the overall process of forming
the Community. A developed monestary organisation is one of
the esssential ingredients in the creation of & unified
internal market. One is unlikely to succeed withouh the
other. Lonversely, if the political commitment to economic
integration in Europe falters, there will be serious
consegquences also for the EMS.

In the sarly years of the Community, the Bretton Woods
regims was working smoothly and efficiently, with the U.S5.
providing & solid "anchor" for other countries’ performance.



:'ll'—

Capital mobility between national economies was-still ————

limited, and inflation differentials among members of the
Community, as indeed among industrial countries generally,
were of the order of only 1-2 percentage points a YE&I .
There was therefore a moncLaFy organisation and monetary
stability. The maintainance of ex change rate stability as
well was hence not difficult:; there were only two parity
changes within the Community duwring the first-ten-years of
its sxistence.

Az oa full participant inm the international monrnetary

@m then prevailing, Europe had a monetary organisation,
b & monetary identity. The most pressing task was to

get on with the job of removing tariffs and other obstacles
to & common internal market. -

The Treaty of Rome does not neglect the neesd for
mrﬁct«ry orgaenisation nor for its institutional

A ture.  Article 103 sets up the Monetary Committes

im order to promote coordination of the policies of Member

States in the monetary field to the full extent nesded for
the funciioning of the common market®. It was alszo
recognised that exchange rate changes need special
considerations, and Article 107 states that "Each Member
State shall treat its policy with regard to rates of exchange
as a matter of common concern®.

As soon as the monetary organisation prm¢¢dpd by the
Eretton Woods system started to break down, variocus schemes
for putting flesh on these bones provided by the Treaty were
devised, The first major and most ambitious attempt was the
Werner Report of 1970, fAs well as calling for increased
fiscal and monetary, cooperation, the report proposed total
convertibility and the elimination of fluctuations in
L”rh arge rates betwesn Community cuwrrencies It added that

should preferably be replaced by & 11ngle currency. The
stage in this process was to be & gradual narrowing of
the margins of permissible fluctuation to plus oF minus 0,73
percent. This initial step was, however, guickly overtalsn
by the events.

iy

domiz

After  Fresident Mixon closed the gold window in August
1971, both the Community and the rest of the world answered
v trying to replace the most obvicus aspect of the previous
svatem, the exchange rate arrangements. The Smithsonian
agrreement of December 1571 provided {for a
retuwrn to pegged exchange rates, but with wider margins of
permissible fluctuation. Whatever the arguments for greater
exchange rate flexibility in the world as a whole, it was
already considersd at that timeg that there was no need to
allow Community currencies to fluctute against each other by
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the new wider margins. As a result, early-in-1972 the——"
Community established its own ex chaqggqute regime, the so-

called "snake", under which member countries’ exchange rates

were held within a narrower band of plus or minus Z.323%.

The "snake" was a partial system. It could work for a
group of countriss clesrly in the deuwtschmark zone, but it
did nolt have the overall policy makinmg apparatoy nor the
political commitment necessary to make it work for a broadesr
and less cohesive group of countries. One after the other
the United Fingdom (and with it Ireland), Italy and France
dropped out. OFf cowrse, it was & difficult period, and the
impact of the first oil crisis would have placed a heavy

straimn on any regime of fixed but adjustable exuchangs rates.
The imability of the 1972 arrangements to survive must,
howgver, be ascribed more to the political and policy
di%{eran:aa in the response to the oil shock, than to its
direct impact. There was a marked divergence of views on how
to react to the diseguilibria provoked by the oil price
increase; some countriess giving priority to the control of
inflation and prompt externsl adjustment, whils gthers,
initially at least, were more concerned with maintaining
emplovment in the :hort L. In, any case the '“snake"
arrangemnents provided a useful experience on which a more

ambitious system could be bullt wpon. '
A oorucial lesson from this psriod was the symbiotic

rnature of sconomic coordination and exchangs rate :tdb litvy.
Some disillusionment with the promised gains from incre
policy independence and the sxperiences with exchangs rate
instability, led the Community to re—attach greater weight to
policy coordination. The psriogd betwsen the Smithsonian

g 2rit and the setting up of the EME witnessed very large
erchange rate movements, both nominal and resl, both inside
and outside the Cmmmun*ty, To single Ewropean economies
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Cwhich are considerably more open than the US and Japan, these

exchange rate movements had certain highly undesireable
CONBEQUENRCas. In the strong currency countries real exchangs
rate appreciation, while undoubtedly helpful as a means of
exerting downward pressure on costs and prices, seriously
@roded the profitability of exporting industriesz and tended
to depress investment; while in the weak currency countriss,
gspecially those with a high degree of wage indexation,
risging import prices gave an additional boost to the
inflaticnary spiral. Moreover, sxchange rate misalignment
was encouraging demands for protection from industries that
falt themselves threatened, so that the Community ' = major
gconomic achisvement and the symbol of Ewopean unity, the
common market ittself, was in jeopardy. In these conditions
there was a strongly held belief, volced most cogently by the
laaders of Germdny and France at that time, but shared with

ey



varying degrees of enthusiasm by the other member—-—-— - —————
countries, that something rneeded tc be done to restore &
measuwre of stability. S T e

External reasons were ong of the prosimate factors
batiind the setting up of the EME. The German authorities
waere worried that the weakness of the dollar at that time was
having a disproportionate effect on the deutschmarl.
Footloose capital, flowing out of dollars, tended to flow
into deutschmark rather than inte the other European
currencies, thus forcing the deutschmark up not only against
the dollsarr but also against the currencies of its close
Ewropsan trading partners. The Bermans hoped that a ficed
sichange rate link with other EC currencies would mitigate
this tendency. Howesver, as important as this short-term
phenomsnum was in acting as a catalyst to bring about the
political resction necessary to crestes the EMS, it is longer
term considerations which were more important.

