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INTRODUCTION 

Until 1971, the western world had ordered its monetary 

system reasonably well, in that in could be claimed that the 

member countries had developed a, albeit imperfect, single 

currency area form around the American dollar. The two 

instruments of the system were a fixed parities structure and 

international finance mechanisms, which were being constantly 

adapted, in the context of cooperation between countries, to 

eliminate balance of payments disequilibrium. 

The debacle of the Bretton Woods system and the Nixon 

declaration of August 15, 1971 rescinding the convertibility of 

dollars into gold did away completely with an international 

fixed exchange rate system. The emergence of the floating rate 

regime in 1973, however, failed to solve national 

payments problems and gave rise to increasing concern 

impact of exchange rates on national economies. 

balance of 

over the 

Floating 

exchange rates contributed to inflationary pressures by relaxing 

by relaxing discipline on global reserve control and 

thus permitted higher prices of all goods to be sustained rather 

than reversed. The exchange rate management of the 

international monetary system has thus in vain tried to find a 
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monetary solution for a structural problem. 

In Vlet.'-J of t.he~;e events, debate over the choice of 

monetary policy to be implemented in national economies has 

increased, rather t.han abat.ed. In the absence of international 

agreement on monetary reform, of that "'JOul d 

bring the world inflationary and dest.abilizing process under 

control, the EEC countries have opted for 3. more limit£~d, 

approach t.O monetar'y' stability. The 

establishment of the European Monetary System is to be seen in 

the light of the theory of optimum currency areas. That i s ~ it 

should be see~ as an attempt at creating a single currency area, 

through the use of fixed exchange rates and the creation of a 

parallel currency, the European Currency Unit. 

Linking it to a sketch of the aims of the fixed e:-:change 

rate school in order to assess the EMS in the light of future 

developments, this research will include a survey of the theory 

of optimum currency areas, making the crucial distinction 

between what is a currency area and what criteria needs to exist 

in order- for it to become an "opti mum" currency area. 

A currency area IS a geographical domain that possesses a 

single "form" of currency, ba!::',ed on the irreversible fixing of 

exchange rates with full convet-tibi I i tv, or by creating a 

par-all el or new currency replacing nati onal currencies. A 

currency area becomes optimal when it meets certain economic and 

/ 
'1/ 
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political criteria. Economic optima are defined in terms of 

price stability, highest possible level of employment, global 

welfare and payments equilibrium over the area; the political 

optima are defined as the best trade-off balance of national and 

international policy requirements and are more difficult to 

identify. The theory of optimum currency areas has 

these conditions for optimali.ty: 

openness of an economy, la.ck of 

fa.ctor 

money 

mobility, 

illusion, 

identified 

degree of 

conver\:;)i ng 

propensities to inflate, financial and policy integration. If 

these represent conditions for the optimality of a currency 

area, then it i~ clear that a currency area and optimal 

currency area represent two distinct, if interrelated, phases of 

a dynamic process of monetar·-y and political cooperation. A 

to currency area can be formed that is. sub-opt i mal in order 

achieve the optimal conditions. A currency area, throuqh the 

stabilization tool of fixed exchange rates, aims at controlling 

diverging inflation rates, at ~:n- omot i n q capital and labor 

mobility and at financial integration. This clearly implies the 

concept of evolution over a considereble time I aq. In effect, 

the optimums produced by a successful currency a.r-ea are two: 

political and economic. These are but still 

di~~tinct. It must be stressed that the fact that certain 

economic pre-conditions must exist in order to eventually form 

an optimum currency area should not, obviate or obfuscate the 

political process --and its relative characteristics-- involved. 

After all, a fixed exchange rate regime implies that the same 
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authorities that were nationally "undisciplined" become those 

i nter-na.t i ona.l1 y "committed". The commitment to 

global welfare~ or in this caSf-:?~ ~'Jel fare, and the 

minimi;;::~JtiCJn of indiviclual costs call for political. negotiation, 

consensus and decision-making. The underlying political process 

becomes exlicit particularly in assessing the costs of such a 

model. In order to overcome these costs,decision-makers must 

rise above certain considerations through the tool of political 

cooperEltion. It is this pt-ocess of politic'::-tl cooperation VJhi ch 

can guarantee the achievement of full labor and capital 

mobil it,,· ~ fini:"tncial i nt.eqr.:: •. t. ion and monet.ary and fiscal 

harmonizat.ion.Certain costs of forming a currency let 

alone an optimum one~ will always exist; t.he point. is to create 

Ol~ possess economic and poll.t.ical 

considerations that. will minimize those cost. Therefore, the 

analysis of the EMS in terms of the optimum currency area theory 

really be a study of "process of cooperation" 

(economically and polit.ically) the ultimate result of 

establishing a single currency area. 

This thesis proposes to analyze the EMS as a trend in the 

EEC to create an optimum currency area.JThe establishment of the 

EMS meant the fixing of e:-:cha.nge ra.tes, and therefore~ the 

creat.ion of a common currency area Io'Ji thi n whi ch 

occur which will eventually lead to the EEC being 

cUrrency area. tThe Et1S i~:; thet-ef are anal y::: ed as an 

chanl}es can 

an 
i 

optimum\ 

instrument 
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for promoting and fostering those changes. Such an analysis and 

assessment of the EMS is particularly relevant in the context of 

contemporary monetary relations. In an arena where individual 

actors are refusing to commit themselves to some type of 

monetary reform, the establishment of the EMS is bound to affect 

not only intra-EEe relations, but olso US-EEe and EEC - third 

country relations. 

Finally, it is useful to use such an analysis as the 

basi~ of projections of the role Europe can play in the future 

in international monetary relations. 

The choice on the part of the EEC members to opt for a 

monetary arrangement such as the EMS relies primarily on the 

adoption of a fixed exchange rate regime. Therefore, it is 

initially useful to delineate the constrasting 

underpinnings involved in the debate of whether to 

or flexible exchange rates. This i.s u.sefu.l if 

ideologica.l 

adopt 

one 

fi :-:ed 

is to 

understand why the EEC has found it more attractive to implement 

a fixed exchange rate system. The clarification of what the 

debate is all about, will be the means by which the premises of 

this thesis are set out. 

The cause of the world depression has been much debated. 

This debate has revolved around the choice of e:-:cha.nge rate 

policies to be implemented in order to control the inflationary 



-6-

and destabilizing process at hand in the international system. 

The policy choice debate that surrounds the two alternatives of 

fixed and flexible exchange rates reflects their i deDI og j. cal 

assumptions. On the one hand, the floating exchange rate school 

or "pure monetari!:':.ts" envisal]e a v-lorld consi st i nl;] of separate 

national economies, while, on the other, fixed exchange rate 

advocates Olr "g I obal mOnE?tar i st s" ~"Ji e~\I thf:? ~.oJorl d 

inter-dependent, closed economic circuit. 

as a highly 

The pure monetarists stress the significance of e:-:chanl;Je 

ratE~s a~.:; an effective equilibrating toll for maintaining 

national balance of payments without resorting to the painful 

option of increased unemployment or inflation. Changes in real 

income t.hrough exchange rate variations would affectively 

substitute for real income variations through adjustments in its 

money wage rate or price level as would be the case under fixed 

exchange rates. In addition, flexible exchange rates act as an 

insulator for the national economy from disturbances or monetary 

shocks that generate from abroad due to policy misjudgments. 

Under flexible exchange rates, 

pursue independent moneta~-y 

neighbor's and/or allies' needs. 

The global monetarists, 

therefore, 

policies 

nation states can 

di s~-egardi ng their 

argue that exchange 

rate fexibility is an ineffective tool for payments adjustment, 

and that, on the contrary, has a significant propensity towards 

dynamic ins;tability. In ViE?vJ of the lack of money illusion in 
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small, open economies (which constitute the majority of the 

world), undisciplined exchange rate behavior can only give rise 

to vicious circles of price-wage exchange devaluation spirals 

that my be very difficult to arrest in face of daily political 

realities, thus constituting an indpendent source of i n fiB. t i on. 

In addition, countries which adopt fi >:ec:l exchange rates can 

diffuse their policy mistakes. This in itself is not a desirable 

prospect for partners despite the fact that of 

burden upon m~ny shoulders is always inferior to the same burden 

on one pair of shoulders. As a consequence, a fi:·:ed 

rate regime implies a firm and explicit commitment 

coopered: i on. 

to 

Therefore, three major ideological distinctions 

e>:change 

monetal~y 

must be 

made between these two approaches: first, the pure monetarists 

depend on a fragmented vision of the world constituted of a 

series of isolated national bl2.ck bo:-:es in I'Jh i ch political 

events and human interactions playa small role and have limited 

significant impact on international trade and monetary relations 

due to the implicit belief of the constraining effect of the 

existence of exchange illusion, while the global monetarists 

envisage the international system as characterized by highly 

interrelated market places and political forums where e:·:change 

illusion does not exist or is reduced to a minimum; second, pure 

monetarists believe in policy makers that are disciplined hence, 

in "managed floatinq", ~oJhile global monetarists intrincically 

distrust the capacity of policy-makers to resist the temptation 
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of responding to internal political forces (e.g. labor union 

demands for wage increases or employment creation)~ therefore 

leading to uncontrolled eexchange rate behavior; third~ and as a 

consequence~ purists tend to view welfare in national terms in 

contrast to the globalists who argue in favor of world welfare. 

This thesis ascribes to the latter school of thought, 

i.e. to the global monetarists, because the premises of the 

fixed exchange rate approach reflect a more realistic picture of 

international political economic relations and problems~ taking 

into account both national and international requirements of 

policy-making~ unlike the flexible approach which depends on the 

single facet of economics. It is not that the purists do not 

acknowledge the existence of political forces~ but rather, 

believe that these forces are subservient to governments' 

they 

lack 

of will to abdicate national 

contrast~· argue that national 

sovereignty. 

governments' 

The globalists, in 

reluctance 

overcome~ when other political considerations 

can be 

become 

overwhelming. The interesting aspect of this debate, in light of 

the EMS, is to analyze whether the interaction between these 

political forces has led to a viable evolutionary process in the 

EC towards the establishment of an optimum currency area. 

Finally, this thesis recognizes that, though economic 

costs and benefits are measurable, political workability is not, 

and~ therefore, weighing economic and political fectors against 

each other is ultimately a subjective matter. 
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Keeping in mind the ideological underpinnings of a fixed 

exchange approach, Chapter One will proceed to deal with a 

particular regional fixed exchange regime, namely the theory of 

optimum currency areas. This chapter will survey the literature 

dealing with this concept, high lighting the major contributions 

and the most significant criteria for establishing an optimum 

currency area. Chapter One will conclude with a cost/benefit 

analysis of the theory in order tb, not discredit the flexible 

exchange view, but to underline the advantages an optimum 

currency area approach can offer to nations possessing or 

attaining certain economic and political optimal criteria. In 

this way, an argument in favor of a regional fixed exchange 

regime is to be seen as offering a viable alternative to the 

present international monetary chaos, by presenting 

by which th EC will be able to gain control 

long-term trends. 

over 

conditions 

and modify 

The establishment of the EMS is mooted in both economic 

and historical/political forces. Chapter Two will address the 

considerations that led the Community to create the EMS. Part of 

Chapter Two will delineate the historical/political evolution of 

the European Monetary Union and its impact on the process of 

consensus in creating the EMS; major consideration, however, 

will be dedicated to the economic forces and indicators that 

pushed decision-makers to pursue stabilization policies in 

monetary affairs. ~irst, general economic performance indicators 
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of the EEC as a whole are analyzed as playing a role in this 

integrationist policy. Second~ and more specifically~ the cases 

of five EEC nations will be presented in order to clarify the 

individual reasons for which these member states chose to join 

a currency area. These nations are France~ Germany, Italy, 

Netherlands, and the United Kingdom. The Netherlands will 

representative of the extremely small, open-economy case, 

economy highly susceptible to exchange rate changes 

The 

be 

an 

and 

traditionally closely linked to the stronger currencies,such as 

the DM. Germany and France are examples of relatively less open 

and larger economies, which, however~ have a large stake in the 

success of monetary stabilization policies in order, for example, 

to protect their agricultural product, prevent rising inflation 

and reduce the competitiveness of the dollar in relation to 

their depreciating currencies. Italy, though another less open 

and larger economy in the EEC will show how the enactment of 

internal vicious circles can lead decision makers to opt for 

contractionary monetary policies, as advocated by the 

establishment of a currency area. Finally, the United Kingdom 

will be used as somewhat of a contrast to the above-mentioned 

cases. It is a contrast because, though a member of the EEC, the 

United Kingmdom has not consented to full participation in tho 

EMS while being member to the swap deposits of the ECU. This is 

the classical situation of a nation that may considler it 

politically desirable to join a currency area in order not to 

remain isolated from its partners, but that may be costrained by 



-11-

real market and ecomomic factors. In this way~ the United 

Kingdom will show what drawbacks a currency area membership can 

present if certain preconditions do not exist. 

Chapter Three will proceed to give a brief description 

of the structure and operation of the EMS~ followed by a 

detailed description and assessment of the ECU~ pivot mechanism 

of the system. The ECU will be compared to the parallel currency 

notion in Chapter Two. The very fact that the ECU is not a 

fully-fledged parallel currency does not~ however~ reduce its 

importance as a stabilization tool or reference point for 

improving economic conditions and furthering convergence within 

the EEC. In this way, the ECU is then assessed as the 

trend-setter for the EEC towards the eventual establishment of 

an optimum currency area~ by first attaining the political and 

economic optimal criteria envisaged by the optimum currency area 

model. 

Finally, Chapter Four will conclude this research by 

drawing the conclusion that the EMS, though not an optimum 

currency area now, does represent an important landmark in and 

stimulus for the process of European monetary integration. 

However, this thesis does not go to the extent of predicting 

developments in terms of complete monetary integration, but 

rather, is concern with seeing the potential development of the 

EMS in the light of an optimum currency area formation. The 

conclusion argues that in light of the March 1983 crisis of the 
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French Franc, and the trends since 1979, the EMS is not in 

immediate danger of falling apart as did the snake, and that, in 

contrast, it has proven to be a more credible and solid 

institution than the 5n~ke. 

Yet, Chapter Four also addresses a fundamental problem 

and paradox of the EMS: when the dollar is weak, the political 

rationale of the EMS becomes stronger, yet the EMS parities 

become harder to mainta~n; on the other hand, when the dollar is 

stronger, the original political motivation disappears whilst 

technical operations become easier. This contradiction needs to 

be resolved and gives rise to an important question: are the 

roots of such a contradiction to be found in the EMS or also in 

the optimum currency area theory? The answer given by this 

research suggest both the empirical and theoretical 

at fault. 

casses are 

The EMS is not an optimum currency areas, yet the theory 

does not resolve problems such as interregional imbalances. The 

view of this thesis, however, is that the EMS can play a 

significant role in bringing about a certain amount of ecomomic 

reform in the monetary field. Can this role be extended to 

creating conditions for an optimum currency area, at the risk of 

modifying certain features of the theory which do not 

practice? 

apply in 

In conclusion, this thesis attempts to discuss the role 
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of the Ei'm j n e:reat i ng an optimum currency area .. The 

establishment of the system has created some form of economic 

regulation. If this great experiment and test of political will 

within the EEC to "stick-it-out-together" will r-esist and 

constructively fight adversity~ the EMS may succeed 

economic perfomances closer. in reducing ideological 

in 

biases of 

different national political parties/systems in order to pur-sue 

realistically common stringent and contractionary policies. If 

the whole of the EMS and EEC partner can achieve this much, 

interregional imbalances may be reduced, factor mobility may be 

freed~ at least within the EEC. 

The paradox of the EMS vis-a-vis the dollar can only be 

I~esol ved v-Jhen internal economic problems of 

political conflictuality of the EEC are resolved 

disparity and 

possibly 

through a common policy fostered by such a system as the EMS. 

The dollar problem may be resolved through a full-fledged 

promotion fo the ECU creating strong and healthy competition. 
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"The All 

Saints' Day Manifesto for European 1'1onetal~y Uni on" signed by 

eminent monetarists.[lJ This manifesto called upon the European 

public to use sound economic analyses~ in conjunction ~-Ji th the 

presents political aspirations in forming a European monetary 

union. Propositions were sketchily outlined by which a union in 

Europe and a single European the Europa~ could be 

achieved. In essence, these economists were placing reliance on 

the optimum currency area approach for restoring order 

monetary situation by infla.tion, unemploment and, 

particularly, confusion. 

The optimum currency area approach has traditionally 

a.dvocated f i ::ed exchange rates as a means of realizing 

simultaneously full employment, price stability and e:-:ternal 

balance without the impositions of controls on payments, trade 

and investment: the standard objectives of economic policy. 

However, in face of reality~ it is certain that one cannot rely 

solely on one facet -- i.e. economics -- to provide the tools of 

analysis of the optimum currency area theory. Political 

structural developments of economies are necessary, if 

and 

not 
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sufficient, factors involved in fixing exchange rates. 

If fi ;.:ed e;.:chan':;je l~ates are at the co~-e of an optimum 

curl~ency area, then one must. ask: ~'Jhat conditions favor- fb:ed 

e:·:change r-ates in or-der- to constitute an optimum curr-ency ar-ea? 

Var-ious author-s have attempted to answer trd.s question~ and 

ther-e has been no unambiguous solution pr-esented. The test of 

validity can only be empir-ical pr-oof~ and after- a discussion of 

the theoretical a pr-actical application to the 

Eur-opean Economic Community and, in par-ticular-, the workings of 

the European 

f l~ amevJOI~ k . 

Monetar-y System,should pr-ovide the practical 

The theory of optimum cur-rency ar-eas was fir-st pioneer-ed 

by R. Mundell in 1961 [2J and, ~'Ji th I'1cKi nnon [3J and 

Kenen (1969), [4J constitutes the tr-aditional school of thought. 

These author-s wer-e wr-iting dur-ing a per-iod when f i ~.: ed e:·:change 

r-atE~s and conve!~ti l:Ji I i ty ~o,Jer-e the or-der- of the day 

--i rlter-nat i onCl.1 monetary conditions vJh i ch quite 

consider-ably fr-om thosE' of the seventies~ ~o,Jhen Ifloatinl:;1" became 

incr-easingly accepted and economic and r-egional differ-ences 

within the EEC wer-e becoming more obvious. This gr-oup 

essentially emplasized economic cr-iter-ia in defining the 

optimalty of curr-ency ar-eas. Consequently, ther-e is a touch of 

i dea.1 i sm in their- cr-iter-ia for- implementing stabilization 

policies thr-ough the use of fixed exchange rates: after- all~ 

double digit inflation and unemployment r-ates were vir-tually 
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unknown in a Europe characterized by full employment and 

inflation. The experience of the seventies was to put 

models to the test. 