Thafexternal context mirroresd the internal oneg, and
suggested fto the Community that not only did it reguire more
mmnatar% arganisation for its own intermnal purposes, but algo
that the sxternal world demanded that it progressively
develop its own monetary identity. The breakdown of the
Bretton Woods system was not only the abandonment of
an sxchange rate regime, it was also the loss of the anchor
of the system. As the 70's progressed it became increasingly
obvigus that in a highly interdepsndent world, composed of a
small number of large, but nearly equally economically
powsr+ul, blocks, & hegemonic system was no longer optimal or
indesd possible. The world has thus been hesitantly moving
towards a multiple currency reserve system since then.

Inué“ééper rec@ntly'published by the Institute, Rom
Merimnon has set out some proposals for a better organisation

of this tvpe of system. Theres is plenty of room for :
disagresment over the exeact natuwre of a reformed e

international monetary system, but two things seem to be

reasonably clear., First that it will need more rather than

legss organisation at the international level. In fact it

will demand active cooperation. Sscond that each of the

major currency blocks will have to be relatively well -
organised within itself s0 as to be able to adeguately play

its part in the whole. Japan is making moves, supported and
cajoled by the U5, to internationalize the ven and to opern up

its domestic capital markets., Europe also is making its
moves, and the EMS is the cornerstone of these.



Having reviewsd the background, both-internal—and———
external, against which the EMS was created, it is possible
to lay down the criteria by WHich it should Egma szessed. It
should be falrly cbvious that success or failure cannot be
judged soclely in terms of its ability to stabilize exchange
-ates within the Community. The first criteria must be its
succgss in achleving monetary stability, defined primarily in
terms of price stability but alsec including -exchange rate
stability. towever, importance must also be attached to the
Following:
-~ the degree and development of economic policy
coordinationg _
- the role of the EME within the international monetary
sy sl ems
- the creation of a monetary identity and.-the role of
the ECU.

3 Monetary Stability

1 Frice Stability

Moﬁgtary stabhility means first and foremost price
stabi 1;1;, both in terms of a low overall rate of inflation
aﬁd in terme of a small differential between the inflation .
the Member States. It was not expected that the
hment of the EMY would create price stability
ieously.  Frogress has howsver been disappointing,

inmtrﬂ‘a

partly because of difficult external circumstances and partly
becausse the constraints impossd by the exchangs rate
mechanism and other tools for policy convergence have taken
tima to develop their potential, and were especilly soft in
tho first yvears of the svetenm.

The five vyvear period since the EMS was established can

be divided into two distinct sub-periods. In the first half
of the qgquuennium the Community’'s average rate of inflation
wnder the influence of the second oil shock, sccelerated

sharply and inflation differentials between member countries
widened, due partly to differences in the degree of their
vulnerability to higher oil prices, bult also and more
importantly, to differences in the types of economic and
monetary policies which they puwsued. France, Italy and
Irgland had joined the EME at exchange rates at which their
costs and prices were highly competitive vis-—a-vis those of
&a;mdny and the cmal]ar "srnake”" countries. Im the early
vaars of the system’ wistence, therefore, inflation

differentials could persigt for some time before the exchanges

rate constraint began to be felt. However, as realignments
only partially offset these differentials the svstem
gradual ly came to e urcld@ an increasingly disciplinary

tn
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pressure. During the last two years that discipline has—
become more deliberate and has resulted in = marked
convergence of monetary policy stances and profound
readjustment of fiscal and economic policies in certain
member states.

The resulting developments on inflationm rates can be
an from the data presented in table 1. - - :

Inflation Differentials

1979 1980 1981 1982 1983 1564
, (1) ()
Highest 15.001) 20.73(1) 19.5(IRL) 17.1(IRLY 14.7(I) 1G.&(I)
Lowest 4.00NLY  S.4(D)  S.4(D) 5.5 (D) ZO7(MNLY T01(NL
Diff. 11.0 14.9 1%.9 11.8 12.0 7.5

imate
@CaE

In the sarly part of the period both becauss the
constraints of the svstem were new and weak and because of
giterior shoocks, the inflation differential widened from an
already high level. From 1782 onwards the average inflation
rate in the Community stsrted steadily to decling, buit the
ditference betwesn the lowsst and the highest inflation rates
remained sbove the 1279 level. Ouwr forecasis show that the
situation will thange dramatically this year. The Comnurity
average will drop to close to 3% and the differential to
airound 8 percent. WMhen conpared with the experience after
the firet oil price increase, the decline in the average
inflation rate and in the differential is considerably larger
since the existence of the EMS.

(=8

fis discussed in John Williamson s recent paper , there
are various ways of measuwring exchange rate variability. It
can be measured through bilateral or effective rates in
nominal or resl terms: and it can be masured over short
periods such as from week to week or month to month, or over
longer periods, such as a year or more

-
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Let me take short term variability first, It is
doubtful whether over periods of & wesk or & month the
concept of "real", or inflation adjusted, exchange rate
changes has much significance, so I shall confine myselt here
to nominal changes.

d Igble & - ST T
Short—term Variability of Nomlnal Exchange Rates
lavaerages month to month absolute percent changer’

Bilateral against the DN Effective

1974-78 197982 197478 1979873
D - - 1.8 1.5
FF 1.7 0.8 1.8 1.5
Lit 2.E 0.8 2.0 1.5
HE 0. & 0.5 1.5 1.2
FE/Lux 0.5 0.7 1.3 1.2
+ ;= _ 2.4 1.5 F.E
Yan 2.1 2.7 2al 2.8
Found 2.1 2.4 2.1 2.5

Table 2 shows average month to month changes of ths main
EME and non EME currencies againest the deutschmark during the
five years bsfore the EMS went inteo operation and the five
vears since. It is clear that for the French framc and the
lira, the two currencies which were floating freely against
the deutschmark during the pre-EME pericd but which have had
fined but adjustable rates since 197%, shorit-term variability
has been sharply reduced. For the Benelux cwrrencies, which
e but adjustable rates against the deutschmark during
var:ablllty fas beern low dwring both periocds.
(o o. sterling and major mon-Community cwrrancies
such a&s the dollar and the ven, which have all been floating
fresly agalnst the deutechmark, short-term variability has
brgen high dwuring both periods.

Effective rate variability gives the same pattsrn ss

of bilateral rates The weighted averasge month to month
ability of EMS Lurrancies against all major currencies,
inzide and outside the EMS, has also been significantly
=3 than the weighted average month to month variability of
the dollar, yvearr and sterling against all currencies — largely
of cowse, bhecause for each EME cuwrrency the combined weight
of other EMS cwrencies in the basket used to calculate the
welghted average change is fairly heavy. Thus the EMS has
been pretty successful in reducing short-run instability in
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the exchange rates of the participant countries. —Omn-this——
point the evidence appears to be clear and wnambiguous.

In the view of a majority of economists, the real
disadvantage of floating rates, as they have operated over
the last 11 vears, is that they have led to exaggerated
movenents over the mediunm term unrelated to the uwderlglmq
changes in countries’ externgl payments positions, to
"over-shooting" and "misalignment® of nwchange rates - i.e,
to exchange rates which have been incompatible with a
structure of external payments for the country concerned that
ig sustainable in the medium term or which, to use John
Williamzon's definition, have shown a persistent departurs
from their long run equilibrium levels.

In this context it is more instructive to look at real
zmqu rate variability (since large movements in nominal

nge rates over a period of several vears may simply
~wat large differentials in inflation rates).

Table 3

Reaa,Exchange Rate Variability Between EMS Currencies
(Average and maximum deviations from trend?

AvErage Maximum ’
197 4~78 15979-83 197478 1979-83
2.6 2.4 16.8 g.5
4,0 2.5 1501 8.8
Lit 2.3 1.4 16.9 7.0
AR 1.4 1.5 5.7 5.5
L 1.7 1.8 &t 8.1
DErF 1.7 1.8 7.5 10,7
Irl 2.0 1.7 14.3 8.4

Tabkle 3 shows that there has been & very substantial
fall in medium term real exchange rate variability between
the seven currencies which make up the EMS in the five vears
zince the system was sstablished compared with the preceding
éive veareg., For France and Italy both the average and the
maximun deviation from trend has degreased dramatically. It
ig ipterssting to note that for Italy, which participates in
the sxchange machanism with & percent margins rather than the
wunual T 174 percent, the improvement has, 1if anything, besen
gqreater. For Ireland, which previously was part of a
currency union with the UK, the average has declined s little
and the maximum hazs besen nearly halved. For the Netherlands
there is virtually no difference in either measure betwesn
the btwo periods. Belgium—-Luxembourg and Denmark have
experienced virtually no changs in the sverage but the

-



Limum was somewhat greater since the EMS was-established-— ——msmt

ey

because both countries were already swuffering from larges

structural balance of payments deticits in the closing YEIIS
of the last decade and in both cases a substantial downward
adj ment of real eschange rates has been an indispensable
alun@nt in the strategy of the authorities for restoring

it l'lc:(]. el ance.

w

Beocause the EME countries conduct a high proportion of
their trade with sach other the stability of intra-EME real
gxchangs rates is reflected in the behaviow of the EMS
countriss® real sxchange rates vis—a-vis industrial countries
az & whole. Since 1979 real exchange rate variability,
measwred agsinst a basket of &ll industrial countries’
curresncies (both those 1nr1dﬁ and those outside the EME) has
been substantially less for EMS cuwrrencies than for thse major
v Floating currencies EULh az the US dollar, yen, pound
'ng and Swiss franc {(sse tabls 40. In short the system
motioned in such a way as to attsnuate the misalignment
zd by the exaggerated movement of the major outsides

Table 4 .
Real Exchange Rate Variability Against A1l Currencies
1979-1983 .
Averags Mas L mum
EMS Currsncles
DM IR E.
FF 1.3 » 8.2
Lit 2.4 10.1
L 2. 11.2
FRALL .8 11.6
D .1 2.2
Irl 2.2 2.3
frvEr age 2.4 : 11.2
Other Currencies

2 3.0 ' 16.6
Yen 5.0 29.1
Fournd 7.1 41.5
Str 4.0 18.4
NET 2.0 7.7
as 2. B.7
Average 2.7 1&.1
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E'changﬁ rate variability within the. systen-te-conposec - i e
partially of the day to day fluctuations within the permlttﬂd
margineg and partially of chandes in central rates, normally
known as realignments. Since the EMS went into operation
there have been seven exchange rate realignments between the

participants. The increased frequency and size of these &
reslignments are cited as evidence of the inability of the :
syshen’ Lo achisve its objectives. This seems tome " R

altogether too naive and simplistic s way of looking . at the
matter. Clearly, the more perfectly the mechanisms of policy
coordination between the member states are working and the
greater the convergence of =conomic performance that is
achieved, the less frequently exchange rates will! have to be

adjusted. But nobody expected perfect convergence from the R
start. It was alwaye accepted that this would be a slow '

process and that during the transitional period exchange
rates would have to be changed from time to time; although it
was hoped that the freguency of such adijustments would
gradually decrgase. Over a vear has now passed without a
realignment.