The second group of economists, such as Corden 

Magnifico (1972), Tower and Willett (1976), Ishiyama 

their 

( 1973) , 

( 1975) , 

etc. , pl~esented mOF'e critical and comp I e;-: theoretical 

propositions. There was an increasing tendency to compare the 

theoretical propositions with then practical case of the 

European Monetary Union, and to take into account the phenomenon 

of inflation and steeply falling employment. The pressing 

realities of a floating exchange rate regime called for a 

cost/benefit anal 'lsi s· of optimum cu.rrency areas, and 

particularly called for the substitution of a purely economic 

approach by a more practical political economic analysis of 

conditions under which to establish fixed exchange rates. 

1"lundE'11 (1961) clE·fineci a currency area as a "domain 

within e;-:change rates i3.re fi>:ecl.1/ [5J He further 

emphasized that the optimum currency area was characterized by 

internal factor mobility and e;·; ternal factor immobility. 

Flexible exchange rates would function as the equilibrating 

mechanism between different optimum currency areas while factor 

mobility within the areas would act as an effective substitute 

for flexible exchange rates as an equilibrating 

mechanism within the area. 
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Two elements are implicit in t.his initial concept of 

optimum currency areas: first, Mundell did not advocate that the 

whole world should constitute the opimum size area, particularly 

in view of the lack of ·fu.ll-fledgE=!d factor mobility; second, 

flexible exchange rates are not e;.:cl uded as effective 

equilibrating mechanisms betwpen currency areas. 

The world does not constitute an optimum currency domain 

because it is too and consequently too politically, 

geographically and economically varied which causes breaks in 

the degree of factor mobility. Between t.he two extremes of the 

spectrum -- a global currency area or the splintering of 

currencies into individual barter envisages a 

currency area constituting either a single large ~ountry or an 

arrangement comprising a group of countries whose currencies are 

linked together through fixed exchange rates, floating vis-a-vis 

other major currency areas. This is the case of the EMS which is 

attempting to pursue stabilization policies through linked 

exchange r~te5 in order to offset the contemporary monetary 

chaos. 

It is important to note that currency areas, as invoked 

by Mundell and subsequent authors, are seen as increasing the 

usefulness of money as a medium of exchange. It is clear that if 

the international system were reduced to i ndi vi. dual-type 

currenc i es, vJe ~'Joul d be reduced to a barter system. By "uni fyi ng" 

or "l ink i ng" curt-enci es, gt-eater monetary cohesi on is created, 
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and currency conversion costs are reduced as the number of 

currencies decreases. In addition, a currency area would inhibit 

speculation~ common to thin exchange markets of small currency 

units under a flexible exchange rate system. By inhibiting or 

curtailing the disruptive force of speculation, stabilization 

policies have a better chance of being successfull. 

The second implication that factors of production 

mobility can substitute for flexible exchange rates as a means 

of payments adjustment is somewhat dubious when 

international level. 

applied at an 

It is unrealistic to believe that labor mobility is free. 

Cultural, linguistic and geographic differences are very great 

between even the closest neighbours (Europe is an example), 

immediate differences necessarily inhibit rapid and 

transferral of workers from one region to another. Indeed, the 

psychological and social costs are very real and high. Also, 

one cannot ignore the fact that present social security benefits 

may prove to be a disincentive to labor mobility, as well as 

that -- as in the case of the EEC -- though labor mobility is 

legally guaranteed as envisaged by Art. 48 of the Treaty of 

Rome, national authorities are increasingly screening residence 

applications, and applying new national labor criteria laws. 

How effective can factor mobility be as a substitute of 

flexible exchange rates when we see increasing attempts to block 

both labor and capital mobility from one country to another? The 
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experience of the sixties has shown that both capital and labor 

tended to move to already highly developed and wealthy regions. 

The formation of a currency area can lead to 

interregional imbalances. In the same fashion that a nation 

state has more prosper6us and depressed areas, a currency area 

could induce or aggravate regional differences. In the case of 

both capital and labor mobility, there would be a factor flight 

to more developed and prosperous regions, thus depressing the 

poorer region even futher. 

In order to avoid this process, nations would impose 

stringent capital and labor controls: decidedly a nonoptimal 

solution. This would lead to a deterioration of intra-area trade 

relations and eventually to a process of disintegration. There 

would be a loss of general welfare through the loss of capital 

and labor mobility_ If, on the other hand, these controls were 

not imposed, how would interregional imbalances be adjusted. 

It has been proposed that the establishment of a reserve 

fund would provide the depressed areas with financing for the 

deficits. However, this is far from an optimal alternative and 

would be at least only an interim solution. Financing of 

depressed areas, if not accompanied with effective policies for 

increasing the economic performance of those areas, would only 

cure the symptoms rather than cause of depressicin and therefore, 

perpetuate the underlying conditions of economic disparity. The 

balance of payments will not be adjusted or improved in the 
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long-run. 

The best solution for redressing interregional imbalances 

would be the transfer of payments through a supranational fiscal 

transfer system. This payment mechanism, 

carries with it enormous implications of 

on the other 

moneta.ry and 

hand~ 

fiscal 

the need for political negotiations B.nd 

commitment. 

~",a.s the fir st to criticize Mundell's 

factor mobility approach. He argued that fattor mobility did not 

constitute an essential feature of an optimum currency area, 

unless all else failed. [6J He empha.sized that "openness" of an 

economy should be used as an economic cr i tf'?r i on for analyzing 

the optimal condition under which fixed exchange rates should be 

implemented. "Clpenne!3S" is defined by I'1cKinnon as t.he "ratio of 

tradeB.b 1 e to nontr adE?B.b 1 e goods" (tradeab I e goods include both 

exportables and i mpot-·tab 1 es) . [7J In essence, I'1cKi nnon' s 

argument is that the effectiveness of flexible exchange rate 

policy as a means of payments adjustment for 

example, the improvement of the trade account is i nve~-sel y 

proportional to the increasing openness of an economy_ In short, 

the mOIre open B.n economy ]. s, the less effective flexible 

exchange rates are as a policy for achieving internal price 

stability and full employment.[8J McKinnon advocates 

fiscal policies in order to restore the balance of 

disequilibrium. He restates Mundell's concern over 

internal 

payments 

inhibiting 
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speculative movements that would arise under flexible exchange 

r- ates, and c: onc 1 UdE'S that a 1/ pol icy of comp 1 et el y f 1>: ed e;-: change 

r-ates (or- common cur-rency ties within the outside wor-ld) 

be optimal." [9J 

would 

In his discussion of how the openness of an economy 

influences the choice of opti rna.l economic policies, 

ar-gues that ther-e exists little money illusion in a 

economy. This is an extr-ernely important point, a point that was 

to become the basis of fur-ther propositions in of f i >:ed 

exchange rates in Eur-ope in such documents as the OPTICA Repor-ts 

(1975,1976). t1ckinnon (1971) defined money illusion as "the 

maintenance of stationar-y expectations regarding the e:<i sti ng 

pr-ice levels by individuals in the face of aggregate pr-ice level 

mOVf?ments,1/ [10J Ol~ a.nd vli. 11 et t argue (1976) , 

"pclrticipants in tt-',e mctr-ket act as if they are unawar-e of the 

effect on r-eal wages of changes in the pr-ice level." [ 11 J The 

lack of money illusion on the part of implies that 

exchange rate variations ar-e seen as affecting in r-eal ter-ms 

their- purchasi nl::J po,-ler- • That i s ~ they lack "e:.:change r-ate 

illusion" Ol~ they do not act lias if they ,-Jer- e unal--Jar-e of the 

effect of e:·: chclnge r-ate chan!:;)e on the pur-chasing pOI--Jer of 

domestic cUl~r-ency • " [12J 

Basevi and De Grauwe (1978) [13J have shown that flexible 

exchange r-ates can lead to the enactment of vicious cir-cles in 

which the rise in the pr-ice of impor-ts~ due to a cur-r-ency 
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devaluation or an external shock, will eventually be transmitted 

to the price of domestic exports through wage agitation, price-

wage indexation mechanisms and consequently wage increases. [14J 

The Basevi and De Brauwe study has become what is known as the 

vicious circle theory in economi. cs. l"1arion Bond ( 1980) 

succinctly defines the main argument of the vicious circle 

theory: 

IJ arl initial foreigrJ or-
domestic disturbance can set into 
motion a ~umulc\.j::.iv€?_ process of price 
inflation and exchange depreciation~ 

through which the exchange rate is 
r a£l.J_~LL~ passed through into domest i c 
prices and costs and back again to 
the e:-:chan':;)e rate." [15J 

(underline added) 

The vJords "cumula.tive" cmel "rapidly" need to be stressed as they 

are particularly relevant to the case of small open economies, 

and therefore to the EEC countries. 

Vicious circles are created in an the 

economic system of a nation is subjected to a monetary shDck 

that leads to a currency devaluation. An increase in the money 

stock, for example,leads to a monetary expansion that provokes a 

lowering of domestic interest rates and capital outflow. Currency 

devaluation ensues, rendering the price of domestic e:<ported 

goods cheaper in terms of foreign currency (i.e. denominated in 

domestic currency f Ol~ buyers) , but maki.ng foreign 
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imported goods more expensive relative to the domestic currency. 

A whole process is set in motion, a process which is provoked by 

this initial disequilibrium and which moves towards establishing 

a new equilibrium point, where price increases match 

inflationary expectations, increases in domestic currency and 

exchange rate devaluation occur at the same rate. [16J This 

adjustment process is seen as a natural response mechanism of 

the economic organism. If interfered with by misguided national 

policy-makers, a spiral of exchange rate depreciations and price 

inflation,is set off. This spiral is primarily caused by the 

rapid transmission of the exchange rate devaluation from the 

price of imports to the price of exports. This process becomes 

cumulative in small, open economies, which are vulnerable to 

this rapid transmission. However, the vicious circle theorists 

maintain that vicious circles are enacted only when 

inappropriate monetary policies are chosen by policy-makers. 

These wrong policies include accommodating monetary 

policies that illusorily alleviate the immediate and pressing 

problem such as unemployment, but which have very short-term 

effects and imply an eventual need for further devaluation. [17] 

As a consequence, the vicious circle theorists stress the need 

for fixed exchange rates as a way of removing this policy option 

from undisciplined decision-makers, and thus reduce inflation 

caused by these vicious circles. This argument is linked to the 

aims set out by McKinnon, of price stability, fLIl I employment 
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and external balance. With the upswing of inflation and 

unemployment in the seventies, however, interest has been 

concentrated on resolving inflation. 

At the basis of any discussion of inflation and 

unemployment, or rather, inflation-versus unemployment, lies the 

significance of the Phillips Curve. The Phillips Curve shows 

that the rate of unemployment and the rate of change of money 

wages are negatively correlated. In short, there is a negative 

trade-off between unemployment and inflation. The choice for 

governments is to accept less inflation and more unemployment or 

less unemployment at the cost of increasing inflation. There 

has, however, been a great deal of literature which deals with 

the real impact of the Phillips Curve in the longrun. Many 

authors argue that there really is no long-run trade-off between 

unemployment and inflation. [18J If this is so, in the case of 

open economies that possess little or no money illusion and that 

are extremely vulnerable to external shocks or disturbances, the 

solution may have to be fixed exchange rates. It would be 

extremely difficult for the national authorities to be highly 

disciplined and refrain from using the exchange rates to redress 

payments disequlibrium, even if only so in the short-run. This 

is certainly not the political case, where national authorities 

experience strong pressures from their electorate to intervene 

in some way to fight rising unemployment, 

policy-makers are somewhat forced to intervene 

adjustment process of the economy. 

in 

and hence, 

the natural 
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One need look only at the effect the oil shocks of 1971 

and 1973 had one the Western European economies. Not only did 

all the prices of imports increase, but in addition, the price 

of production inputs fuelled inflation. It ~'.j3.S di.fficult to 

arrest this inflation~ry cycle, particularly in countries such 

as Italy and Britain, where negative balance of payments 

positions led to only greater deficits and rising unemployment. 

Authorities intervened in the economy with artificial solutions 

to the problem of unemployment through the use of accommodating 

monetary policies that gave rise to vicious circles and 

continuous devaluations. Accommodating monetary policies were 

blamed for the vicious circles. In thi s t""ay~ f i ;-:ed e;-:change 

rates could be seen as one method, in conjunction \.'-Ji th others, 

to insulate economies from both imported 3.nd domestically 

produced inflation. 

It is important to point out, however, that t1cKi nnon' s 

analysis was based on microeconomic disturbances rather than 

macroeconomic ones. He was looking at the effect of f 1 e:-: i bl e 

exchange rates and the elasticity of foreign demand for and 

supply of goods. Under fixed exchange rates high elasticities 

reduce the change in the domestic price level needed to effect 

adjustment, thereby substituting for wage and price flexibility. 

High elasticities tend to reduce labor union power and 

the i ndustri al "patronat" pm·Jer. lJ.Ji th f i ;·:ed e;·:change rates and 
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high elasticities, the private sector is stimulated to adjust 

wages and prices automatically according to changing competitive 

pressures, and the level of these prices and wages will tend to 

diverge the least possible from the levels that maintained full 

or maximum employment in that region. However, the majority of 

the EEC countries do not possess wage and price flexibility due 

to the existence of various price-wage indexation mechanisms. If 

the impact of these indexation mechanisms were reduced~ high 

elasticities could become an important tool of substitution for 

the national authorities~ rendering fixed exchange rates more 

efficienty. 

In contrast, the vicious circle relies heavily on 

macroeconomic disturbances~ even though the two schools of 

thought both argue in terms of the lack of money illusion and 

openness of an economy. Finally, McKinnon writing in 1963, did 

not concern himself with macro economic disturbances springing 

from abroad; that is, he implicitly assumed that price stability 

prevailed in the rest 

empirically wrong. 

of the world: he was to be proven 

Kenen (1969) offered an 

McKinnon' s openness argument. 

interesting contraposition to 

Agreeing with the logic and 

theoretical validity of Mundell" s criteria of factor mobility, 

he disagreed with its practical application~ pointing to how 

real factor mobility does not prevail in the real world and 

that, therefore, one needed other criteria of analysis. Kenen' s 
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motif was the diversity of production in the economy. [1.9J The 

proposition stands thus: economies possessing high degrees of 

product diversification may opt for :f:.J :-:I'~. e:·:change rates vJhi Ie 

economies with a I O~'J product mi :-: need and should maintain 

"fle:-:ible" e:-:change rat.es. In the C·3.Sf"J. of c,.n e:·:t.ernal shock 

under ·f i:< ed e:-:chan()e rates, well-diversified economy 

(diversificat.ion defined in t.erm of import.-substitut.ion) [20J 

can substitut.e an exchange rate change with a f act.ol~ shift 

(cap:lt.al and 1 3.bot-) from the declining industry (i . e. the 

industry that is losing demand due to the shock) to the rising 

industry (i.e. the industry to which demand is being diverted). 

Not only would the shift of factors of production occur, but in 

addition, any unemployment that may result would ony represent a 

very small proport.ion of t.he total working population of the 

nation and therefore not. const.itute a heavy economic burden. In 

shol~t, "product diversi.ficati.on always serves to shield the 

labor from this class of [e:-:ternaIJ shock." [21.J 

Conversely, an economy with d. IOv-J degree of product 

diversificat.ion e:-: per i ence a severe increase in 

unemployment that could not be shifted to another industry. The 

unemployment occurring as a result of a shock or disturbance to 

the syst.em under fixed exchange rates would inflict unacceptable 

damage to the economy. 

Kenen's approach presents us with two problems. First of 

all, it implies that labor in a well-diversified economy is 
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is!, that workers possess identical skills 

and/or that industries require identical skills, thus all ot.-Ji ng 

for a shift of labor from one industry to another. This is 

unlikely because if a nation is well-diversifed and 

diversification is defined in terms of import-substitution it 

would seem rational to assume that diversification represents a 

vari ety of 

divergent skills 

import-substitution 

industrial sectors requiring 

in to 

goods. Secondl \/, 

contr aeli cts comp 1 etel y t'1cI<i nnon' s "openness II 

~:::enen' S 

ar.:;)urnent. 

varying 

produce 

position 

In his 

criticism of Kenen, McKinnon has pointed out the non-optimalty 

of Kenen's prescriptions for a currency area. [22J A 

well-diversifid economy tends to be very large and with a small 

foreign trade sector -- therefore, closed. Therefore, what Kenen 

is prescribing is that closed economies should adopt 

fixed exchange rates while small,not well-diversified economies 

(with large foreign trade sectors and hence, very open) for 

flexible exchange rates. This seems to be decidedly non-optimal 

inasmuch that a large economy with a small foreign trade sector 

representing a small proportion of GNP is not as vulneable as 

small open economies to the negative effects of using fIe}: i b Ie 

exchange rates as a form of payments adjustment. Yet Kenen's 

model prescribes that these larger economies pursue monetary and 

fiscal policies to maintain external balance. Flexible exchange 

rates for small open economies are only an illusory alleviation 

of the problem of redressing the terms of trade. 
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Kenen, though conceding that 

main counter-argument to his model, 

this point constitutes a 

finally dismisses it as 

weak. [23J The differences in prescription between McKinnon and 

Kenen are also due to the difference in what they analyze as 

being the source of disruption to the economy. McKinnon bases 

his propositions on internal shocks as the source of the 

problem, while Kenen sees adjustment necessary due to external 

shocks. Fbr Kenen, flexible exchange rates allow an economy to 

insulate itself from outside disturbances. If foreigners are 

less adept at economic management or more prone to err, flexible 

exchange rates are much to be preferred to insulate a stable 

domestic economy from another country"s errors. The problem with 

this type of logic in application to international monetary 

relations is that optimality of a system has always to be 

judged from a global point of view, because a small open economy 

may be insulating itself, from its neighbor's errors by using 

flexible exchange rates, but it is also compounding the 

consequences of those errors; and if fixed exchange rates allow 

a large economy to diffuse its own mistakes, 

these same mistakes on its trading partners. 

it also inflicts 

In addition, one 

could argue that open economies are, in the end, more prone to 

being unstable and therefore have difficulties pursuing a 

flexible exchange rate policy, while large closed economies tend 

to be more stable and worry-free under flexible rates. 