Uf gowrse the need to carry out fairly freguent : -
adiustments does reflect shortcomings in policy coordination :
and & tailure to achieve substantial convergence of economic
p“r'armanmn But I beligve that there are also positive
conclusions to be drawn from the way in which exchangs rate
hanges have besn managed in the system. Adjustments have
for the most part been carrisd out before sxchange ratesz have
fad time to get really badly oub of line, and for this
reason, they have ususlly been quite smsll (although, for
certailn cwrencies, the cumulative changes over the whole
five year period have been considerable in nominal terms!
Thess Tactors may help to explain why, with one or two
gxceptions, resligrnment operations have not been preceded by
gpeEculation on & truly diaruptivm srale. Moreover, the c
cadiuvstments have, in &ll cases, been in the direction .
indicated by fundamzntal LCBﬁDmIC factors — i.e. by relative
trends in costs and prices and/or the behaviow of current
Bal ances. In most cases they have, cumulatively, produced a
discermible ghift of the real exchange rate in the
appropriate direction, and in most cases these real exchange

rate changes have been followed by changes in cwrrent scoount
et Formance, relatively to the othesr coutries in the group,
in the direction that was intended.

o

Thus I think it is fair to claim that, as an instrument
for managing the exchange rates of a groupn of countries
whose sconomiss are closely integrated, but whose economic
performance is still divergent in important respects, the EMS
has proved rather successful. Exchange rate changes have
besn carried out smoocthly and early enough to ensure that

10



sarious misalignements between participant cwrrencies--did-pot - ——w

pocour. At the same time owcrshoafunb has been avoided and so
far there has been no case 6f & mémber state adJustlng its
gxchange rate in one direction and subsequently having to
propose a corrective adiustment in the opposite direction.
The avoldance of serious misalignments is probably one of the
m&in reasons why commercial frictiomns and protectionist
pressu-es have been less in gvidence -in the-EMS-countries
thar in certain other major industrial economies.

Expectations about exchange rate changes dominate
capital flows prior to rexlignments, while nominal interest
rate differentials become predominent after the realignment
hag been decided. This has caused some departure of monetary
aguregates and/or interest rates from the desised path or
level , but it is the cost of avoiding overshooting of the
gxchangs rate. This cost will be minimized when the size of
realignments can be contained to an amount not much larger
thar the allowsd margin.

In summary therefores considerable progress has been made
chigwing exchangse rate stability, but ths euperience with
»ndari=1ﬁ3 gosl of monetary a&nd price stability is sc +ar
snocoWwaging, although there has been some progress.
ious experience has shown that monetary stability will
achieved througn the use of one instrument alone. 0Of
importance to the longer term development gf ths
iz how ths exchange rate constraint is being used in
conjunction with other policy instruments to develop
increased policy coordination.

11
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4. Monetary Coordination

The process of monetary coordination has been developed
further in the Commurnity than in other international.
organizations. This is partly becauss of the close political
tiez and the limited regional nature of the giroup, but it is
aleo because of & developing . dnstitutional imfrastructure snd
bac @ the exchange rate commitments of the EMS tend to make
the Community’'s surveillance process more concrete, Im
cantirast to procedures elsewhere, coordination through
conditional credit haz not developed as much in the
Communi £y,

Ihe Council
Economic decision making within the Community is
coordinated through the Council of Ministers in which the
finance ministers meet approdimately svery month, and through
the Eum@;t meatings of Heads of State which are held three
lmes a vear. Alsc the Commission presents an annual
sment on the basis of which the fimance ministers are
red to adopt a&n annual report on the economic situstiop
@ Dommunity and to set economic peolicy guidelinegs to be
ogllowed by sach Member State.

+
]

The Monetary Committee and the Commitiee of Governors
The Monetary Committee, composed of high level officials
from the national treasuries and central banks as well as a
representative from the Commission, has an important role.
The Committes meets regularly to discusss a wide variety of

issues., Every vear there is & detalled discussion of the
appropriate targets for monetary aggregates in each of the
Bil tates, the implications which a given rate of

monetary growth may have for interest rates, intflation, real
growth and the balance of payments and, of couwse, eschangs
rate relationships between the member countries. We try to
arrive abt some sort of consensus on what kind of monetary
policy s approprite for each country and this iz expressed,
to the extent possible, but in guantitative terms. Matwally
there is no absolutely binding commitment by member states to
adhere to the monetary guidelines which are suggested in the
policy papers prepared for these discussions by the
Comnission staff. But these discussions do force members to
face up to the probable external consequences of their
domestic policies and they have proved to be an effective
mzans of exerting pressuwe omn countries to modify internal
policies when this appears to be necessary to avoid serious
gtrains on their exchange rates.

[ S
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Of course, for those countries which target-on-the-morrey - - 0 07
supply (in one form or other) as distinct from domestic
credit or the euchange rate, the need to maintain the
exchange rate within predetermined limits can pose problems
if the central bank is forced to intervene on a large scale
in the foreign exchange markats. Imn fact the only EMS
country for which money supply (in this case central bank
monay)  is the main target variable is Germany. —Senmerally -
speaking I think it is fair to say that the need to intervene
Has not seriously inpeded the Bundesbank in the pursuit of
its monetary target. The growth of central bank money has
bean successfully kept within the target rangs in each of the
five years since the EME was established. What has happened
im practice is the realignements bave usually been carried
cut before speculative capital movemsntes have had time to
Build up to a level at which intervention would have caused
e Bundesbnlk s money stock targst to overshoot too

seriously.

The Committes of Governors mests monthly in Basel and

discussions are focussed on exchange rate and monetary
icy igsues, with the Commission playing & lesser role than

in the Monetary Committes.

Q‘:‘. : ’
seioan has the rlght to addresss Recommendations
to member uUIL“iEJ whose policies appear to be inconsistent
with the goals of the Community. The Commission has used i
iz right on a selected number of occasions, the most reacent >
one being dwring the summer of 1281, In the coursse of 1981
it became clear that there werse serious disequilibria in some
EMS member states and that the gosl of convergence on a low
rate of inflation was threatened. The Commission reacted by
addressing Recommendtions to the governments of Belgium and
Italy. These Recommendations called for certain budgestary
restrictions and emphasized the need to reduce wage and o
salary indsexation. . ;

he interaction between the exchange rate mechanism

(ERMY and the overall process of monetary cooperation in the
Community is & complex process. The experience so far has
shown that having a rule has given focus to the process of
cooperation and has reduced the tendency for members of the
zystem to delay or fudge decisions. From time to time
concrete decisions have to be made not only about exchange
rates but also about all the policy variables which enter
into their determination. Of course there are costs Our
theoretic understanding of the world would suggest that some
types of shock are better absorbed by allowing the exchange



rate to float freely, but in the real world it -is- Aot—always
possible to switch costlessly between pollcy 1nstruments

chosing the optimum one for each given disturbance without
loss of credibility.

Parmuldting the rule in terms of exchange rates can be
Justiftied on a number of grounds. First, it is now well
accepted that exchange markets are asset markets and so
axchange rate tend to behave like asset pricez. This has
some awkward consequences for small open econamiss where the
hangs rate is a very important variable in the whole price

.'9rm1n4t o process.  Excessive fluctuations can lead to
inflatiaonary spirale and misallocations of resouwrces.
second, in & world of highly mobile capital the ohanges rate
i V~ry rasponsive not only to actual but also 4o supected

pG‘IC” changes. Focusing on the exchange rate can often,
thereforae, lead to ex-ante policy coordination. Third, the

amchdmg@ rate is the most obviocusly shared variahle. Betweesn
n countries there are only n—1 exchange rates. Finally the
exchange rate poses no data collsction or compilation
prablems. The information iz immediate and continuous

The exchangs rmfc constraint of the EMS is not intendesd
to achieve the aims of the system by itself. Rather than
baing & Firm rule for the conduct of policy or & part of .
poicy, 1t is a flexible constraint. There are no rules about
the frequency or size of changes in central rates, apart from
the rule that these have to be made by common decision. It
s through realignments that the vital interaction between
he exchange rate rules and discorstionary policy coordination
can be segn.

Fa e
ot

Exchangs rate realignments within the system have
gradually come to provide the most effective occasions for
reappralt sal and redirection of national economic policies,
even though this result derives more from actual practice
than from the texts which form the legal basis of the EMS.
Ezgentially what has happened is that the constraints imposed
v fised exchange rates have forced the participant countries
to pay greater attention to external factors in framing their
policies.  6Although & fairly elaborate institutional
machinsry for the coordination of sconomic policy already
gristed before the EME was established, it had not in
practice produced any noticeable results. There were for
grample provisions for coordinating budgetary policy and
bhudgetary guidelines were fived every yvear by the Council of
Ministers. Guidelines for monetary aggregates were also laid
down and there were freguent discussions of monetary and
exchange rate policy within high level committeeses such as the
Mongstary Commitbtes and the Committes of Central RBank

nors.  The fact is, however, that neither "guidelines®
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nor an obligation to consult are really effective as - -
constraints on policy makers. If & budgetary or monetary
target is exceeded, the authorities of the éSﬁntry concernead
may or may not do something about it and i+ they do decide to
do something about it they may proceed with a greater or
lesser sense of wgency, depending upon how sericusly
corrective action will interfere with other objectives whére,
to put’it crudely, the return in terms of politicsl '
popularity may seem to be greater.

A exchanges rate constraint, by contrast forces ths
avbthorities to take a decision. A deficit country whosse
currency falls to its lower intervention limit in the EMS
bamd cannot finance official intervention indefinitely. It
cannot even borrow indefinitely - although it is certainly
trus thalt some deficit countriss have managed to spin out the
borrowing process for  long time, thereby storing up problems
for themselves at & later date. The nesd to defend =
particul ar edchange rate forces & deficit country to face
to hhe inevitable necessity of external adjustment and to

g conscious decision,shared with the other Member
» A5 to how that adjustment will be carried out: by
a4 ot the level of incomes (deflstion of internsl
‘wﬁiﬁdﬁm or iy acting omn the relative level of prices
lewluastion?y, or by some combination of the two. .

up

garly realignmants were not accompanied by any real
dizcussion of the economic policies besing pursued, although
in sone cases member states took note of the intention of the
overnments of those states whose currencies were being
davalusad to take certain measures. The devaluation of the
EBelgian franc on 22 February 1982 represented & twning point
in the appreciation of the implications of the EME for
economic policy, in tht general agreement to the adiustment
wasz made on the basis of governmental declarations of major
wolicy changes. Following the devaluation, the Monetary
Comnittes decided that it would conduct special examinations
of the economic and monetary situation in Belgium, the first
of which took place in October 1982,

]

Subseguent reslignments were associated with an egqually
fundamental reorientation of French economic policy, aimed at
reducing the rate of inflation and eliminating the external
Lrade deficlt.,

The eazse with which it has been possible for deficit
countries to borrow on international capital markests since
vanties has to a large extent freed them from the
use the Community’'s official conditional credit
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facilities and has thus enabled them to escape.- the,”M,vu_M_“h.w.m«Ww~wﬁ

iy

onstraints upon their economic policies which these entail.
his state of affairs has somewNat BIUnted €the effectiveness
the Community’'s credit facilities as instruments of
=conomic policy coordination.

f’( 4]
-“'t

The first Community loans to which economic policy
conditions waere formally attgrhed were those grearnted to-ftaty
and Ireland in 1976. In the case of Italy, the economic
selicy conditions, which were reviewed periodically,
consisted of two "fingl" targets for the rate CJJc inflation
ard the current account blance and a series of “"intermediatea®
targets relating to the growth of public expenditure, to the
sizxe of the budget deficit, to its monetary financing and to
the sxpansion of domestic LFEst. I'm the case of Ireland,
the economic policy conditions, which were subject to similar
periodic review, deslt with the central government borrowing
regquiremnent, the share to be financed by non-monetary megans
and the need to avoid any reladsation of monetary policy.

e

In the case of the Community loan extended to France in
the SBummgr of 1983, & package of restrictive measwes had
alweady bean introduced by the French government a few wesks
garlier, following the suxchange rate realignment in March of

hat year. It was considered that these measures offered

Hficient assurance that the necessary internal and external
adjustment would be achieved and the decision of the Council
wihich &ppruvad the loan referred specifically to them.