Clearly, exchange rate movements are generated by a lack 
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of confidence in a national cu~~ency o~ as a ~esult of some 

external shoc~. Lac~ of confidence is lin~ed to va~ious economic 

and political facto~s. F~ance experienced th~ee la~ge and 

painful devaluations since the election of the Mitte~~and and 

Socialist gove~nment. Capital flights took place as investo~s 

wanted to ave~t losses that might acc~ue th~ough nationalization 

and othe~ economic policies the Mitter~and goverment had 

promised to pursue. Italy's political instability and chaotic 

monetary policy of the early seventies distinctly discouraged 

investments in Italy, and contributed to massive capital flights 

abroad. On the othe~ hand~ Ge~many has expe~ienced appreciations 

as a consequence of capital flights f~om othe~ countries, dollar 

instability, and confidence in its consistently stable and anti­

inflationary economic policy. Devaluations in a-country tend to 

become a self-fulfilling process: that is, as lack of confidence 

may give rise to devaluations~ those ve~y same devaluations 

generate more lack of confidence. 

Ing~am (1969) [24J further unde~lined the implicit 

concept in Mundell's model of financial integration. Ingram 

called for a high deg~ee of financial integration in orde~ to 

establish am optimum currency area. Integration of financial 

markets would ensu~e perfect capital mobility which would 

obviate the need for exchange ~ate fluctuations, as capital 

would move as a response to f~actional changes in the interest 

rate. In this case, the interest rate differentials would act as 

the equilib~ating factor within an optimum currency area, with 
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financial integration reducing capital flows. 

While it is generally agreed that Cc!pi tal is highly 

responsive to attractive interest rate differentials, the 

establishment of a fixed exchange rate regime as within a 

currency or optimum currency area can actually force national 

decision-makers to impose exchange or capital controls, 

building up major undesirable obstacles to capital 

thereby 

flows. 

the promotion of financial integration may be 

severely hindered by a decentralized single currency area. That 

is, if a single currency area does not set up a centralized 

monetary authority controlling tha supply of money and interest 

rates, national authorities may move to implement stringent 

capital controls in order to arrest capital outflow that put a 

great deal of strain on the national currency, and consequently, 

pressure on the national authorities to dip heavily into their 

reserves and intervene in order to maintain the exchange rate 

levE-?l. 

As far as private sector short-term capital movements 

are concerned there is already a large measure of integration of 

money markets across the exchanges, though, because of low 

tr-ans<":!.Ct ion costs and the international importance of the 

dollar, this integration has tended to be on a world scale as on 

a community scale. Unfortunately, complete capital mobility 

!.-Ji th in the EEC has been I~estr i cted and has been a reflection 

of the problem nation-states encounter by the establishment of a 
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fixed exchange rate regime. 1983, the l'1i tten-and 

Govel~ment in France was forced to impose extremely harsh 

exchange and capital 

increasing burden on 

controls on its citizens due to the 

Bank to intervene in the 

exchange market in order to save the Franc. This illustrates 

clearly the dilemma confronting a nation-state when becoming a 

member of a currency area, while pursuing incompatible national 

economic policies which undermine confidence in the nati onal 

currency. Therefore, though it may be desirable to remove all 

exchange restrictions -- a necassary pre-requisite pf financial 

integration -- it must be kept in mind that capital mobility is 

not compatible with a fixed exchange rate system that is not 

governed by one monetary authority. The kind of cost and trade-

off that nation states must in order to set up a 

supra-national authority is a major consideration analyzed in 

further detail in the next section on the costs and benefits of 

an optimmum currency area. 

Cr:i ti cs of Ingram have argued that financiCl.l market 

i ntegr 2.t i on i <;:" not 1 i kel y to ha.ppen as long as If no large stock 

of inte~-nCltionally <:iccep·table finance assets" e;.:ist. [25J 

However, there is no chance for any financial assets to exist in 

large amounts unless confidence is borne out of financial market 

integration. In 2.dd it i on ~ 

Ingram's proposition 

critics have further 

not make the crucial 

between financing and adjustment of payment. [26J 

argued that 

distinction 

That is, if 
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capital flows were to be the equilibrating factor in an optimum 

currency area, the adjustment in the balance of payments would 

not be real. Capital flows would be a form of borrowing and real 

adjustment would be postponed. 

Howeve~, though Ingram"s model leaves much to be desired 

and does not present a viable criterion for establishing an 

optimum currency area, it does give rise to some fundamental 

questions on the nature of the optimum currency area, its 

evolution, its goal. Ingram was describing a much more dynamic 

concept that pioneered by Mundell. Its dynamism stems from view 

of an optimum currency area as one part of ~he whole procedural 

machinery of attaining integration. Mundell addressed the issue 

of what criteria or conditions constituted an optimum currency 

area. Ingram"s proposition goes futher than just establishing 

fixed parity criteria; it calls for a full-fledged monetary 

integrationist process. From an arrangement based on convenience 

and economy, Ingram presents a picture that is much more 

complex. Integration is a word that starts to creep through the 

literature and gives rise to other possible alternatives, 

alternatives that were to be significant in relation to the 

events taking place in Europe and the European desire to shield 

itself from capricious American monetary behavior. 

Corden (1972) [27] In his famous essay on monetary 

integration discussed the costs and benefits of forming a 

monetary union. He made a distinction between two types of 
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unions: the pseudo-union and a real union. The pseudo-union, to 

Corden, is the monetary arrangement of fixed parities that 

have discussed so far, while a real calls for 

full monetary and financial integration in the currency area. 

Relating his theoretical propositions to the EEC, he attempted 

to give a framework of conduct for countries envisaging eventual 

int.egration. 

He goes some way in agreeing with McKinnon on the 

openness argument and on the lack of money illusion. [28J In the 

first case, a v~ry small open economy will to fL: it 

exchange rate to its main trading partner since the inhabit.ants 

of the open economy would prefer to hold the foreign currency. 

He also agrees that the lack of money illusion given impet.us to 

the fixed exchange rate decree. In addit.ion, he gives some 

validity to Mundell's factor mobility element inasmuch that 

factor mobility does make it less necessary to adjust real wages 

i n respon~,e to dema.nd a.nd supp 1 y condi t i on~·. As he puts it, "the 

more mobile labor is within the union, the less t.he costs of an 

e:·:change-rate uni on. " [29] But Cor-den st ill consi ders tha.t 

1/ 1 c\bor mobil :i t Y is an i nadequi':\te subst i tut.e for e>:change-rate 

fle:<1 b iii t. Y , tho ugh i t: c e t'" t <3 i n 1. y red u c est h e cos t s. . ." [ 3 0 ] 

Haberler (1970), Fleming (1972) and Magnifico (1971) [31J 

have added to the theory of optimum currency areas and monet.ary 

integration by stating that the establishment of a fixed parity 

system requires some degree of policy integration. This policy 
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integration allows nations to sustain some difficult strategies 

that need to be implemented if the system is to function. One 

important aspect of forming a currency area is that the members 

must have the same "pt-opensi ti es to inflate" quite a 

sophisticated concept and a very difficult one to implement. As 

long as the inflation rates and behavior of the countries are 

steeply divergent~ th i s ~'Ji 11 constitute an obstacle to 

maintaining fixed paritie~. These authors argue that if na.tions 

have divergent propensities to inflate then it will be extremely 

difficult for them to have some form of policy integration and 

maintain any permanent type of monetary arrangement. 

Essentially this entails a great deal of 

national economic performance. It is true that 

convergence in 

countri es ~."i th 

deficits and high inflation will be under pressure to deflate~ 

while surplus countries will be under pressure to inflate their 

economies. However~ economic convergence relies on finding ways 

to bring states up to the same level of economic and regional 

devel.opment. Aged. n ~ the problems envisaged are at the 

macroeconomic hevel~ but this is a more practical and political 

approach. Differences in inflation rates are seen as caused by 

structural differences~ political differences (parties that may 

be stl-ong or 

differences. 

vis-a-vis trade unions) and regional 

Exasperation of these differences takes place as national 

authorities pursue different national policies that seem to 
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serve their direct interests, but as is the case of Europe, the 

degree of interdependence of these nations is so high that a 

continuing trend of divergent economic performances only harms 

further each national economy. Furthermore~ if Europe is tryi nl:;) 

to achieve some form of cohesion through a monetary arrangement 

it needs to pursue converging economic policies, not only due to 

the monetary arrangement in itself, but also as a means of 

c\voiding the f L.wthE~r of the interregional 

di ffet-ences of the continent. If not , surplus countries or 

regions will just have to finance the deficits of the t-egi ons 

trailing behind. Up to now, the deficit country has always 

carried the burden of adjustment but contemporary international 

events are starting to force surpus countries to feel the sting 

as well. 

Policy integration therefore requires full 

amongst the partners -- and this is not only so for 

but applies equally well to freeing labor and capital 

consensus 

i n f I d. t i on , 

mobility, 

to the c..voi danCE' of cus.toms duties. Finally, policy 

integration reaches its climax when the nations share the same 

particular goal. CA general goal can only lead to vaguenness.) 

Policy integration as a means of forming an optimum 

currency area envisages that this area should eventually evolve 

into a single currency area. It may do so in two ways: either 

si mp I y adopt one maj cw· currency as toe currency or create a 

parallel currency formed by a basket of the area's currencies. 
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The first option can be almost automatically eliminated since 

national authorities, which have already difficulty in accepting 

a supranational power as the EC, would rebut any proposal to 

give up their monetary sovereignty in exchange for a currency of 

another country, thereby submitting to the monetary decisions of 

that nation. In addition, all segniorage benefits would accrue 

to that nation. The second option, though more viable, also has 

faults. First of all, a parallel currency based on a basket of 

the members' currencies would suffer from the weaknesses of its 

weak currencies. It would be doubtful whether confidence could 

be generated in this type of currency that is so complicated to 

exchange and reliant on unpredictable monies. In addition, a 

parallel currency of its kind would require that true financial 

market integration has taken place. Exchange controls would have 

to be eliminated and full convertibility assured. This gives 

rise to another question: would the parallel currency be solely 

for Central Bank use or would it also be available to 

individuals? If the latter should be the case then the problems 

multiply. If full convertibility (and equal convertibility) is 

not established, an individual wishing to cash this parallel 

currency in Paris after having bought it in Bonn will not be 

sure that the initial and final value is the same minus 

transaction costs. In addition, a parallel currency needs to be 

issued by a central authority that is capable of 

the money and controlling its supply. 

both issuing 
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The concept an optimum currency area as an integrationist 

policy is to be seen as the natural consequence of both the 

pressures borne from the contemporary events and of the idea to 

create a fixed exchange rate system. 

One must make a distinction between what was originally 

conceived as an optimum currency area and what has become the 

:oncept of an economic and monetary union. Mundell pioneered an 

?conomic concept, simple though it was, that envisaged an area 

:omprising a group of countries whose currencies are linked 

:hrough fixed exchange rates. As theories multiplied, an optimum 

:urrency area was implicitly seen as constituting a monetary 

lnion which not only implied fixed 

:ommon economic, fiscal an monetary 

exchange 

policies, 

rates but also 

as well as 

:ommon currency. [33] It is crucial to draw this distinction in 

.ttempting to assess the viability of an optimum currency area 

o particular economies. First of all, an optimum currency area 

onsists of countries which are not at the same stage of 

conomic development but which aim at achieving a high degree of 

conomic convergence; secondly, a monetary union implies 

eavier costs than does an optimum currency area, costs that may 

E so overwhelming that no amount of benefits could offset these 

~sts. 

Convergent economic policies needed to maintain monetary 

tability stability seem to be the logical springboard for 

Jrsuing integrationist policies. But is this in fact true? A 
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cost/benefit analysis may reveal that in the case of joining an 

optimum currency area, the costs are either outweighed by the 

benefits or constitute acceptable losses in thp pursuit of a 

common goal, while, conversely, the formation of a monetary 

union may present extremely high costs to individual 

that would override any desirability for the attainment 

common goa.l. 

Therefore, in order to assess such a process, 

ni"~.t ions 

of a 

it is 

necessary to analyze the costs and bpnefits an optimum currency 

area presents to national economies. It is obvious that for 

nations to join a currency area, the benefits must outweigh the 

costs, or if not, that fixed exchange rates are a better form of 

monetary relatiouship than flexible exchange rates. Hence the 

question: of countries or under what 

circumstances is one arrangement or the other more likely to be 

better? [:~AJ 

The following cost/benefit analysis looks in closer 

detail at what effects fixed or flexible exchange rates have on 

small, open economies. 

Ishiyama (1975), Tower and Willett (1976) [35J have made 

major contributions to this type of lit2rature on the theory of 

optimum currency areas. Rath2r than simply proposing a criteria 

by which to estab!ish a currency are, they are more concerned 
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with ~xplaining why nations II'Jant to join. Again, the 

analysis is predominantly economic and, in this is also 

limited. However, the analysis is still relevant and, in fact, 

gives more significance to the political aspect. 

The benefits of an optimum currency area arise from: 

1) the ma>~ i mi:z ati on of the u<:=~ef ul'ness of morley as· d. medium of 

exchange,store of value, unit of account, standard of defern::~d 

payment and as a means of efficient resource allocation; 

2) the elimination of speculation; 

3) the saving on exchange reserves; 

4) risk-pooling; and 

5) acceleration of fiscal integration. 

Johnson encapsulated the benefits accruing 

from a fixed exchange rate regime as follows: 

/I (a c: 0 m m 0 n c LlI"- r en c y ) s imp 1 i fie S 
the profit-maximizing computations of 
producers and traders, facilitates 
competition among producers located 
in different parts of the country, 
and promotes the integration of the 
ecorlornv into c\ connected ser i es of 
markets~ theSE! markets including both 
markets for products and the markets 
fOI~ t.he fc\ctOI'-S of pr-oduction." [36J 

to nations 

In an optimum currency area, a common money will serve as 

a universal medium of exchange, where transaction or conversion 



-41-

cost are reduced, if not eliminated altogether. When currencies 

are rigidly pegged to one another with perfect convertibility, 

forward cover is eliminated because exchange rate changes are 

eliminated with the assurance that spot and forward rates will 

be equal. At the same time, a common currency is a good store of 

value because the price of commodities will not be affected by 

changes in the exchange rates (ignoring inflation). 

The smaller and more open an economy is, the more the 

usefulness of a single money increases. Under flexible exchange 

rates and floating currencies, money loses its usefulness as a 

means of exchange as conversion costs increase, as spot and 

forward rates cannot be predicted thus requiring forward cover 

arrangements. 

This argument loses somewhat its force in the context of 

efficient forward markets, within which transaction costs can be 

considered to be negligible. However, in view of the experience 

of the seventies, in which period western economies were 

subjected to sudden oil shocks and internal monetary 

disturbances, forward markets fell prey to both overshooting and 

undershooting of exchange rates (as in the case of Italy and 

Belgium) which was further exacerbated by speculative movement 

in the exchange market. Therefore, fixed exchange rates present 

a relatively more efficient way of reducing costs, and becomes 

an attractive, if not overriding consideration in joining an 

optimum currency area. In addition, a fixed exchange rate regime 
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I-'Ji I 1 st i mul d.t.e allocat.ive efficiency d.t. the 

mi Clroeconomi C level, as it gives i.mpetus to lar-ger, mor-e 

efficient markets for capital, goods and services. [37] As 

allocative efficiency incr-eases so does the interdependence of 

the economy, thus giving rise to eventual integrationist 

policies. 

A common money also inhibit.s speculation. Small, open 

economies are particularly susceptible t.o pr-ivate speculation 

due to their t.hin exchange markets. [38] Under a fl e;.:ibl e 

exchange rate system, a nation that suffers from a lack of 

confidence in its currency, will also suffer from speculation 

agai nst thd.t cUlrr-ency in favor- of a str-onger one. It is in this 

way that doubts ;:;\ri se about the Er·13. It is a f i ;·:ed, but 

adjustable E'>: c h d.n g E' systf:~m, hlhi ch does not gurantee that 

speculation will be avoided. On t.he contrary, the case of the 

Franch franc in 1982 and t.he German case immediately before the 

1983 federal elect.ions illustr-ate how speculation still affects 

these national currencies. It was also in this way that the 

3retton Woods system did not r-epr-esent a single currency system 

(and in fact, has been described in the beginning of this 

;ect i on as an imperfect curr-ency ar-ea formation around the 

lollar). Hence, it is a truly fixed exchange rate system, a 

:ur-rency area with a single monE'V . , that inhibits speculation 

iimply because there is no other available currency in which to 

peculate. It is then to be seen whether the EMS is effective in 

nhibiting speculation through the use of the ECU, a parallel 
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currency -- an issue addressed in the third chapter of this 

thesis. 

A major argument against flexible exchange rates has been 

presented by the "vicious· c i roc 1 e theory." I nthe face of highly 

undisciplined policy-making, flexible exchange rates cease to be 

the viable instrument for adjusting the balance of payments 

disequilibrium, but ,. at.hE'r becone a t.ool for i nCt-easi ng 

inflation and unemployment. Though vicious circles can be 

t.he generated by shocks or forces beyond t.he control of 

authol~ it i e~~, thi.~; t,;-'pe of anti-flexible exchange argument 

implies a basic mistrust of national decision-makers" capacit.y 

for self-discipline and control in not using e:-:change I~at.es 

movement.s but rather pursuing stringent. cont.ractionary monetary 

policies. However, B.ccommodat. i. nl:;) monetary policies~ such as 

price-wage indexation which is widespread in one form or another 

in Eur of-! f?, gual~antees an "i. mpol~t pass-through effect" of 

devaluations. [39J Of course, the lack of discipline stems from 

national policy-maker dilemmas of either 

e 1 E?C t.or clt.e demclnds or put-sue more 

satisfying 

painful 

short-t(9rm 

long-term 

contractionary policies. Therefore, this line of argument sees 

flexible exchange rates a~ a dangerous tool in the hands of 

politicians~ an th~ establishment of fixed exchange would remove 

thG? possibility of decision-ma/::ers cr-e':iting vicious circles. 

On the other hand~ t.he removal of this policy option may 

arrest vi.cious circles, but does not guarantee that 
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undisciplined policy-makers will not ena.ct other unde~5i rabl e 

proces~;es such a.s, for E·;': amp Ie, Stop-Go pl~ogr B.ms. 

Decision-makers do not automatically become disciplined because 

flexible exchange rat~s are not a monetary tool any more; on the 

contrary, they may try to offset the painful consequences of 

fixed exchange rates (unemployment) by implementing short-term 

economic policies with the view of all evi ati n!) the 

problem. However, these short-sighted and short-term programs 

t.hat. implemented, st.opped re-implemented as 

circumstances may arise, create a disastrous "hiccough effect" 

in leads to uncertainty, and 

exacerbation of negative economic performances. 

This possibility should not render the vicious circle 

argument less effective." The pt-ob I em is, admittedly, of 

discipline of policy-makers, but fixed exchange rates do serve 

somewhat to force economic coordination that may act as a source 

of restriction even on policy induced Stop-Go programs. Under 

flexible exchange rates, the lack of obligation on the part of 

national actors to consult each other in one form or another 

mcd::es 1. t easi er for thE-2m to pur!::.ue economi c programs that are 

both self and community-damaging. 

The effects of floating exchange rates on small f?conomi es 

are enormous, when one takes into consideration the following: 

1) the degree of money illusion; 2) the elasticity of demands 

for imports and exports; and 3) the fraction of do~estic income 
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spent on foreign goods. 

The lack of money illusion means that domestic consumers 

are aware of the impact of the exchange rate changes on their 

purchasing power. Consumers of a small open economy tend to 

spend a large fraction of thE'i. r income on foreign imported 

goods. A negative change in the exchange rate will inevitably 

affect their purchasing power, reducing their capacity to buy 

these goods. Since elesticity of demand for imports is very low 

in small, open economies, grea.ter exchange changes Nould be 

of necessary to improve the balance of trade by a given amount 

imports or export. E:s:::.entiall y, the 1. a.ck of money illusion 

implies that changes in real income through variations in the 

exchange rate under a flexible sytem, cannot effecti v{~l y 

substitute for real income variations through adjustments in its 

money wage rate or prj,ce under fixed exchange rates. 

Advocates of flexible exchange rates have always used this cIS 

theit~ clc\s~d.cal a.rgument, but the lack of money illusion 

characteristic of small open economies, invalidates this theory. 

On the contrary, cost-push inflationary forces are generated. 

Another benefit accruing from the formation of an optimum 

currency area is the saving on the pooling of exchange reserves. 

[40J By pooling 'reseves, risk-sharing is e:-:tended to all 

members, and, one country is allowed to run down its O\.&Jn 

currency holdings, cushioning the impact of its loss by drawing 

on the resources of other countries until the cost of adjustment 
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has been efficiently sp~ead ove~ the futu~e. Hence the internal 
, 

market becomes a shock abso~ber. In addition, ~eserve pooling 

maintains confidence in the common money backed up by these 

rese~ves. This is ~'Jhc\t f-1unclell te~ms tr'le "insurance pr·inciple." 

[Ll·l J 

Rese~ve-pooling not only means ~isk-pooling but also 

gives rise to savings, pa~ticularly where int~a-area trade 

exists. [42J Now credit can be easily g~anted between 

and producers of different areas. This promotes regional trade 

liberalization, fostering the "i nternati on,":! 1 principle," [43] 

i.e. "the intf?rnalization through cl~edit of vJ2.S for-merl y 

external trade and can be achieved through swap arrangements (or 

c!. r-e!::',E~ve p dc) I ) . " 

Reserve savings can be netted by channelling direct 

Dayments throughout a union rather than by using great financial 

:::(-?nter. This "inventory principle," [44J of achieving economies 

scale by merging f i n·::;.nc i a.l ma.nagements, a.l 1. OvJ overhead 

~ransaction costs to be spread even further. 

Furthermore, Mundell outlines three other principles by 

Jhich reserve pooling yields gains: the joining or f i :.: i nt:;) of 

:urrencies leads to 1) a higher degree of intermediation between 

.he authorities and reduce the risk content of the money; 2) the 

nformation saving of only one price quotation of a single 

urrency; and 3) the innovation of money that would be superior 
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to the previous ones. [45J 

A common currency would~ therefore, demand a high degree 

of joint management and intermediation. An important side-effect 

of a common currency would be a push towards fiscal integration. 

( 19T';) [·lj6J Cl.rguE?S that a commitment of 

permamently fixed exchange rates renders aggregate monetary and 

fiscal policy hormonization necessary in order to maintain long-

run balance of payments equilibr~um. However~ it can 

that this so-called benefit may transform itself 

enormous hurdle, that countries may not be willing or 

be arqued 

into an 

able to 

surmount. It is already difficult to envisage the willingness of 

countries to give up their monetary sovereignty~ in 

create a common currency, or even to simply fix tllei r 

rates; this constitutes a loss of an important tool of 

adjustment. But that nations would subsequently give 

last tool of internal sovereignty is really to shoot 

moon. 

Therefore, the very basis for constituting 

order to 

e;.:change 

payments 

up their 

for the 

a common 

=u.rrency, i.e. the handing-over of national supremacy over 

nonetaryaffajrs constitutes the major hurdle and cost of 

Forming an optimum currency. 

Loss of monetary sovereignty does not only represent a 
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langer to democratically-elected politicians; it also means 

living up a very important political symbol of independence and 

'ower. It has proved extremely difficult for the member states 

If the EEC to pursue complete integrationist policies in other 

ields, least of all overcome the problem of national versus 

upra-national Power , particularly in the fields of 

urisprudence and customs duties. 

Since its inception in 1957, the EEC has pursued negative 

ntegrationist policies. That is, member states have been 

illing to eliminate obstacles, such as trade barriers, but have 

ifficulties over implementing positive policies. The EEC's 

2ndency to remain passive in policy-making is caused by 

~neral disinclination to be bound to policies that 

-eclude states from exercising national judgement 

would 

and 

lvereignty. 

The Common Agricultural Policy stands out as the notable 

ception, as an attempt to pursue integrationist policy. On the 

her hand, it is also noted for its confusing and chaotic 

'stem of subsidies"and income deficiency payment. However, this 

me system had interesting consequences for the establishment 

a common currency system in order to avoid distortion of 

mpetition and reduce the expenditure incurred by the European 

ricultural Guidance and Guarantee Fund (EAGGF) to maintain the 

ice-support system in function. 

Politicians are under pressure to respond to internal and 
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external changes. Politicians have to be willing to accept the 

trade-off between inflation and unemployment in the shor~t-run. 

Unf ortunc(tel y ~ policy-makprs more preoccupiecl ~Ji th 

short-term effects than with long-run benefits. They may be~ for 

example under pressure to respond to increasing unemployment by 

implementing accommodating monetary policies, ~4.jh i ch ~ in the 

long-run produce only stagflation and continuous devaluations. 

[t is only when authorities realize that a long-lasting negative 

:rend has set in, that they may opt for another type of monetary 

trrangement. However, for the trade-off to be acceptable and 

larallel, the members nepd to possess a reasonable degree of 

ompatibility between the members toward inflation, 

:nempl oyment. 

grm"Jth and 

The costs of such a trade-off are, in pffect, 

t has been convincingly argued tha.t there is no 

radeoff inflation and unemployment. 

oliticians have to be the ones who believe this. As 

short-run; 

long-t-un 

HOvJever, 

long as 

hey do not, and as long as the Phillips Curve position of each 

8untry is very different, the belief perception of high 

1employment costs will persist. 

The cost inherent in giving up monetary autonomy can be 

lnimized only if welfare considerations [47J of the global 

lmmunity are considered and if coordination is based on 

:ommunitarian" polit.ical values. In short, this cost can only 

! offset by an overriding political commitment, also implied by 
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the case of abdication of 

national author-ities. 

f i sc;:d author-ity on the par-t of 

A move fr-om flexible to fixed exchange r-ates incr-eases the 

compar-ative str-ength of fiscal policy. However, capital mobility 

is necessary for- fiscal policy to possess that I ever-age, 

particularly because it dampens the inter-est changes that VJou.l d 

be br-ought about by gover-nment fiscal imbalances. Unfor-tunately, 

capital mobility is not free to circu.late in the EEC, 

sensitivity to political outcomes, thereby making fiscal 

much ~·Jf?aker. 

due to 

policy 

payments If exchange rates cannot be used as a means of 

adjustment, and if exchange controls are ruled out, t.hen the 

only tool that can alter the payments disequilibrium under- fixed 

is a change in the expenditure pattern of residents. That is, 

the balance of trade can only be improved if r-eal domestic 

expenditure declines relative to real domestic output; but, in 

the case of small, open economies, it is impossible to alter-

real domestic expenditure without affecting domestic output. 

Hence, domestic activity will be affected by an alteration in 

the balance of payments. This cr-eates a costly constraint on the 

balance of payments process. Unfortunately, much of domestic 

monetary of fiscal policy in payments adjustment is based on 

"tc)uch-up" or "finely-tuned" changes in short-run policies. [48] 

This impies again that author-ities ar-e interested in short-term 

r-esults and in the cer-tainty with which effects can be 
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predicted, rather than the strength or of a. 

policy. The constraint of both fiscal and monetary policies' and 

on bcd a.llCE? of aU.thor 1 t 1 e~; to achi ev('2 

stability in monetary expansion, i . c. stx i ct contTol o·f th\.,= 

money supply and control of government budgeting. The former has 

a positive effect, but the latter entails a radical alteration 

to the fabric of some natIonal political structures. In small, 

mi ::: eel govermE2nt plays cln 

important role. The welfare state has become a mainstay of many 

national societies. Public: expenditure has drastically increased 

over the SEventies. Welfare and social benefits~ amongst 

things, required a high degree of poblic: e;-: pen cI i t LW e ; 

or-dE:!I~ tD [::£-?ep cJE?fic:jt~:· u.r·,df:?t- control, govE·r-nifJent~. ha.ve 

but 

to 

in 

cut 

public expenditure and reduce government intervention and aid in 

the economy_ This may become a popular move in the eyes of the 

private sector, but it certainly would be hIghly unpopul ar 

the majority of the electorate. 



APPENDIX TO CHAPTER ONE 

FIG. 1. - Net benefit from the standpoint of the useful­
ness of money and the efficiency of resource 
allocation. 

1007-
Openness 

U - net benefit associated with switching 
ill from membership in a currency area to 

a system of variable exchange rates. 

Openness - defined as ratio of imports or 
exports to GNP 

Net benefits in usefulness of money "and efficiency of 
resource allocation are highest when there is a maximum 
open economy participating in a currency area. 

Source: Edward Tower and Thomas D. Willett: The Theory 
of Optimum Currenc Areas and Exchan e-Rate 
Flexi ility. Special Papers in International 
Economics, N. 11, Princeton University Press; 
1976, i. 14. 
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FIG. 2. - Net benefit from the standpoint of the useful­
ness of money as a medium of exchange. 

U m 

o 

U m 

100% 
Openness 

net benefit associated with switching 
from membership in a currency area to 
a system of variable exchange rates. 

Openness - defined as ratio of imports or 
exports to GNP 

Net benefits of the usefulness of money as a medium of 
exchange decline for a very open economy participating in 
a system of variable exchange rates. 

Reflects transaction costs of mUltiple currency 
conversions are reIn ted to volume of international 
trade. 

Source: Edward TOWer and Thomas D. Willett: The Theory 
of Optimum Currency Areas and Exchange-Rate 
Flexibility. Special Papers in International 
Economics, N. 11, Princeton University Press; 
1976, p. 14. 
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FIG. 3. - Improvement in total adjustment efficiency 
associated with entry into a currency area. 

Source: 

o 10070 
Openness 

UA - Benefit derived from the improvement 
in the adjustment process. 

Edward Tower and Thomas D. Willett: The Theory 
of OptiQum Currency Areas and Exchange-Rate 
Flexibility. Special Papers in International 
Economics, N. 11, Princeton University Press; 
1976, p. 7). 

-54-



-55-

NOTES TO CHAPTER ONE 

1) G. BasEvi, M. Fratianni, H. Giesch, P. Korteweg, D. O'Mahony, 

M. Parkin, T. Peeters, P. Salin and N. "The All 

Saints's Day Manifesto for European 1'"1onetary Uni on, .. 

197!:i, pp. 33-38. Reprinted 

Fr,')tianni ends. , 

(Lonclon: The '''lact'1:j I Lo\n Pt-ess Ltd., 1978), pp. 37-43. 

2) Robert A. Mundell, "i0t ThE'en-'l l of Opt:i mum Curt-enc! Ar eas, " in 

in 

\/01 umE~ 1963, pp. 717-25 .. 

Optimum Currency Areas: r~n 

Ec 1 (·?ct i v '.,,':i EL'J, " :i I-I F<obert P,. 1'1unde 1 1 and Al e>: ancJer S~·mboda, 

!O~ds. , i"1on et ex- v F'n':lh 1~{T',.:.;' <.:::.:;;._.-:.c~)f.!-_--,=t:..:.h~l~ E=-' __ ..=I:..:.n.!...:t",-,Er nat i o=.:...;n;.;;ca"", l=--_....:Econ om't~ 

(Chicago: The University of Chicago Press, 1969), pp. 41-60. 

=\ ,-" Robert A. Mundell 

7) lbjd., p. 717. 



-56-

8 } I.b i_d.., p. 7 1 C; 

10) F:oncdcl 1. r1cl<innon~ "E::chcl.ngE:..l F:ate Fle:d.bility and r'10netat-y 

F'olicy~" Jpur:..f1a_Lof 1'1oney, Cr-edii:;. 3Tld BankinQ., Volume 3, t1ay 

1971 ~ p. 343. 

11) Ed\"Jcu-c:l TCMer- and Thomas D. l·Ji 11 et t, "The Theor-y of Optimum 

Cur-r-ency Ar-eas and Exchange Rate Flexibility: A Mor-e Gener-al 

(F'r-inceton~ N.J.: Pr-inceton Univer-sity Pr-ess, I"lay 1976), 

p. 17 

12) Ibid., p. 17. 

arE·J thf? ClF'TICPI F'I'·oposal: Pi T['>JO Countr-y Plnalysis," 

FI~Eltictnni ,:::\lld T. F'eete,s, eds., f".!£'. cit:... ~ pp. 144-57. 

14) See the analysis of the costs and benefits of joining an 

optimum cu"oncy Area and how the vicious cir-cle theor-y has 

been used as a means of justlfying such membe,ship. See 

Chapte, Thr-ee, The Case of Italy. 

15) Bond, Inflation, and Vicious 

C:i,.-c] es," JI1E...J2.:ta·L:LS::::2QE,t-!:i., Vol. 27. n. 4, December- 1980, 

p .. ,~7C)'. 

16) 1]:) i (~ .. ~ p. t)EJ5. 



-57-

l7) Mo~~is Goldstein, Fl e>: i b 1 (7:) E:·: c: Ii a n g e F~ates 

/-·I.:3.n rJ i capped 

F'I~ i nceton 

effects 

of exchange ~ates, in pa~ticular Table 2 on p. 20. 

Inflation in 

1980~ pp. 483-487, and 1'10n-i s 

32-33, fen- a discussion on the 

conCE-pt of a 

unE-:mplo'y'ITlent "tnd th£~ 

Phillips CurvE- shope, and David 

Inte~p~etation and an 

\)01. 19, n. 1 <]'[:31 , 

notion of a 

bett->Jeen 

ve~tical 

"r'10nFta~ ism: An 

J h p. __ ~ __ E= ___ c on om i C 

pp. 1-28, 

~.9urnc=d_, 

general 

considerations on the effectiveness of the Phillips Cu~ve. 

:-; ) T h i~:; 5 e Ern :0 t 0 be",. n imp 1 i cit cl (;~ -{' i nit ion inK e n f? n ' 5 art i c If:?, 

seE' pp. 49-54" 

I.) F' f? t Er n . ~::: e n en, ~=!.Q_._.!:~Lt., 1 969 . 

~) See R.A. Mundell and A.K. Swoboda, 

"Summary of Discus<.oion," p. 112. 

;) Ibid., p. 112 

eds. 9_P· cit. , 1969, 



-58-

2:5) Yo~;hihicJ£~ I~;hiYE,.m3., "The ThE'Dr}! 0+ Clptimum Cun~eney Areas: 

July 1975, 

26) Cor- eI E'n , "r'1Clnet <:,,-' Y 

N. J. : Pi-'i neeton 

University Press, 1972), p. Edward Tower and Thomas D. 

t·.!illett, "The Concept of Optjmum' Currency Areas and the 

Ch C1 i c: e Beb'.)E'f~n F i >: f~cJ cHI d Fl e~-: i b 1 E' E:-: e h.::tll ge ·F.:at e~;," in Geot-9 e 

N. eel. :' of 

N. J. : 

Princeton University Press, 1970), pp. 407-415 . 

29) .L~.Xd P 1 c: . , . , . .1 " 

30) .Lb i ct . :' P . 1 I.:; . 

31) Gottfri(?d H31:H:~t-let-, "ThE: Intern<:ltional t'1onetary System: Some 

F:ecent De'vE!lopments 3.nd Dis.eussii.ons," in G. Halm, ed., 

!;jt_., 1970, pp. 11~1-23; J. 1'1arcus Fleminl::J, "On E:-:ehange Rate 

September 1971, 

pp. li67-88; 1'1ag Il i fie 0, "European 



-59-

Un if i c:a t ion f 01-· Ba 1 <::(nc E-~d (3. OVJt. It :. (i Net·J f~PP' OC(C: h, " ES5Cl.\/S in 

n. (p.inceton, f\.J.J.: F'.i nceton 

UniVE.sity P'ESS~ August 1971), p. 

32) G. f1D.'~:)n:i.+icCl, ~2Q_._c:.Lt ... , 1 'i7· 1:, pp. 11-1:::::. 

19T?, pp. 3-6, and Pete. Coffey, 

1977) , 

PPM 4:1-42. 

35) YDsh:i hi. clE' I ~:h i yame,., gJ::G~i.1 .. , 1975, pp. ~559-71, and E. Tovle. 

36) H;:!.II~y G. J Dhn~3Dn, "The Ci3.Sf? + D. Fl,:?;·: i b 1 e E;< cll ange F:a.tes," in 

G.E. Ho.lm, gp_!!~Ltn, pp. 91-111. 