Y
i

5. The EMS and the International Mchetary System

In some respects the sxisting set of arrangements in the
international monetary system has performed well over
the pmr’mﬂ since the breakdown of the Bretton Noods system,
and 1t sgamns certain that the previous arrangements would
“hﬁvﬁtb?ﬁm too rigid to cope with the events that were seen
during the 1970°'s. That of course leaves open the guestion
of whether the same events would in fact have occwred 14 &
diffemrent and less flexible system had remained in place.
fAlthough opinions differ widely on these gquestions, i1t is
gengrally agreed that at least some modifications to owr
current :cL of arrangements are desireable. The Verssilles
summit set up the intervention study group and the
Milliamabura summit "invited the Ministere of Finance, in
consultation with the IMF, to define the conditions for
improving the international monetary svetem.”

The EME must coexist with the international monstary
arrangements. It cannot and does not seslk to isclate itself
from the rest of the world. Whils the internaticonal system
im in a rather Fluid and evolving state, two gquestions need

e
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to be answered. First, doss the EMS make life sasier—of -more.

ifficult for itz members under Lha prevailin cirrum;-qﬂces?
Second, is ths esicetance of
development of a more cohesive inte rnatlonal =y=tbm;

[ |
ol 0

~ The most outstanding {aaturw of the 1ntermat1umqg
muﬂc*‘r‘ systam over ths 1970's has been the short and long
term variability of exchange rates, and the achievements of
the EMS in relation to this topic has been discussed above.
It might howsver be argued that the attempt to form a zone of
giresher monetary stability with an exchange rate rule as one
of its primary instruments has made Euwrope excessively
comcernaed aboult sxchange rate changes. '

Europeans frequently complain about the problems which a
lea%'lw dollar has caused for the EMS as a whole and for its
ituent members. Some of these complaints are
@rnuouds and exaggsrated. Bubt an wunstable dollar can
mplicars Community economic managemsnt. In the +irst place
%undg movve out of dollars the flows are not distributed

among EME curr@nrlerg But go predominantly, in the
ﬁEtﬁﬂiég into the deutschmark. This can uncover
latent tensions within the svyetem, but it has at times also
produced tenslions even when the Gmpetlflvm position of the
other countries vis—a-vis Bermany appears to be healthy and
their balance of payments in gmud shape, because the
dauvtschmark is the only EME currency which is widely used

J

1

o

1nFmrnatiuna11;" In these cases EME currencies other than
Germany may find themselves forced to devalue or to deflate

oF ta run dawn thelir reserves simply because of what is
happening to the dollar. Sscondly, large changes in the rezsl
gxrohangs rates of major third currencies such as the dollar

he yen can have far-reaching effects on resouwrce
location in the Community, whose gconcmy is relatively open
whose producers tend to be more strongly influenced by
mal developments than is perhaps the case in the United
. Az discussed above, the EME has attenuated these
facts. It also provides its memberb with extra resouwces
lde out temporary fluctuations i exchangs rates. Tk¢
vy short-—term financial mechanism, which has been
extensively used, is & form of reserve pooling.

L3

d.2 The EMS and ths
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Wher it waz set up & number of fears were expressed that
the EMS was swimming against the tide of the international
monetary system, that it could undermine the IMF and thalt the
EiZl) could compete with the 3DR. The record shows that the



EME is innocent on sach of these counts and that + e thermore—

it has given some useful cohesion which has allowed Euwrope to

be more constructive in the onh-going debate about the
international system.

SBince it was set up there has been a decrease in the

larisation of the fixed versus floating excharnge rate
debate. The EME was initially characterised by some as &

maive attempt to re-establish a fixed rate system in the
middle of a world which was moving steadily towards floating

te The five subseqguent years have shown this view to he
alaan Firzst, as discussed above th@ system does have an

exchange rate constraint but a very differsnt one from that
of the Bretton Woods system. Second there has been a general
movement towarde questioning the benefits of unconstrained
ingu The IMF's table of exchange rate arrangemsnts

s that only eight currencies are classifised as floahing
indspendently. It is now recognised that different
arrangemants may be more suitable for different countries or
groups of countries. Also there have been an increasing
rnumnber of suggestions, including those of Paul Araington and
o Jtﬁw1}“lliamson, for schemes which would allow greater
managemant of all the important sxchange rates. It seans
increasingly clear that the world can live with groups of
countries choging the final details of the particular

arrangements which suit them according to criteria like 1hu1r
openness and hence the magnitude of the impact of the
exchange rate on their domestic price structuwre. & greatsr

mirganisation will not necessarily come from &ll applvin
gxactly the same rules; it will come from increased
discretionary policy coordination.

The Community countries have been highly supportive of
e IMF, and the EMS arrangements do not create any conflict.
The Exchange rate arrangement is compatiasble with Artice IV
teh o expressty recognises the possibility that the
mamber countries of the IMF may adopt “"co-operative
arrangements by which members maintain the value of their
currencies in relstion to the value of the currency or
currencies of other members." The EMS countries in
accordance with the procedures of Article IV of course
informed the IMF when the svstem was established and keep the
Furnd fully informed when thesre are edchanges rate
realignments.