'.jo 1 ume pp. 

1 O~)--ll b. 

40) R.A" 1'1uncJel1., "Uncommon Arguments fa. Common Cu •• encies," in 

H.C:;. ,..JohrlsCln "'(lid Pi.r:::. SHoboda, eds., gpo cit., lC)73, p. 127. 

42) See Alexand.e Kafka, "Clpti mum Currency Areas and Lat~i n 



-60-

America.n, " in H.G. clohn!=:.on and {~.I<. S, .. "oboda, op. cit . , 
pp. ::::: 1 (i-I =~, for a discussion of pooling of reserves. 

44) ]bjcl., p. 128. 

46) HodJf?rt G. Grubel, "The ThE-'m-y of Optimum Regional 

?1~;sociation~:.," i.n H.G. ,Johnson and A.I<. St"obodc:{, gIl.-! ci t;.. , 

1 C?T3, p. 101.. 

47) For a discussion of welfare maximization versus 

individual resident welfare maximization, see H.G. Grubel, 

i..-';LL1.., pp. 9'7'-113. 

4El) TOVJe.I~ cmd l'Elle.tt, gr~i=it., 1976, p. 19. 



-61-

THE PROCESS OF EUROPEAN MONETARY INTEGRATION 

Notwithstanding all p~evious failed attempts at some fo~m 

of stable moneta~y a~~angement within the EEC, the establishment 

of the Eu~opean Moneta~y System on Ma~ch 13,1979, constitutes a 

landma~k in the histo~y and evolution of both EEC objectives and 

the inte~national monetary system. In fact, it is impossible to 

study the EMS without taking into conside~ation the history of 

Economic and Moneta~y Union and the backd~op of the 

economic developments of the seventies. 

The EMS is the fruit of a process that has been 

developing for seve~al years. While EMU and the EMS a~e not thr 

same, the EMS can only be p~ope~ly unde~stood if it is to be 

seen within the context of l. ong-·term t~end tOv-Ja~ds the 

eme~gence of a moneta~y block. 

In the seventies, +ou~ distinct app~oaches to EMU we~e 

c<.dvoccd~ed : [1] "bi. 9-1 e8p" app~oach, the "step-by-step" 

approclch, the "snake /I app~oElch , and the /I par-all el cur-r-ency" 

appr-oach. Each appr-oach implied a differ-ent speed for- completion 

of the pr-ocess and pr-esents diffe~ent economic and political 
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i mp 1 i cat i on ~: .. 

The fi~st app~oach advocated the establishment of Ef'lU in 

one "lig lE?ap" [::~J i.e. a.ll <:l.t C)nf~ time. This meant setting up a 

Central Bank which would take C)ve~ the foreign exchange reserves 

of the member count~ies, while acquiring at the same time the 

sale !'"'ight to create money. Thi <.:, once-and-for-all jump 

constituted a decisive and irrevocable transformation of the 

monetary sytem. It a~gued against the need for gradualism, thus 

by-passing the uncertainties and f~ictions that t"Joul d be 

generated by a gradual approach. Needless to say, this approach 

did not prove politically feasible and was immediately shelved. 

EMU had reached a high point at the Hague Summit of 

December 1969, when the heads of the member states of the EEC 

decided to adopt it as the long-term goal of the Community. This 

led to the establishment of an ad-hoc comm:ttee, presided by 

Pierr Werner, Prime Minister of Lu:-: embOU~-l], to help to plan 

economic and i ntE'g~ a.t i. on. On October 8,1970, the 

Committee submitted to the EEC Council and Commission, a Report 

on the realization by stages of economic and moneta~y union in 

the Community, othe~wise known as the Wernel Plan. This Plan 

envisaged the attainment of a monetary and economic union 
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throu~)h ct gr EtC! UEi. J process whereby total and in-eversible 

convertibility of currencies~ the elimination of 

fluctuations in exchange rates, the irrevocable fixing of parity 
, 

rates and the complete liberation of movements of capital ~'Joul d 

be established. [3] 

In i1arch 1971, the governments of the member states 

adopted the main short-term proposals put forward by the Werner 

Plan, ~"'Ji. thout, its far-reaching 

longer-term political implications. Their commitment center-ed 

mainly on the gradual reduction of exchange rate fluctuations 
',---

between the member states' currencies. The other conditions set 

forth by the Werner Plan were criticized as being too ideal~ if 

nCJt pr-emature. 

While the major world currencies were preparing in 1972-

73 for the changeover to unrestricted floating the Member states 

of the Community were attempting to limit the margin within 

which their currencies were allowed to deviate from one another, 

to 2.251.. The intention to underpin monetary cohesion within 

the Commun it y. 

The member states were to be given a yardstick against 

which they would be able to assess their economic policies. A 

CQordinated stabilization policy was to be pursued to ensure 
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of only 2,25% was obser\'ecj ~'a]'r t _ <::,~"" IS a ba,ckqF"ound 

of geneF"alized floating 

In practice, however, not all membeF" states able to 

1 i ve up to the highly ambitious objective undeF"lying the 

Community exchange rate system at a time of hectic fluctuations 

in the world's cUF"F"encies, particularly the dollar. In the 

course of time, the United Kingdom and (June 1972) , 

IL=-tl Y 1 (173) , 1974 and~ afteF" 

re-entering for a short while, again in March 1976) ~ and the 

associated non-member countries, Sweden (August 1977) and Norway 

197t3) , withdew from the snake. [4J The member-

countries that belonged to the snake on the eve of the 

changeover to the EMS were the Federal Pepublic of 

Denmark~ Belgium, the Netherland an Luxembourg. 

The jojnt float of lS73-79 hEl,d <':l.Chieved some ~:;uccess in 

avoiding totally fF"ee floating exchange F"ates for very small 

open econcmi e5, such as DenmaF"k and the Benelux countries. 

However, the joint float had suffered from one fundamental 

weakness: the political will, necessaF"Y fOF" success, had been 

absent. MembeF" countF"ies had had little inclination to modify 

n "'t' J I' f' t e n-·-""'Olfl self-inteF"ested '" _1 Dna, pO 1 ci es, p,rE'" E'lr',r 1 ng 0 PUt-SU - <" I 

policies at the expense of wider Community objectives~ The snake 

h ""d bFf= b J t 't c_:,omE'~'Jha,t" the EUF"OpE'an economi es from c, ~~n al,e _0 pro~ec_, . 

the dollar volatility, but it had not been successful in keeping 

its members together. The float had really given rise to a 
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two-tier currency sytem of stronger versus weaker cLwTenci es. 

The economic performances of the participating countries were 

too divergent to promote cohesion amongst the member sta·tes. 

This also led to the implementation of protectionist measures in 

weak balance of payments position vulnerable to capital flights. 

pointed 

out t.he lack of membership cohesion and argued for a more 

communitarian type of snake or monetary arrangement. The snake 

had been left in the hands of Central Banks, rather t.han 

requiring Ministerial intervention and coordination, ~"hi I e no 

rules and guidelines had been laid down for the role the EEC 

Commission was supposed to play, in this way lacking a real 

connection to the Community. 

The !.:;ncd·::e +t~ll ctr!a.l~t by particularly as it was not 

ca.pab I E-~ of withstanding the free fall of the doll a~-. The 

DeutscheMark got the brunt of the currency flights from the 

dollar, pushing its exchange rate upwards and~ consequently, 

producing further tensions in its relationship with the weaker 

currencies. The snake was simply not able to meet the demi:t.nds 

Such a problem posed. As a consequence, there was a tendency for 

enthusiasm over EMU to wane, and for commitment to experiment, 

to v-Jeaken. 
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The fixing of exchange rates had been at the heart of all 

the OrOlJOs21s as a W2',! of attainin,_-.. !, -( ~]'~-]e ,- c: ':1 •. , 11,,) ..•. form of 

but there still remained controvesy over the form this single 

currency would. take. In 1975, two pUblications made substantial 

contributions to the problem of European monetary integration 

and its optimality as a currency area. One was the OPTICA Report 

(1.975), [5J a study, cCJ!T1ini~;sioned by the EEC, ~'Jhich convincin91y 

argues for the creation of a new currency. The other was an 

article appearing in the November 1st, 1975, i s·sue of 

[con.g!lli_~i:t, entitled" The PilI S.::iints' Day ,'lanifesto fOI~ European 

1"loneta.ry Urdon." [6J 

The group of economists that penned these 

criticized the previous approches for basing EMU on coordinated 

deci si on-mak i nq~, thus rendering it a non-automatic process 

plaCing reliance on political discretion. Though they conceded 

that the process needed to be gradual, so as to avoid resurgence 

of negative nationalist feelings at the loss of monetc'.ry 

Sovereignty, these economists argued that monetary integration 

could be truly brought about only through the use of market 

fOI~ce. "The All !=.-;aint.s' Day 1'1anifesto" sets out a framework 

Within which a parallel European currency, the Europa, would be 

cn~a.ted. [7J 

The Europa would guarantee constant purchasing power to 

its holder, and would freely circulate along with the already 
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existing European currencies. Its purchasing power would be kept 

constant by indexing it to the inflation rates of the national 

member currencies. The Europa would revalue against a basket of 

national currencies in proportion to the erosion of- each 

currency's purchasing power due to national inflation. This new 

currency would be available for both private and official 

thus becoming a competitor to other national currencies. 

This approach envisages the eventual replacement 

use~ 

of 

national currencies with the use of the Europa, particularly as 

full confidence is automatically created in the currency unit~ 

through its built-in feature of guaranteeed constant purchasing 

power. The proposal clearly i~plies the eventual removal from 

the governments of the power to print money. The Europa reduces 

the likelihood of governments imposing the inflation tax through 

their national monies, which is a taxation without 

representation. In effect, these economists convincingly argue 

that it is smarter to attempt to reduce inflation than to 

eliminate it altogether, particularly when the latter task is 

quaSi-impossible from a practical point of view. [8J Therefore, 

monetary integration becomes linked to monetary reform. 

The concept of monetary reform called for a change in the 

path that European economies had followed so far. The Europa was 

to be tool through which these economies would be able to 

Control and close the gap between their inflation rates. It 
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,. . Torce nati oneil policy-makers to pursue less 

inflationary internal policies, to restore some stability and 

confidence in their economies in order to to be ousted from the 

cur-reney rna.ket s by the competiton of thE: Eut- opa. The only I'Jay, 

hO~·Jevet- , thElt nati clrt.=d monies would be elble to sllt-vi ve the 

onslaught of the Europa in the long-run would be by offering 

high interest rates on their currency deposits. In this ~",ay~ 

investors could choose to diversify their portfolios and hold 

interest-bearing deposits. 

The " l::-Ji3.rallel cUI·-t-·eneyll approach has been Ct-iticized as 

bel. n'J "too i~.ttr- act i \Ie," <3. "non-startet- II B.nd "bri 11 i i'l.nt. II [C?J In 

fact, the proposition is too attractive and is too quick to 

attack the other approaches for a weakness it posseSSSeS itself, 

even if in a more covert fashion. The Europa's mechanism seems 

to be so attractive that, inevitably, there will be a change 

from current use of national money to use of Europas. So far, so 

good; but is it true that this process depends on elutnma.ti c 

automaticity 

anel the u.se of market forces clfter:. it has been implemented, it 

still presupposes political vJi 11 on the part of national 

governments to pursue "full-fledqed" monetary reform. [10J It 

presupposes national consent to the free circulation in private 

and official use of this new currency. Linked to the creation of 

this unit, is the recognition of a supra-national monetary 

authority. 
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It seems we are back to square one. The signatories of the 

manifesto attempted to find an approach based on free-market 

philosophy to replace a vulneable politico-economic approach; 

but they failed. They failed because they did not recognize that 

political ~'Jill a.nd con~.ensus~ t-'Jhich ~·JjlJ. ~JJi.~Y2. initially call 

poljt.i.cal cool~di ric,t.i on, negotiation and compromise. In 

addition, these signatories are guilty of the same sin as 

previous EMU advocates: they all possess an impat.ience in seeing 

this process take place in the short-run, in a short span of 

ti.me. Even the gradualisti.c approach sets very short time 

periods for transition phases. This is a blindness to the 

demands of political and economic realities of t.he Community. 

This is not to argue that an EMU process should take place over 

an infinite time span -- conditions do change -but rather it is 

necessary not only to correctly assess the element of disruption 

-- as has been done so far -- but also to astutely identify 

their time equation for solution. 

I . of the stane-by-stage plan for creating an .mplementatlon ;:J 

~-·CcJ-rlcJrrll·.C-_ I t J·(~n r)L't· o~ the_ C'o_lnmunitv did not prove ~, " ,;:\nc mont::' .al'-Y un. -' _.' -' - . 

POssible during t.he 1 c;>70~;. The difficulties the individual 
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member states had to contend with showed, however, that economic 

and monetary union had not become less important but even more 

E'5~:;ent i al community i ntel~dependence9 

increasing inflation rates and exchange rate volatility vi5-a-

vis the dollar constituted solid economic reasons for attempting 

to implement a fixed exchange rate system. 

The year 1977 witnessed a revival of interest in El'lU, a.s 

the President of the EEC Commission, Mr. Roy Jenkins, called for 

a new debate about monetary integration. [11 ] The fall m-'Ji nl] 

France"6 President, Giscard d'Estaing, and Germany's 

Chancellor, Helmut Schmidt, collaborated in drawing up plans for 

the establishment of what was to become the EMS, an arrangement 

II;,: one of mon et. '::I_I~ y s.ta.bi Ii ty." [1.2] Though 

negotiations took place both at the technocratic and political 

level, the EMS 1S fundamentally a political e'v'ent. [13] The 

Heads of State chose to implement the EMS. 

What is striking is that, despite the previous failure of 

other 

advocated approaches, national decision-makers were still keen 

to experiment with fixed exchange rate regimes. Ir-onically, it 

is not: despite the past record of instability, but because of 

th(~ P t ! f )·r'I-.-t·.{·."IL~!·]·.ll·tv t.!,p.t t~le heads of state felt most . - as. recorc 0 ~ I'~ I 

'11~'>r-nt] th d' c·_· r • I·]·nd c.·IL, fT-,oJnc..t:=.I""·',v' I~efol~m in -. t,.1<:~ " y : Ie nee t·or· s .ql":~ to .. I'. - 'co -., terms of 

f · d I t Id r~.'-f].f-_-C.·t a more communitarian lXe exchange rate, t,a-· wou - -

approach. 
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[J..fi th InCH-<=:' thEln hi::d -{ I 1-1 . 
OT ~lelr emports and exports coming 

or going to their Community Dartners and with frrel'-n r _J_~jl tl~c:<.de 

elC count i ng f o~- Elbout. [H'H2 [11 ... \'=':'1- t. E:r- [Jf t I I~ . t ' t . 1 , .1e _ommunlY' s na:lona 

product: ~ the member states are heavily dependent upon onE' 

anothern [14] In some.mernbE.'I·- count.riE's Belgium, the 

Netherlands and Luxembourg), the share of foreign trade actually 

exceE'ded 50%, whil~ the figure for Denmark was ~~~. 

and the United Kingdom this fIgure had ries to just 

in Italy it was around 25%, while in France it was 20%. A 

quarter of the manufactures, farm products and service~ produced 

by the Community are E'xported. 

This crucial 25% of Communit.y income was highly vulnerable 

a5 long as currency exchange rates could fluctuate sharply 

enough to price a country's products out of fon:?ing markets 

altogether. The fact that member states already carried out such 

a high degree of intra-EEC trade reflected a high 

In fact, the Common Agricultural Policy (CAP) of the EEC 

a. major victim of the currency crisis of the post 

Bretton-Woods period. When member states changed their currency 

parities, or the central exchange rate, it became necessary to 

set up a system which would override the deflect.ive effect of 

this on t.rade in ~gricult.ural produce~ so as to avoid any 

distortion of competition. The CAP had brought common prices~ 

community financing of the price-support expenditure~ a.nd 
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st~uctu~a] imp~ovements. The~e had, the~efore~ to be common 

count.~ i (·2S" It. t',i:'iS f Ol~ th j s ~E~ason that. the Commun i t.y' s un it. of 

account was int.roduced in 1962, a fictitious currency, or better 

a standard of measurement. the value of which was defined bv . I 

reference t.o a weight of 0.88867088 grams of fine gold 

co~responded at that time to the gold parity of the American 

dollar as declared by the IMF). 

Since each of the national currencies in t.he Community 

had a declared parity in t.he books of the IMF, it was possible 

fo~ p~ic~s'fixed in units of account to be conve~ted~ the 

earnings of each participant assessed and collected and the 

expenditure refunded. The system was, however, put into a state 

of by the successive changes in exchange 

occurring within the Community from 1969 onwards. 

In theory, when any country revalues its money, the price 

of its farm produce expressed in its national but 

fixed, of course, in the unchanged unit of account should 

normally decrease to the same extent. By the same token, 

the national currency is devalued, these same national pri ce:. 

shou.l.d normally increE.se. The majority of the EEC member, 

wishing to protect their producers (e.g. Germany, Benel u:-: ) or 

Consu.mers (e.g. the United Kingdom) were unable to bear the 

consequences of this phenomenon. This led t.o the introduction of 

rates of exchange for the agricultural unit of account into 

,. -
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national cu~~encies which diffe~ed f~om the'~ates quoted on the 

exchange ma~kets, these new ~~tpc b~L-nml'n' c>. _ ••• , _! .• , I \c} knot'>ln BS the 

rerresentative ~ates or green ~ates. 

However, when the common p~ices are maintained 

national currencies without any adjustment at the frontier, the 

expo~t from a currency with depreciated money will bE' cheaper 

and may well disturb the economy of country where the currency 

has remained stahle, or has revalued upwa~ds. On the other hand, 

exports from a country which has revalued ~annot be competitive 

in a country where the currency has depreciated. 

In order to avoid distortion of competition in the f,"':lrm 

sectol~ a::o· a 1'·E?:;u.l t of monetary fluctuations, a ~;,ystem of 

of MeAs depends on the differences between the market exchange 

rates or central rates and the green rates. At the end of May 

1978, these differences were as follows, depending on the 

Benelux +1.4% 

Germany 

France -6.2% to ± 14.4% 

-11.21. to 2LJ.T~ 

U. 1<. -27. 9~~ to _. 3f3:~ 

§.Q~lrc~: E-Ll B ] 1 elt"j n 1979 :: ropean . u ... \.'" .. ' , 
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of--t--f-+-~Ff+-l - . H -f- :l 

. ___ ....c. 

Source: European Bulletin, 1979 

The aim of the MACs was to cancel out the effects of 

parity changes on the trade in agricultural produce vJh i ch, if 

th' 1S had not been done, would inevitably have affected the 

Common prices expressed in national currencies, putting them 
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either up or down as the case might be. 

These compensatory amount enabled CAP to continue despite 

the breakdown in price unity as expressed in national 

currencies, which is such a serious strain on the unity of the 

market itself. Unfortunately, these amounts were to become an 

obstacle to the necessary structural adaptations in agriculture 

and generated extra administrative red tape which, in the long 

run, was also to have its impact oA prices and trade. 

The implication of uniform prices over a Whole community 

market gave rise to the establishment of a centralized system 

for deciding what common price levels should be and to a 

community machinery for manipulating markets in order to bring 

them about. However, the system of MACs and green rates had 

become so complex and chaotic that there was also a need for a 

centralized form of currency that would ensure price stability. 

The community system for financing CAP support policy needed to 

depend on the greater monetary stability one currency would 

produce. The above graphs summarize the complexity of 

calculating MACs between 1973 and 1978. This led to further 

considerations to establishing at least a parallel currency, and 

hence to a form of participation in a currency area. Therefore, 

CAP and its underlying problems in price-support system were 

major reason for supporting such a venture as the EMS. It 

hoped that the EMS and the ECU in particular would allow CAP 

function more efficiently. 

a 

was 

to 
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In addition, the EMS was to be an exchange rate regime 

that essentially reflected a different economic and political 

philosophy vis-a-vis the predomiant American monetarist view. 

This contrast has been coined as "the untl~ammel ed mar-ket 

position" (United States) versus "the minimum variance position" 

(Europe and Japan), which mirrors the difference in intellectual 

and i deol Dgi ccd approach to exchange rate variability. The 

former advocates a "la.issez-faire" a.ttitude tOI-'Jards e:·:change 

rates and macro-economic political freedom, while the latter 

empha~;i z es exchange rate stability and the avoi danCE? of 

uncertainties and disruptions in forward exchange markets. 

The choice to pursue a floating exchange rate policy 

could not have come at a worst moment in history. Oil shocks 

inflicted by OPEC had a devastating affect on the Western 

economies. However, in the case of the US-oil trad€"-:, the 

transaction bill was denominated in American dollars, a fa.ct 

which favored the Am~rican economy, and not the EEC which did 

not have its oil trade denominated in the individual EuropeB.n 

currencies. In short, the dollar, even after the fall of Bretton 

WOOds and the floating of exchange rates, remained the 

predominant trading currency. 

The doll i:U~ experienced a 48% devaluation during the 

mid1976 to December 1979 period, due to American expansionary 

hscal and monetary policies. In Ji mm',' Carter's 

Political philosophy of "benign nE?!]J.ect" prevailed in US-EEC 
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relations. This neglect became malign when the effects spilled 

over into monetary relations and encompassed the neglect of the 

thus constituting an abuse of the 

dollar's role as a major reserve currency. This led to a growing 

lack of confidence in the dollar and funds were withdawn 
from 

the eroding hegemonial currency and investment was made mainly 

in D-Marks, French francs and Dutch guilders, which acted as 

popular hedges against exchange rate risks. These heavy inflows 

into the domestic money supply of Western European economies 

clearly reduced their competitive position in i ntel~nat i onal 

trade, undermining their economies. In c!ddition, there ~"as 

growing tension between the strengthened DM and the weaker 

currencies, which resulted in the demise of the snake. At the 

same time, European currencies would continue to depend on the 

dollar as long as it remained the EEC international medium of 

exchange and means of settlement. 

One possible response to the dollar instabilty could be 

the creation of a single money, or parallel currency, that would 

eVentually replace the dollar as the international medium of 

exchange within the Community. The parallel currency could, 

therefore, provide an alternative to the dollar. It could do so, 

however, only if it were a stable mechanism and widely used at 

both thE! official §n.~ pr i vat(? level. Thi s hoped-f or parall el 

Currency would reduce the EEC's dependence on the dollar 2.nd 

therefore, inSUlate it more from that currency's fluctuations. 



-78-

The floating rates of the seventies gave impetus to rising 

inflation and con~oE~quE'ntlv to inflationc-:'·-·\/ '" -t·t' s , ") ,3.>,peL 1 10n_ t'-Jhi ch 

were to influence the currency markets, potentially leading to 

overshooting on the part of national authorities. This t"Jas in 

contrast to the fixed exchange system of the sixties, which had 

forced nat i ciIIi=d. policy-makers to adjust internally their 

pcwments Deficits had to be adjusted by 

tightening the monetary belt. In this way, fixed exchange rates 

played siqnifica.nt role in restraining and constraining 

uncli sci pI i ned authorities and SE'l f -i nt.erested 

politicians from abusing variable exchange rates. The seventies 

stand proof to such abuse, as floating exchange rates presented 

no such constraints and generated no concern over mainta.ining 

payments equilibrium through internal policies, becc\use the 

monetary authorities could always resort to exchange rate 

changes to manipulate the balance sheet. 

Tables 1 and 2 [18J compare the nominal and real exchange 

rate changes of the main EC currencies against the dollar in the 

nominal and real exchange rate changes cluring the 1970-78 period 

than there were in 1960-69. The increasing currency instability 

Coincides with the free flotaing of currencies, 

While greater currency stability SEems to have beeen 

trade-mark of the fixed exchange system under Bretton Woods. 

the 

1 -bJ [19J 11·c_,t_·c_=_. ttlE consumer price inflation dJ.e . .::. 
of major 
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EC countries end the Uf:; fr-cHTI lSl ,SO-78. DLW"inq the 1970-78 period, 

most countries experienced inflation r-ates that wer-e much higher 

and variable, on aver-age, than those of the 1960-69 period. The 

differences in inflation rates between countr-ies also tended to 

increase over time along with the aver-age rate of inflation of 

lower, on average, than the aver-age r-ates of i nfl ati on in the 

countries of the EEC in both per-iods. It would then appear that 

thel~e ~'J2{S c{ qUEIlit.ative di-ffen'?nce in the manner- in ~<Jhich the 

wor-Id economy behaved in passing from fixed to floating rates. 

Our-ing t.he fixed rate period, at least thr-ough the sixties, it 

was common to find inflation r-ate differentials among the major 

countr-ies that exceeded three or four- percentage points for as 

long as a year. Under floating r-ates, not only have lar-ger 

inflation rate differentials been experienced, but 

inflation rate differentials have become enormous. (Effective 

inflat:ion the sum af the nominal inflation rate 

differential and the rate of appreciation of the currency for 

Which we are measuring the difference.) 

Table 4 [20J summarizes the growth of money stock CM1) in 

the major EC countries and the US between 1960 and 1978, ~'>Jh i Ie 

Table 5 [21J present the volume growth of gross domestic or 

national product. during the same period. In Table 4, with the 

e>:c:eption of Denmark 

eXperienced higher and 

the average~ during 

and France~ the EC countries all 

variable rates of money growth~ on 

the 1970s than in the sixties. The 
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differences in rates of monetary growth between countries have 

also tended to increase along with the average rate of monetary 

growth in the grolJp of countries as a whole. Table indicates 

that these cDuntries also experienced lower rates of output 

growth during the sEvEnties and the sixties. 

Tables 3-5 not only show that inflation rates and money 

growth spiralled during the seventies' experiment with floating 

rates, whil~ the output growth declined, but that differences 

even increased amongs these nations. Therefore, not only did 

inflation rates of each EC country rise,but, in addition, the 

disparity gap between the member states widened. 

1977-78 was a period in which the EEC heads of government 

and the Central Bank authorites had to look at these economic 

indicators and attempt to find a solution, a mechanism that 

would arrest the damaging process that had set in. The two 

economic reasons for supporting the EMS were, in fact, the 

mistake in analysis of exchange rate policies that had plagued 

the seventies (and which had set off vicious circles in certain 

economies), and the unstable and volatile dollar policy. The EMS 

~ 1 . 0 ce to thece fundamental ~as seen at that time as a pO.ICY resp n_ =-

problems of the EEC, a policy that possessed two profound 

differences from the past attempts: a new, more communitarian 

Political approach and the implementation of new technical 

innovations. 
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TABLE' 

NOMINAL AND REAL EXCHANGE RATE MOVEMENTS AGAINST THE US DOLLAR, 1960-1969. 

L960 1961 1962 1963 1964 1965 1966 1967 1968 19~ 
1 

";' d. 
2 

p.m. 

BELGIUM 
(Franc) 
e-nom 49.87 49.87 49.77 49.87 49.75 49.64 49.83 49.69 49.94 50.14 49.84 0.14 e-nom 0.0 -0.2 0.2 -0.2 -0.2 0.4 -0.3 0.5 0.4 0.1 0.3 
e-r~al 0.1 0.1 -0.8 -3.0 -3.8 -0.8 0.0 2.1 1.9 -0.5 2.0 

DENMARK 
(Krone) 
e-nom 6.90 6.91 6.90 6.90 6.91 6.92 6.91 6.99 7.48 7.52 7.03 0.25 
e-nom 0.1 -0.1 0.0 0.1 0.1 -0.1 1.1 7.0 5.3 1.5 2.6 
e-rea1 -2.4 -6.4 -4.7 -2.0 -3.4 -4.1 -4.5 3.2 711 -1.9 4.3 

FRANCE 
(Franc) 
e-nom 4.90 4.91 4.90 4.90 4.90 4.90 4.91 4.92 4.95 5.20 4.94 0.09 
e-nom 0.0 0.0 0.0 0.0 0.0 0.2 0.2 0.6 5.0 0.7 1.6 
e-rea1 -1.4 -4.0 -4.1 -1. 8 -1.0 0.6 0.0 0.3 4.2 -0.8 2.5 

GERMANY 
DeutscheMark) 
e-nom 4.17 4.02 4.00 3.99 3.98 4.0 4.00 3.99 4.00 3.93 4.01 0.06 
e-nom. -3.6 -0.5 ~0.2 -0.2 -0.5 0.0 -0.2 0.2 -1.7 -C.6 1.3 
e-rea1 -4.9 -2.3 -2.0 .1.2 ·1.1 -0.4 0.8 2.7 1.9 -0.7 2.3 

ITALY. 
(Lira) I 
e-nolll 621 621 621 622 624 625 624 624 623 627 623 1. 99 CO 
I!-nolll 0.0 0,0 0.2 0.3 0.2 -0.2 0.0 -0.2 0.6 0.1 0.2 i--' 

/l-rea1 -0.9 -3.6 -6.1 -4.4 -2.4 0.5 -1.1 2.5 3.4 -1.3 3.1 I 



SOURCE: IMF/IFS May 1978 
--- Feb.1979 
reproduced in "The European Monetary 
System - Will It Really Bring More 
Monetary Stability for Europe?" by 
Pieter Korteveg (1979).p.5. 

, 344ft ;;; 

LEGEND: 

.t t« ?A ;;;ta.Q4l%i4i ,_ L 

1 
p.m' 2 - period mean 
s.d. - standard deviation 
e - exchange rate (average of daily 

rates) 
e ra te of depreciation (+) or 

appreciation (-) of exchange rates 
(percentage changes at annual rates). 

e-real - e minus the rate of domestic 
co~r price inflation pluB 
the rate of US conBumer price 
inflation;(~ real depreciation; 
- real appreciation; percentage 
changea at annual rates.) 

J 

CO 
N 
J 
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TABLE :2 

NOHINAL AND Rf.AL EXCHANGE RATE HOVEHENTS AGA INST THE US OOLLAR, 1970-1978. 

1970 1971 1972 197) 1974 1975 1976 1977 1978 1 
s.d. 

2 
p.m. 

BELGIUM 
(Franc) 
e-nom 49.66 48~59 44.01 38.98 38.96 36.78 38.61 35.84 31. 41 40.32 6.00 
e-nom -0.9 -2.1 -9.4 -11. 4 -0.0 -5.6 5.0 -7.2 -12.4 -<\.9 5.8 
e-real 1.1 -2.1 -11.5 -12.0 -1.8 -9.1 1.6 -7.8 -8.4 -5.5 5.3 

DEmlARK 
(Krone) 
e-nom 7.50 7.41 6.95 6.05 6.09 5.74 6.04 6.00 5.51 6.)6 0.7) 
e-nom -0.3 -1.2 -6.2 -12.9 0.7 -5.7 5.2 -0.7 -8.2 -3.3 5,5 
e-real -0.9 -2.7 -9.5 -16.0 -3.6 -6.1 2.0 -5,3 -U.8 -6.0 5.6 

FRANCE 
(Franc) 
e-nom 5.53 5.51 5.04 4.45 4.81 4.29 4.78 4.91 4.51 4.87 0.44 
e-nom 6.3 -0.4 -8.5 -11. 7 8.1 -10.8 11.4 2.7 -8.1 -1.2 8.8 
e-real 6.4 -1.6 -11.4 -12.8 5.3 -13.3 8.0 -0.3 -9.8 -3.3 8.7 

GERMANY 
(DeutscheMark) 
e-nom 3.65 3.48 3.19 2.67 2.59 2.46 2.52 2.32 2.01 2.76 0.55 
e-nom -7.1 -4.6 -8.3 . -16,3 -3.0 -5.0 2.4 -7.9 -13.4 -7.0 5.5 
e-relll -4.5 -5.7 -10.5 -16.9 0.9 -1.7 3.7 -5.3 -8.5 -5.4 6.2 

ITALY , 
(Lira) CO 
e-nom 627 618 583 583 650 653 832 882 849 697 121 W 
€-nom 0.0 -1.4 -5.7 0.0 1l.5 0.5 27.4 6.0 -3.7. 3.8 10.2 

, 
~-relll 1.1 -2.1 -8.1 -4.5 3.3 -7.3 16.4 -4.5 -8.4 -1.6 7.8 



r 

TABLE ~cont'd. 

1970 1971 1972 1973 

NETHERLANDS 
(Guilder) 
e-nom 3.62 3.50 3.21 2.79 
e-no!ll 0.0 -3.3 -8.3 -13.1 
e-real ~4.9 -5.1 _12.3 _14. t 

lJJ{.. 
(Pound) 
e-nom 0,42 0.41 0.40 0.41 
e-nom 0,0 -2.4 -2.4 2.5 
e-real _0,4 -7.5 .,6.5 _0.3 

.. SOURCE:IHl'jIYS May 1978 
--- Feb 1979. 
reproduced in "The European Monetary Syatem .. 
Will It Bring More Stab:!:l:I:ty for Europe7'! by 
Pieter Korteweg (1979}, p.6. 

1974 1975 

2.69 2.53 
-3.6 -5.9 
-2,1 -7,2 

0,43 0.45 
4.9 4.6 

-0.2 -10.4 

.iIilML,:;:;; ,4# Z;;UWJZ;;$ GAM, La ; &$ z tiXU 

1976 1977 1978 1 
s.d. 2 p,m, 

2.64 2.45 2.16 2.B4 0.49 
4.3 -7.2 -ll.B -5.4 5.5 
1.3 -7.3 -8.4 -6.7 4.7 

0.56 0.57 0.52 0,(/7 0.07 
24.4 1.B -8.B 2.7 9.2 
13.7 -7.6 -9.6 -3.7 7.5 

1 
~:p.m·2 

B.d. 
e 

- period mean 
- standard deviation 
- exchange rate (average of daily 

rates) 
.. rate of depreciation ft-) or 

appreciation (-) of exchange rates 
(percentage changes st annual rates). 

e-real ... 1!··l!Itrtus the ra te of domes tic 
co~r price in-Iation plus 
the rate of US consumer price 
inflation. (-+ real depreciation; 
- real appreciation; percentage 
changes at annual rates.) 

J 
(X) 

+:-­
J 

. 2 
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TABLE') . 

CONSUMER PRICE INFLATION IN ~~JOR EC COUNTRIES AND THE U.S,! 1960-1978. 
(Percentage changes at annual rates) 

YEAR BELGIUM DENMARK FRA!,!CE GERMANY ITALY NETHERLANDS l'.K. U. S. \..'HOLE GROUP EUROPEAN GROUP 

MEAN ST. DEV. MEAN ST. DEV. 

1960 0.4 1.1 4.0 1.4 2.3 2.5 1.1 1.5 1.8 1.1 I.. 8 1.2 

1961 1.0 3.6 2.5 2.4 2.0 1.6 2.7 1.1 2.1 0.9 2.2 0.8 

1~62 1.4 7.4 5.1 2.9 4.7 1.8 4.0 1.1 3.5 2.2 3.9 2.1 

1963 2.2 5.9 5.3 3.0 7.5 3.9 2.0 1.2 3.9 2.2 4.2 2.0 

1964 4.0 3.3 3.0 2.2 5.9 5.7 3.2 1.2 3.5 1.6 3.9 1.4 

1965 4.1 5.2 2.7 3.3 4.3 4.0 4.6 1.7 3.7 1.1 4.0 0.8 

1966 4.3 7.1 2.7 3.5 2.4 5.7 3.9 1.7 3.7 1.1 4.0 0.8 

1967 2.9 8.2 2.8 1.6 3.7 3.2 2.7 2.6 3.5 2.0 3.6 2.1 

1968 2.6 8.0 4.5 1.7 1.5 3.4 4.8 4.2 3.8 2.1 3.8 2.2 

1969 3.9 3.6 6.2 1.8 2.6 3.1 5.4 5.4 4.0 1.5 3.8 1.5 
I 

1 2.7 5.3 3.9 2.4 3.7 3.5 3.4 2.3 3.4 3.5 
(X) 

p.m· 2 U1 
B.d. 1.4 2.4 1.3 0.7 1.9 1.4 1.3 1.5 0.8 0.8 I 

1970 3.9 6.5 5.8 3.3 4.8 10.8 6.3 5.9 5.9 2.3 5.9 2.5 

1971 4.3 5.8 5.5 5.4 5.0 6.1 9.4 4.3 4.3 1.6 5.9 1.6 

un 5.4 6.6 6.2 5.5 5.7 7.3 7.3 3.3 3.3 1.3 6.3 0.8 

--.-------- - -.- --



TABLE 3 cont t d. 