The EME does not create extra difficulties for the
Fund s survelllance procadurss. Each Cammunity country is

subject to an annual consultation in exactly the same way as
arny other member. The Fund now intendd to put more weight on

wnfhaﬁgﬁ rate developments in these consuliations and i its
discussions on the world economic outlosk. There may be

16

[ e



nocassions in'tha futuwre when the Fund considers -that- some—-
country participating in the EME showuld change its euchange
rate. The country concerned colld not implement this advice
without triggering a genersl rexlignment within the EFS, or
without the common agreement of the other EMS countries. A1-1
well as the obligstion to consult with the others laid down
in the rules, the megchanics of the system are such that one
central rate cannot change without all the ethers changing.
Thizs is bescause the central rates are sipressed in terms of
e ECU, which is & basket of all the currencies. Thereg is
howsver no necessary conflict. The objsct of the system is
not to maintain a given set of exchange relationships for
[ZRVR T

The EME doss offer its members the possibidity of
gxtansive credit facilities, which could entail the danger
that it would wundermine IMF conditionslity. Two points
should however be kept in mind. First, as has been discussed
above the EMES exercises a broader and garlier form of
conditionality on its members through the exchange rate
arrangemsnts and especially through the realignment process.
Second, }her& is no reason to assums that the conditionality
attached to Community credit neesd be any weaker than that
attached to IMF credit. It therefore ssems that any clash
batween the two is likely to be more apparent than resl. N

6. Monetary Identity and the ECU

The development of the ECU has fallen short of the
mup1ratxur“ that were volced in the Brussels Resolution —at
least so far as official use of the ECU is concerned. ECU
are not exwtensively used by central banks for settlement
DU pos . s an asset, they are precarious, on the one hand,
bzrauss they ars created by means of a temporary swap syshem
with no indication s to what may happen atter the
itional stage, and, on the other, because the volume in
istence is unstable, given that it depends on variables
wihich are themselves extremely volatile - the price of gold
and the exchange—rate of the dollar. Their attrctiveness as
arm asset is fuwrther circumscribed by their limited
arceptability f{fcreditors are under no obligstion to accept
ECU except in settlement of a claim matuwring under the very
short—term financing factility and only up to 304 of that
claim). Accumulated creditor positions in ECU are not
convertible, and the vield is low {(being an average of
pfficial discount rates?. For all these reasons, ECU are
orly used on & smal cale even in cases where debtors are

m
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explicity entitled to use them. A new type of-operation-has,
nevertheless, been introduced, with swaps between ECU and
national currenciss being utilised in oFdEF o mobilise
avallable ECU. As things stand at present, the ECU i*
considered not so much & reserve asset as & means of credit
that will eventually have to be settled using other ssot

Ferom 1%97% to 1983, about 80X of very shert-term
Financing operations were unwound without recourse to the ECU
through offsetting or advance repayments with creditor
currencigs. The cumulative amount of settlements in BECU is
of the order of 2,000 million ECU over the whole period. This
-*31*@ compares with a total ECU stock of SZ.000 milion at
- 1583, Voluntary transctions have resulted in net

A= ECU, which is also indicative of central
to hold down the level of net ECU balances.

X:
L..

baw Private Use of the ECU

Iin sharp contrast with the marked lack of enthusiasm for
CUin official circles, use of the ECU in the pr1tha
zector has been highly encowaging. The short-term ECU
marbkelt (interbank market and short-term transactions) iz at
2t estimated at 10,000 million ECUy the volume of long-
5 totals Z.300 million ECUW - making the ECU ths
writ with the third largest shars in euwro—-market
iﬁ 198%; outstanding medium—term syndicated bank
ount to about 20000 million ECU

L

fhis may be & promising development both for European
monetary cohesion and for the resistance of the EME to
extaernal shocks. Freer use of the ECU in commercial and
financial operations in BEuwrope would require incraased
coordination of policies and thus contribute to convergence.
More extensive international use of the ECU for invoicing,
setilemsnt, borrowing and investment would alsoc help to
duce the impact of external shocks, and spread it over the
entire set of Dommunity cwrenciss.

-

So far the role of the ECU in private credit markets has
devaloped more or less spontanecusly, with varying degrees of
=YW gw 2l on the part of individual member states. But the ECU
market is now so large that a more uniform response to market

pede 1s reguired from the national authorities of Community
countries.

Ra)
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7. Strengthening the EMS

from here?
Community

So where
governments,

do we go
inside the

7

ar reaching initiatives
nationdl governments
which involve an
mattaers of

st oromy of

zmall or mediwn siz

It is fairly clear thet

as indeed cutside it too,
- disinclined st the present time
in this field.
are most. reluctant to take-any
obvious abandornment
gconomic policy making — however
rad economies

to take any very bold or
In particular
stegs
of formal awtornomy in
illusory the

in today’'s

interdepsdent world may be ~ to somg supranational or

collective institution.

it is likely to take the
ambiticus improvements to
than of grand designs for

Therefore,
form of

What improvemesnts can realistically be esnvisaged?