YEAR BELGIUM DENMARK FRANCE GERMANY 

1973 6.9 9,4 7.4 6.9 

1974 12.7 15.2 13.7 7.0 

1975 12.7 9.6 11. 7 5.9 

1976 9.2 9.0 9.2 4.5 

1977 7.1 11.1 9.5 3.9 

1978 4.5 ILIa 9.2 2.6 

1 7.4 9.4 8.7 5,0 p.m· 2 
s.d. 3.4 2,9 2.8 1.5 

SOURCE: IMF/IFS May 1978 pp, 42-43. 
--- March 1979,p,35 
reproduced in "The European Monet8IX" System -
Will It Bring Stability for Europe? by 
P. Korteweg, p.~ 

ITALY NETIlERLANDS 

10.8 7.3 

19,1 9.4 

17.0 10.5 

16.8 B.8 

17. a 6.4 

12.2 4.1 

12.0 ],8 
5.8 2,2 

U.K. U.S. t..'HOLE GROUp EUROPEAN GROUP 
MEAN ST. DEV • MEAN ST. DEY. 

9.1 6.3 6,3 1.6 8.2 1.5 

16.0 10.9 10.9 3.9 13.3 4.1 

24.2 9.2 9.2 5.7 13 .1 5.9 

16.5 5.8 5.8 4.5 10,6 4.5 

15.9 6.5 6.5 4.7 10.1 4.9 

8.3 7.5 7.5 3.4 7.4 3.7 

12.5 6,6 6,6 9,0 
5.9 2,3 2,3 2.9 

I, p.m, : period mean 
2; s.d. : stsndard deviation 
a. Average of percentage change of consumer 

price level of quarterB I,I! & LLL of 1978 
over consumer prices of corresponding 
quarters of 197], 

I 
()'.) 

0"' 
I 



TABLE9 : 

GRO\..'TH OF MONEY STOCK (HI) IN MAJOR EC COUNTRIES AND THE US, 1960-1978 

(percentage change at annual rate) 

YEAR BELGIUM DEW'IARK FRANCE GERMANY ITALY NETHERLANDS U.K. U.S. 
l.mOrE GROUP2 EUROPEfN GROUP 2 

m. s.d. m. s.d. 

1 ')60 2.1 6.6 12.3 8.8 13.0 5.2 3.1 0.2 6.4 4.7 7.3 4.3 

1961 5.1 7.7 16.5 9.4 14.1 7.8 0.7 1.7 7.9 5.5 8.7 5.3 

1962 7.3 10.9 16.9 10.6 17.9 5.7 0.8 1.5 8.9 6.4 10.0 6.1 

1963 9.B 10.1 16.7 6.B 16.9 9.B 5.9 3.0 9.9 4.9 10.8 4.4 

1964 5.9 10.6 10.3 B.6 8.3 8.5 5.4 3.7 7.6 2.4 8.2 2.0 

1965 7.3 11.0 8.9 9.5 13.4 10.9 3.1 4.1 8.5 3.5 9.1 3.3 

1966 6.7 14.0 9.0 4.4. 14.5 7.2 3.1 4.6 7.9 4.3 8.4 4.4 

1967 5.1 11.6 6.2 3 . .3 13.6 6.9 3.9 4.2 6.8 3.8 7.2 3.9 

196B 6.4 11.5 5.5 7.9 13.4 8.8 4.5 7.5 8.2 3.0 B.3 3.2 

1969 3.4 13.9 6.4 10.0 14.9 9.4 -0.5 5.2 7.8 5.2 8.2 5.5 I 
CO 
-....J 

3 5.9 10.8 10.9 7.9 14.0 8.0 3.0 3.6 8.0 B.6 I p.m. 

B.d. 2 . 2.1 2.3 4.5 2.4 2.6 1.8 2.1 2.1 1.0 1.1 

;"''''''i;~~~'''.- '~~ ________ 4 •• __ 



TABLE 4 continued. 

YEAR BELGIUM DENMARK FRANCE GERMANy ITALY NETHERLANDS 

1970 -)·5 4.2 1.5 6.4 21.8 10.6 
------------------------------------
1971 10.0 4.1 1)·7 12.4 22.8 16.7 

1972 14·7 10.8 1).1 1)·7 18.0 17·7 
------<-
197) 10.4 12.1 .9~9 5·) 21.1 7·4 

1974 6·9 5·0 12.2 5·9 16.6 ).1 

1975 11 .6 16.6 9·9 14.1 8.) 18.8 

1976 10.) 17·8 14.9 10.2 20·5 11.6 

1977 8.0 6.0 7·) 8.) 19.8 1).6 

1978ij: 8.) 10·5 11.2!j: 1).8 2).)!j: 5.6 

p.m. 8·5 9·7 10.4 10.0 19,1 11.7 
B.d. 5·0 5·2 4.0 ).6 4.6 5·5 

Source, IMP/IPS May 1978,pp. 40-41 
May 1979,p:. )4. 

Reprinted 1n "The European Monetary System -
Will It Really Bring blore Monetary Stability for Europe?" 
by Pieter Korteweg (1979) p. 8. 

U.K. U.S. \.1,i?LE G~?~~ EURg~E.AN GR2'a 

7.1 ).6 6·5 7·5 6.9 8.0 

1).) 6·7 12·5 5·8 1).) 5·7 

16.8 7.) 14.0 )·7 15·0 2·7 

10.0 7·1 10.4 4.8 10·9 5·0 

)·5 4.) 7.2 4.8 7.6 5·0 

15·1 4·5 12.4 4.7 1)·5 ).7 

14.6. 5·1 1).1 4.8' 14.) )·9 

1)·5 7·2 10·5 4.7 10·9 4.9 

20.) 7·1 12·5 6.) 1).) 6.4 

12·7 5·9 11.0 11·7 
5·1 1·5 2.6 2·9 

LEGEND, 1 - m. - mean 
2 - s.d. - standard deviation 
J - p.m. - period mean 
4 - Averages of the percentage 

changes ot the money ntocks 
ot quarters I,ll and II or 
1978 over the money stocks 

"",; .. ~~~+'"''"' ,.. .... _ ....... _____ ..JJ .. __ 

I 
00 
00 
I 



TABLE ~ , 
VOLUME GROWTH OF GROSS DOMESTIC OR NATIONAL PRODUCT IN MAJOR EC COUNTRIES AND THE US

1
126O -Z8 

(Percentage changes at annual rates} 

Whol~ Group -2 Euro. G. YEAR BEIJ::IUM DENMARK FRANCE GERMANY ITALY NETH. U.K. U.S. m. s.d. m. s.d (gdp) (gdp) (gdp) (gdp) (gdp) (gdp) (gdp) (gdp) 

1960 5·8 6.6 7.6 10·5 6.7 9·9 5·0 2.) 6.8 2.6 7·4 2.0 
1961 5·0 6.4 5.6 5·1 8.2 2·9 ).) 2·5 4·9 1.9 5·2 1.8 
1962 5·2 5·7 6.7 4.4 6.2 4.) 1.0 5·8 4·9 1.8 4.8 1·9 
196) 4.4 0.6 5·2 ).0 5·6 ).) )·9 4.0 ).8 1.5 )·7 1·7 ----------
1964 7·0 9·) 6.? 6·7 2.6 8.6 5·6 5·) 6.4 2.1 6.6 2.2 

1965 ).6 4.6 4.8 5.6 ).2 5·) 2.) 5·9 4.4 1.) 4.2 1.2 

1966 ).2 2·7 5·) 2·5 5·8 2.8 1.9 6.0 ).8 1.6 ).4 1.5 

1967 )·9 4·7 4.7 -0.2 7·0 5·) 2.6 2·7 ).8 2.2 4.0 2.) 

1968 4.2 4.2 4.) 6.) 6.) 6·7 ).4 4.4 5·0 1.2 5·0 1.) 

1969 6.6 6·9 7.2 7·8 5·7 6.8 1.4 2.6 5·6 2.) 6.0 2.1 
) 4.9 5·2 5·8 . 5·2 5·7 5·6 ).0 4.2 4·9 5·0 p.m. 

a.d. 2 1.) 2.4 1.1 ).0 1.7 2.4 1.5 1·5 1.1 1.) 

1970 6.4 2.6 5·9 6.0 5·0 6·9 2·5 -0.) 4.4 2·5 5·0 1.8 

1971 4.1 2.4 5·4 ).2 1.6 4.4 2.8 ).0 ).4 1.2 ).4 1.) 

1972 5.6 5·5· 5·9 )·7 ).1 )·9 2.4 5·7 4·5 1.4 4.) 1.4 
I 

co 
\.0 

197) 6.5 5·2 . 5·4 4·9 6.9 5·9 6.6 5·5 5·9 0·7 5·9 0.8 I 



TABLE .5 continued. 

YEAR BELGIUM DENMARK FRANCE GERMANY ITALY 

1974 4·7 0.6 2.8 0·5 4.2 

1975 -2.1 -1.2 0.) -2.1 -)·5 

1976 5·7 6.) 4.6 5·6 ·5·7 

1&77 1.) 1.8 y.O 2.8 1.7 

197Bl~ 2.0 0.) ).0 2·7 2.2 

p.m. ).8 2.6 4.0 ).0 ).0 

s.d. 2·9 2.6 1.9 2·5 ).0 

SOURCE. Commission of the European Communities 
Annual Economic Review 1978/79.Table 4, 
Federal Reeerve Bank of st. Louis, 
Annual Data, June 1978 
International Economic Conditions,Jan. 1979 
Reprinted in "The European Monetary System­
Will It Really Bring More Monetary Stability 
For Europe?· by Pieter Korteweg (1979),p·9. 

NETH. U.K. 
Wholr grouP2 

U.S. m. s,d. 

4.2 -0.6 -1.4 1.9 2.4 

-0·9 -1.6 -1.) -1.,5 1.1 

4.5 2.6 6.0 5·1 1.2 

2.4 0·7 4·9 2.) 1.) 

1·9 ).2 4.0 2.4 1.1 

)·7 2.1 2·9 ).1 
2.) 2.4 ).1 2.2 

LEGEND. 1.m.- mean 
2.B.d. - standard deviation 
):p.m.- period mean 
4. 1978 - 1978 estimate 

Euro .g. 
m. B.d. 

2.) 2.1 

-1.6 1.2 

5·0 1.2 

2.0 0.8 

2.2 1.0 

).2 
2.) 

I 
1.0 
o 
I 
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The previous section has attempted to give a general 

overview of the problems that were afflicting the Commnity as a 

whole and which gave rise to a need for more stable monetary 
~; 

arrangements within the EEC as a whole. This section deal 

p r i rna.r i I Y If) i t. h the issues at stake within five nations 

partiCipating in the EMS. These are the Federal Republic of 

Germany, France, I tal y, the Nethel'"l <3.nds <"l.nd the Un i ted Ki n(;)dom. 

It is clear that the private interests of these nations 

sometimes overlap with the interests at stake mentioned in the 

previous section. ther-e cer-tain differ-ent 

variables affecting the decision-making process within each 

nation that r-eflect the differ-ent economic conditions of these. 

Germany and France ar-e examples of and 

relatively less open (vis-a-vis the Nether-lands, for e:-:ample) 

economies, that had, perhaps one could argue, mor-e political 

issues at stake than economic ones. These two countries were the 

main Supporters and promoters of the EMS. llJi thout their 

initiative, the EMS venture may never- have taken place. 

Italy, on the other hand, used both political and 

economic ar\:;)umenta.ti on in promoting support for EMS 

t t liE ~nl· sen II consti tuted a partiCipation. Its commitmen 0 uropGg I 
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The Netherlanrls, instead, is the case of a. sma.1.l 

t.h.:e-,t. 1 :i. r-',keel bDth 
ec.~Dnclmi c 

performance to that of West Germany. 

Finally, the United KingdDm will be used as a contrast to 

to join the EMS, even though it possessed economic conch tions 

p.:)!,,' a.l J I?:.~ J t. u t h 0'::;1::' of 1 t,::i.l Y n Th F' UrI :i. i::.E'ci 1< in ()dDIH nc? i thel'-' po!::;s.essed 

~3E?rd. i. rnent Il the t i. IJht 

:i. t ':;; p -C'!.lr·t. n C~I . ~::; , Italy and thc·~ 

It must be noted here that the case studies will not deal 

in cJf?pth thE polit.ic:,:\] be,hi'ld the 

participation, but rather will be more :i. n t C't- F:'", t pcl in 

8y 1978, Germany 0as by most 

i~:; thE:> 

Single intra-community trading partnpr bCith tot:.<?il 
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I~F::C: (9 ) ( S;f;?E: 

Its economic performance was bound to have an :i mpact on 

role of leader and trend-setter for the rest of the Community. 

major currencies with the exception of the Swiss franc E!.nei the 

interventions by the 

Bundesbank, the bilateral appreciation vis-a-vis the United 

the dollar exchange rate h~d dropped to an historical low of DM 

1 • 7::::;" [~':::::':1 FC'j"- t. h 10:' 'y F!3r- .~~: ,:;; v!hC! 1. e thE' e;: c h .:3.ng e \/31 ue of th eDt"! 

the fflf.?mb C"'j":: c)f t h C·? ~:n 3.!: e!, t· hE' f?;:: c:: h i;.fi cJ f? 1'- -:Ott: e o·f -1:: h f? Di'l i nc,- E~ased 

an average of 0.75% In 1978" [24J 

Howevel-, the OM had experienced its most difficult moment: 

vis-a-vis the dollar in November-December 1977. [25] Germany had 

felt the brunt of the large capital outflows from the U.S., as a 

I-·E'~:.ult D+ C':JI-t.f?I'-:'~:. "bf:lii'~)n nE?'Jlect" pDl.ic\!" This. If?d to heavy 

appreciations of th!;:, :nll!, causing both a deterioration of 

Germany's competitive position and 

There has been a high average of 

Germany's rel.ative competitive position 1970 <md 19713 
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inflation, but rather 

1 on (J ·-t el- en 

capital transactions in 1978 was actually 1.n '.:.uTpl us 

first time since 1973, mainly due to thc~ cluubJ i iiq 0+ c {ill. p:i t. iol 1 

the:' ~:=,.Ul"p J. u.~:; Dn aCCDU.nt <3.nci 

DM 19.8 blillon, ~econd in size only to the DM 26.4 
i: 
I" 

b i. 11 i 011 t 

of the DeutscheMark In the course of 1978, the Bundesbank showed 

.0 billion on its tutal foreIgn exchange 

In addition tD these pressures on the DM and the cc'ntl- Ei.l 

bani~ authorities to intervene in the exchange market, Chancellor 

H F3 1 if I U t. ~:; c: h 1Ii:i. ci t"":i q n <'I 1 :I. cd h j ~:;; c:·::; E<. ~o. p t:!,' <~'I tiC! n a ['j ci :- E: j c: c t i CJ i: CJ-f T.hf:~ 

1.'11 ,:i. :I (:, E'cc!ltorni c 

c)n E'conomi c: 

1_, .. " I'" ,. -- ,.. l·'."J' , ......... , IT' ' .. ·1 .. 1.:'·.··'.1 .. ···, ....... ' ,,_. ' .... ' .. '.1 J .. ' .... j ','1 f.' .• d:. ':. '='.".1'-1'" " .•.. J ·t·.l-I t~ .;: 1...11 1 H f? i c ..... , h t (J f - '::::. ,.. I .. J i" . Hi ;0"t n c: !:::: ~I _ • \ \ • t _ L ~ I 

economic prohlems. A notable feature of the pcollDmy in 

r· r'j r " I ]'. ',"1 ".".". r .. ·" (."1 ·.·l i.·.·.)· r,·.·.' '-I:, 1.'. IIi [J 0,' t Ct. n t C-?}; [,J c, n 5 i 0 rio:'. ,.,. '/ f:i~; C D. J ... - ,'j ~:::. u. m ',,:, I" pI" 1. C E:' 1. n c (~;< • , 

1- .... ] . 'I l I"', ......... ,. , ..... 1 I.·.·)· ,'.'.'.'.' '.··.~.·I"·I .=.:, I"" ' .. ·1'-... ·.' I .. ; n C:J? c:i :i n 1 977 P 1"'<:' \! 0 k F:,j 2-JU.Jcy measures ~~a . 
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out.pu.t in 

in 

trade '.:.12.\./'_'.=.' !-l.t .. ~,<.~ .[-.. '-...• , ,-t=,.-.I,I .. I.,-._-c .. ,C]' -(-~- - . . - . _ - _, L . .1, I ~"U.fi!(:::·lr· p 1'-1 C ,z.:.,'., thE? 

lowest level SInce 1969 

despite sharp increases in i fOp eii'" t. ~=:. in 

in a relatively health j state of affairs, disturbed only by the 

exchange tensions primarjlv with the dollar~ 

suggested that Germany would be better off on r- E\ ther-

:i. t':; pa.l-tnet- . DL(ndf.?sban k 

relatively strict, on 

(CUt'1) HI-,i. ch in 

in+] ''::'.-1.'.1 cr"; E'lncl unemployment rates 

Ft ... B.nce .. 

What led Bechmidt to become one of the axis supporters Crf t.he 

EMS, together with France's President Giscard d'Estaing? 

mr.~,ti\/c).t] Dfi~: .. r:::;:::J ::::;cl-'fn:icii:. 1 . .1,= •. ':: CC)fDiliitt,z.:··c:i tD a. "EUI-Dp(;?~!.n!' vi r?I.-, , to 

stability wjthin the EEC. HE~ 

hi IJh interdependence amangst C Ofiliilun i t Y 

i clL::Dl clq:i CEi.] :. hF~nt on 

J ,-_·.·.,-.•. I,-,.c .•. '._~ .. ,i\.!~_'I-lcr.~S., vis-a-vis the dollar. rnc)(, (? (.:J r" .. ~/ - - ... - '.:.-
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L.:i Ill. r'C] ::;chm:i clt 

attracted to the jdea of a (rlr_.!r,r_:_·t .. ·.,_~.:.r' ... ' . i" , , arrangemen:s ~Illcn would De 

:I II d:i cl 

not r- €? j f~ C. t t h ':=' I:i i;:~ 1 '.',. i'.-.'.' .1,,, ·1- 1-' , , l' , , ,,,: ," T: con '::,u" T. ,,".1: i ori b c?t t'lE! (::n CDuld 

r c;clu.c C' C°C: DI", Din i c: 'ji' "1' I . 1 I.v~"gcnces W1ICl had prDved to be harmful to 

for c:ohesiDfi between partners. 

in a.nd 

i ii'lr] I~ 0 \" i I"': C.-.i the r, .. ·:L ,,' ,r::- ',',:0. ·'.,i '(-.. i,·c •.. ··,. ,"!', ....... -.... '.-.-_- " -J I" i"' J' , , 7 '.' d~ ~LU.Ture represenTEO 

b:i ] 1 :i. C::':', Cl+ C1DF:' in its 

(f.}OI"I,: i fI Cj P cJp U 1 a. t .: or,,, L :.:;:::;:1 

[~>·1 J 

He had argued in ~2vor O~ monetary stability~ a bel i e·f 

president Giscard d'Estaing strongly shared. 