So far as the exchange rate arrangements are concerned,
tha improvemesnt which the Commission would most like to see
is the +pll participation of sterling. The arguments against
this, bassd on the incompatibility of & fiked exchange rate
with the puwrswit of an internal monsy supply target no longer
sHound céw,zxriﬁgu I+ Bermany can reconcile the puwrsuits of,
both obisctives, then the UE should be able to do so as well,
although I do think it would be prudent to recognize that
this particular balancing act msay sometimes prove difficult
it we have +Wu large countries in ths system trying to
perform it, instead of just one as at present, especially
whean both the currencies concerned are widely used
iﬁtﬁrnafimmally. Mor do T believe that the fact that sterling
iz a "pelbroowrrency! any longer constitutes an imsuwrsmountable
ohetaclea. No doubt demand for sterling will continue to be
int luenced by fluctuations in the price of crude oil, but

oy rEsson Why UplaErd or downward presswre an the

rate thus induced
VEE

combination

the reser
OF BOune ¥ these.
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should not be
Community credit mechanisms,

the
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aften had to make ful use of their wider margins. and - -

I believe that in the more stable environment which may
reasonably be foresesn for the mewt FeW years they could live
with narrowsr margins.

It has sometimes been suggested that exwchange rate
realignments within the system should be timed in such a wWay
az to anticipate Exchang@'maghet pressure, and thus avoid-—
speculation. At first sight this seems eminently desireable
- to the extent that it is possible. BEut in fact, if the
rnesd for exchange rate adjustment is not obvious to
the markets, thern it may not be obvious to the authorities
2ilther. This in turn means that such realignments if they
can be agreed wpon at all, will tend to be small and if
2aligninents become smaller then, unless inflation

Fferentials become smaller too, the need for realignments

i i more fraguently. Bo there is a danger that this
approach might transform the EME into something very close to
a "orawling peg" regims. Many peopls, I know, would ses no
Farm in that., Our own feeling however is that if the process
; change rate adjustment was dedramatized too much, then
the exchange rate would cease to operate as a constraint on

3 i polioy and its effectivensss as a stabilizing

ce, wWhich is one of the most positive features of EME
would be greatly weakened, At a time when

forces remains strong thise would bhe most

*

Obhviouwsly, greater convergences of sconomic performance
will do more than anything to help the exchangs rats
arrangements to work smoothly. In these conditions sxchange
couwld be both small and infrequent. What can we
do to further the development of such conditions?

One line of action which I should like to see followed
would be for all our member states to declare formally that
thay will in future abstain from unilateral recouwrse to
restrictionsg on current payments (e.g. limits on tourist
@xpandi ture, inport deposit schemes). Such measwres have been
imposed temporarily by certain members from time to time. In
iy view they are inadequate as a substitute for more
fundamental measuwres and unnecessary as a complement to them.
&t the very lsast their use showld be conditional upon the
prior agreemant of the rest of the Community.

But the most important reguirement is that we should
improve swrvelllance and coordinstion of ow members economic
policies. Im particular I bslieve that we should pay more
attention to coordination of budgetary policy and to ensuring
that the mix between monetary and budgetary policies
contributes to exchangs rate stability., WUp till now thers
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haz been a tendency for too much of the burden. of maintaining

edchange rate stability to fall on the shoulders of the
monetary authorities. Budgetary-policy Ras all t0o often
been framed without dus regard to the consequences for the
balance of payments and the exchange rate. Belgium, Italy,
Denmark and Ireland are all examples of EME countries where
budgetsry policy has sericusly weakened the external
posibion. )

.

I believe that we should alzo make more strenucus
efforts to ensuwre effective swveillance of member countries’
grternal borrowing. fs I mentionsd earlier, the ease with
which countries have been able to borrow on the intermational
capital markets has encowaged some of them to borrow in
circumstances where there should have been more emphasis on
st jvustment. The Community has a number of official and
conditional oredit facilitiss availableae. I+ these had been
veerd and apropriate conditions had been imposed and observed,
I think the szxternal position of some of our member countries

oday might be considerably healthier than it is. It is
important that we should make more active use of these
cmﬁditiiyal facilities in future.

Gz regards strangthening the official and private role

of the BCU we could envisage: .

v, an increase in the =a
a central bank ressrve asset by ab
present limitations on its uss and
available on it;

cceptability of the ECU as
omlishing or reducing the
increasing the visld

Secondly, we should seriously consider allowing central
barnks cutside the Community to hold ECU as reserve assets if
they wish to do so. This might, for examples, be an attractive
proposition for countries which conduct & high proportion of

theiyr total foreign trade with the Community and which, under
Tpresent arrangemente, may find that the purchasing power of
their reserves, in terms of the currencies which they need Lo
pay for imports, can fluctuate unpredictably and alarminglys

Thirdly, removal of thosze legal restrictiormrs on the

private wse of the ECU which still, regretitably, swvive in

cartain member states and which thus constitute an obstacle
5

to the further integration of Community Financial markets.

today is be transformed and equipped to mest the
challenges of the futurs, a massive increase in inveshtment,
in new technology and new industries, will be reguired. Much
of the finance for such investment will no doubt continue to
come, as it hag in the past, from the reinvested protits of

I the somewhat antigquated structwe of BEwope s economy
to
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indus Lry.-éut'the role of equity investment must not-be — o m e

neglected. At present, eguity investment plavs a far less
significant part in the financing of private bBusiness in the
Community than is the case in the United States. To a large
extent this is because there are still numerous obstacles and
restrictions, bolth ]egal and administrative, to the frse {flow
of capital and investme income betwesen member states. The
abyclitdon of such res Jctxmns and the development od-a-Fulbly
integrated Community capltdl ‘market is a necessar Y, although
of cowses not a suwfficient, condition for the increase in
productive investmant than the modernization of ow sconomies
regquires,

I¥ we can achieve significant progress in these areas:
- gonsclidation of the EME sxchange rate arrangements

-~ improved economic policy coordination

- egncowaging the official and private uss of the ECU

~

- davalgymant af an integrated Community capital market
then I believe that we shall have created a financial
grviromnment that will be much more favowrable to non-
inflationary sconomic development than that which exists
today. I am afraid, howsver, that the road is still long and
Dumpy. ’
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