.:!.ciV3nta.!}e 0+ 

moment Df political 

programs. Between 1979 the French 
a 

generally stable growth of output of about 3.5% per 
[35J 
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I::'.".':,' -I.. j".j c, c, n 1 '::-' '.7 :::; E,",-', '.-.. 1 .'1 c.} './ :.:_'.L, ,'. f' ""! .. , .... ,. f' ., ,-' ,. . I' , r-'11 r" _~0~ blscarc o· =s~alng V10NPC ~ne c·~ as 

o·f f?COnOml C 

EMS negotiations stressed the French relations ('Ii th 

<OJ.~. c,,;; t 1'- f:?<TIC: 1. y i CI'P D/'- t <~.nt In B.b C)u. t. Eu.l~ op (?::a.n political 

would ensure that a European proces5 towards monetary sta.bilit'/ 

In t.h:i. !:.; 

pr-omoti.nq 

\' .. ,:i. -LI', It 

seems that Giscard d'Estaing believed that emulation of 

for stability and the priority of a mone~ary and economic policy 

thE(t 

·::;tl~il;:iri':ll;/ fl--um 2. rE·D.ciin'~j D-i th(·,o pCll.it.icaJ. ne~loti=!.t:i.Dns thE 

on the same pDlitical and econDmic wave-length. 

stern5 

the riip1.Dmatic and political Cil-iqin!~ of 

:0\ the' Ii Ci 1 i t :i c. a.l iTiDt.i \/cd:.i. on bf?hincl the It a.l i. em 



-98-

ciC2'::l,·C.' t.Ci j o:i 1""1 I: :;,C,' J P (J:I :i. tic: a } 

:TIDt:i \,'a.t i. on In to 

i. I-I '1 .. I.·c! ..... -.. j " .. ,0',. ·l:. '.',' ;.-.. ', ""1 ... -.... " ,-',' I ... " .; ,_. _. ···1 .-..... l' ,-' . 1 . I 
.! 1 .:0:, 1..., ': . .' ',,: .' c.' '1.:. D i'! \i O:L C. P c;:I 1 . ::. j c: ,:;:. :I 

thF.~ COff:rr.: .. '.ni"t:; Howe~er. this primarily political analysis 

place at the expense of ignoring the economIC motivation behind 

It-:-).ly',::: Pi:?!'-tic:i.p-:',.tic)r·l" [jnf.·~ of thE? +Dr 

seventies from high 

Tho wage pxplosion that took place in Italy at the end of 

the sixties 1S not uniqUE to the Italian caSE, but it represents 

an extreme in relation to the same events taking place In 

Western European countries" Unlike Germany of France, this wage 

IDn\~l t.imf? i'l .::J. mCI-c intE:'n::;i\";:? i:a.~"hjc:)n. [40J 

The increasing inflation rates 

were lin~ed to joh security legislation, and large public dGht. 

Th i !;~ 

new scala mobile -- wage indexation mechanism have existed in 

was innovative inasmuch as it 

'-j'" ". ,.- .- ,.- i- .".- 1 • t "1 1 .1 ' .... ) i.'.'.,'.:,', .. ,'. r j c.i Co>~ i:'r. t j on of V .. I,=:rC_' r?<.:· to i n of 1. <3 t :i. [)II • 
',. ' .. 1 d' ,:;., 1 . '::: L' (:, \/:1. r" : IJ C".. . ' 

'fhi ~. 

led to serious inflationa~y consequences as this meant that the 

national authoritip~ N2~2 not able to pass along C~>~ tr"a. c:ha.I~~les 

L 
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dl . ..I.E' t.O oi:l or devaluations to the 

fully developed wage indexation to prices required a 

increase in productivity in order to reduce inflation: which in 

actuality did not take place. 

By 1977, the Governor of the Banca d'Italia [41.J 

arguing that employment goals would have to be sacrificed in 

order to improve the current account, to repay foreign debts and 

to stabilize the exchange rate, thus suffocating partially the 

inflationary tendencies of the system. In -t-.:).ct!, the monetat-·y· 

authorities tried to implement more stringent monetary policies 

:i. n :[ 977!, v.!:i th in reducing foreign debts and 

liabilities, but the fall in inflation was slow to take place. 

The price index was still almost double that of 

countries (12-13%), while wages increased in the same year by 

about 15%. The increase in the productivity level had only been 

Therefore, when the option to join the EMS was presented, 

of 

rates could be one tool for curbing or arrestIng the vicious 

circle enacted in Italy by the implementation of full 

indexation mechanisms and of i3.ccommodati ng 

monetary policies. On the other hand, to establish an exchange 

the main 

commercial partner of Italy and where unit labor costs rose 
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consistently and only :"',"/ 
.': .. ;U C:OuntC:lr

'-

pI-Ucli.J.C:tivE:' CI'ID:lCE? tc! tliE Tt.:::I.l:ia.n Ct.·ntr-Dl bEinl:: .:3.U.thOI···jtjF:~ .• I: .q~;] 

It was little consolation that the divergence band 

Italy was of 6% and superior to that of t · . t· p ,,1.1'-' _ 1 C 1 P ';:<. : 1 n q 

countr-:i E:i:;" HDV,C'·· ... · C'I'" 5 t.e) in thE,i ~-. 

the EMS grid, ther 

I:Ji:i.nc:l. ·rhi.~:; COI...l.lci a.lIDi;'.': i.t tD +.:".11" ~:e·~·', 10~': hf,?+CJt-e hittin(j tht2 

lowest interventjpn rate which it later did. 

Ultimately, hot~ the political and economic fOI'-ce~.:. cCJ.rne 

tC!gether to put Italy into the EMS. The growing national concern 

0+ a.l1 ~;CJc:ic,.l. and politica.l. +Di'-Ci::'~" in Italy Dver the economy 

-f (] i.J rl e! :l t .:;:; c]:i m .:e,. >: :i. nth i'e: J I F'o::'. n c.i D 1 + :i. l')OCUiT:ent II PI-f2::;f'..>nted by the 

Minister 0+ the 'Treasury in September 

stringent and severe monEtary ane! labor reforms. [44] By the end 

-1"1 r" f l- - - .. - - .-.. , ,r .. -I'! ... l'·.··.··.' t. ,-_) .. j t S Di'~) ("'.'j-: I"; e~o ~3 "tn d <:; rna . .l 1 n e::; 5 i s ,"H::~ .. }'.x'" C:, I ':c'C: u: 11 .. .JlIi / " .' • 

su.~:c.::(:,'ptj l:il.f.~ vulneabl.e to exchange flue t uc:d: i fJrF~" 

1-.1 11 " til. "-._" 1-._-.I·-I ... -.... ·.,'-.:,;, .. I-..• ··.1.·.·.;.-_.·.'I-·.l· 7.'.c:d b--,/ ~=:jb" Ij',>: c-F it::; i iTIPDt-t~; cDmi ng 1 (J ':::'. n Cl . '::; ~T .::...,.~ i:::: _ - -

from, and 72.9~ of its exports going to, its ten EEC partners; 

:i t 
:i t.::i 

'< f t ] irn'IJCJI'-ts -- fDr- a. det.:'ii.ll::d tDtal exports and 24.23% of lCS ~D' a. 
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,~ E:EIC t:i n l~ 

t 0 C':: c: hi,",. r: q C:· j' ,::.. t f? f] U. c t : I. a. t J Cj rl ~:,. t···J·:3. ~:. 1 i n I:: i n q Dutch 

the:' 

I·• r,',. 't". t".·' c.", ""l c.'. i.'.' ','::, 1',"1 [.", ,I" t'.', ,I . '.' •. '." ('.1, I.':'.C'J r", ., ,oo. 'f" 1"1 E' .- - I·' It· • ..., .. , ....., " .. .:' t~cc .. · . y '::·E'\-'C?n·: 1 E!~:· ~ thE? 

joined the othe~ European countries in the snake a~rangement for 

t h (~IT: ~:;e 1 \!C~s , 

while floating collectively against other cu~rencies. Memhership 

~'.)i tili n 

the snake was the l.ink to the m'l ~')D.S 

accepted, even welcomed, as d stahilizing influence on 

This had other implications for the Netherlands: C:Clst 

increases had to he. ~ouqhly In line. with if 

df:?velopmf:?nt 

wore to be maintained. 

cycles In 

relation to Germany in the manufacturing jndustry, for 

c: [) u n t 1" Y In pal-] Y 

SEventies because of a 5% revaluation D-f 1969, 

1973 and 1975 in particular, a significant took 

by the 

" t bJl .. lt.: rather was due to price effects on the balance ot paymen-s, .. 

the de.cline of Dutch production sectors in a~:· the 

c: II E' rn:i c: .:'i 1 npt.icE",l i n~:; t.1·--LlfTlC!i"1 t. S !I h?>: til e~; and clothing 

L 
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high p~lce elasticity of demand. The Netherlands is 

0+ ;:;,. II 1,-1 C:\ 1'-' d '_"_ .. -l.I.I'" I'" "'.:.'1--1 c: ',J" ("- -" ill-' 'c" to" " '1' r" I' • l I . r ,- t - c _ • ._ '.J .. , 1 _ ;, __ I I,'.rd. c 11 .: -1 E P r" l. C I?~ E? T 'r- e c . _. cHd not 

dominate the overall balance of payments impact on thE exchange 

~atE adjustmEnts in years leading up to 1979. 

By 1978, the guj]de~ was in a relatively st~ong pasition 

as p~lce developments we~e dominated by the strEngth of 

CUt·· 1"- f2n C '/ t D tj-'ie c.iD 11 C:II'·. Tl-'I:i ~=. c: DU. I c1 h(-2 E\t tf'" i butE'd in p clt-t. t. 0 the 

effective revaluation of the guilder and partly to the weakness 

of the doIlar itself, to the extent that HolJand made its expo~t 

contracts in dDllars, and that its cu~rency was not fully linked 

posj, t i em 

relative to that of most trading partner 

strengthened hy the growth of the natural gas sector. [47J 

-- {' 
loJ"r- natul'-a,l gas had put the Netherlands in the uniquEly 

favorable position of having to face not balance of paymj~nt: s 

constraints. This led to a large current exte~nal i:H:cOlJ.nt 

su~plus accompanied by upward p~essurc on the guilder. The 

of 

.... j j f . 1- -- _. c· ... _. ( \i 1- 1'- -t U D U. ~: C 1 1'- c: .I. e). (:; 5 "J age s a. t- e ,ecucec scope or wage Inc ~d~~~ , 

the appreciation o-F the 

guilde~ had also dampened the price-wage spiral. For a country 

as open and trade·-dependent as the Netherlands, thc~::;e benf~+ i c i al 

effects must have been very substantial. 
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0.\ IflUI'- E: II q 1 eil:! oi.l II Cil'" c: CliT,i"ii' .. l!"i :i t·/ ~:C: up ;;:2 .c:. a.n b f::.! -r (:,(.I.n cI I n i. t ':;:. to 

s t .;:;1. h i J :i ;,': fC:' c: U 1'-' 1'-' e r', c: :i. Co':; :i. ri Ci r" cl ( :. (. t. CJ fIr.;;:'. :i It t.;"l:i. n :i.n -f unct ion i itq 

order. Dutch agriculture is the most important net E?:-: pD~- t er 

i iT:p 1 :i. c j t s;ub':si eli es s-;i nce 

1973 due to the rapid c.!.r·id ~··):i cI E'n :i. n q di !:;.pDI'-i ty 

exchange rates and the green rates of devaluing countries. This 

form of partial protection Nas D burden on SE~ctOf- . 

The creatiCin of a common currency that lI'.)(]ul d be more stable 

would avoid the pre-19]9 problems of (ilio:::~nt i. onee! j. n the 

PI- F.'v:i. ClI .. l"; would reduce the need -fen-' natioitcll 

subsidies in order to offset competitiveness from 

devaluing naTlons. L:i nk.t'.:!c:I tD "i::.he C(~F', 

investment in the agricultural sector, WhICh experienced a boom 

became particulary strong due to the EEC's operation of CAP, and 

there'fore, the maintence of CAP alsD assured Q·f 

In view Cif these two factors, pe.1'" t:i c: i p.:':\t ion I·J:i. thi n the 

EMS meant the continuation and stabilization of Dutch economic 

pol:icYn 

.' i I Ft,r' is I'ootl::ci iii tvJO ITIiOlj or' The U.Kn's refusal to JOIn :1e ~ ~ 
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exchange rate policy and second, the U.K.'s trade patterns gave 

rise to a conflict of interests with its EEC partners. 

Though it shares its concern with the rest of the partners 

(and the rest of the world, one CQuid argue) O\iel--

internal inflation, the U.K. believes in pursuing restrictive 

policies without giVIng up its monetary Independence. 

had already shown its incapaCity In handling fixed exchange 

1960 sterling crises. 

1978-79, the U.K. differed from it Community partners it.s 

assessment of the economIC and financial policies appropriate to 

the times. The U.K. put a great deal ,3\/cli di nq 

increased unemployment which would surely result from a monetary 

of the Exchequer was an adamant supporter of reflation, 

view sharply contrasting that of the Germans. 

In addition, the U.K. felt a greater loyalt-y' 

JI"lF cmd 

in cooperation with the United States. [51J In essence, the U.K. 

IIi :i. ~:; t 1- !_J ~:;, t c:~ cI monetary arrangement and held no 

illusions that the U.K would benefit from it. 

The reason behind the latter point is not hard to find. 

-T-I - • - ~_tC!rfTi"',J l"li~;tDr-y' -from it.s 1e United Kingdom has experIenceD ~ 

application to the EEe through i+ c actual participat.icm. The 
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Un i t EO' cl 1< i. n '~1 c! 0 m i. ~;, D n i iii 'I~J 0 r- t .:') r·/'r._· 1-'/ .,=,.i, T.,· l' !-_-'. r-I' I I' ,-- .L . In A2s~ern ~urop~, ye~ It 

tr~des predominatly the Community. The U.K. undertook in 

197 9 , 58.21% of its total export trade and 59.2% of its tot:::i.l 

jmport trade with the rest of the world excluding the EEC 

decrease SInce ]958 wi~h a related increase in U.K.-EEC trade, 

to maintain some monetary independence from the EMS. 

stability was not excl~sively to be had through linking the 

sterling Pound to EEC currencies. 

fixing its currency in the EMS arrangement, but, in add:ition, 

these trade patterns also reflect a historical tr·,'3.di ti on and 

commitment towards other trading partner. That is, the U.K. was 

( D n d j~;) ~:; til 1 ~:; t I-'c)n q J i 

guaranteeing a certain preferential 

I 
L 

difficult bond to break and one that would have carried high 

political and economic cost. 

In addition, th? Pound was experiencing an appreciating 

trend due to North Sea oil development and production. The Er·1S 

Nould have eventually placed constraints on the appreciating 

trend of the Pound and would have inevitably led to tensions 

, . 'I J' ~ t· -'J;: 't·, 1-'1 '".:.' <'-'.,' ,--_, (-_·.orlsidE!I'-a.tions" the 
'rl"IE'I'-C?-fC:I"'(?, 1n T.·l€:' l~J,1 _ l.',' I, c 

Pr- 'i t·, , I . t . ~ n Ci t t: [) j 0 i n t Ii e E t~l~; • -' .' '.1 !:ill au C, -I DI""'] '.1 F:!!::; C ,"1 Ci!;:'C 
The e:-: i stence 
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to pu~c;h thc' 

bE'l i eVE'cJ th'::'.t thE~Y CDu.ld ci i ~.C:: i pi i rH·?d , 

contractionary policies under a flexible exchange rate regime. 

On the other ha~d, the United Kingdom did not 

politically isolate itself from the EEC members, 

join 'Ult:? LeU a.lrT2,nqE':fI'Ir:~nt" In tl-'Iis. 1."iE',\/, 'U-:E:! U"I<. cJDE?~:, dE'PC)sit 2U:.'~ 

of its gold and dollar reserves with FECOM, and is calculated in 

the basket of currencies. This astute move permitted the U.K. to 

keep one foot in the door, without committing itself 

to the potentially negative implications and consequences of the 

L 
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19,54 e,9~ 
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NOTES TO CHAPTER TWO 

1 I .. ) z'.I...l.h ('21 I!ChD:i Cf:: in [U.I'·· [) P E?i':1. n LJni on!, " 

n. 

pp. .-) '7 ._. r} c,:~ .. _ .. _ r, Vi" r1" 

The:: Cl.o;:I.I·-c=nclon 

p p . :I 4 'J' -- :1. ~.~! (i " 

2) It shoulcl be mentioned that Mr" Ro~ JenkIns, President of the 

EEe Commission, actu311y used this term When he called for a 

1'-' f2 cf i ~:. c: 1...1. :::i ~:; :i. c! n .-- (" 
1 •. ..lT '''I :l:; ,J e '" ri 

i 1'1 Dc: t ob C'I- 1 Ct·-;-····,. 
.L .... '[riC;:' .3.J 1"'3t Zi.p P I-O'=~C:: h 

-;.: i j'-'st EU1·-CJpEEI.n 

Cninm:i <:;;:::;:l C:in 

EEC) , 

Offprint of Chapter T~o of Part One of J(u.l1 (:t:i n J1--1':;'70 0+ 

the EC, October 1970. 

EC:DnUlfi:i c '''I D n 0? t a.I·-,/ 
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I J /(i'O\7!7~;-E 

+ i. riD. I .; r? 1-' u ~:; ~,. fe' I ~:;:: I~ C ." '1" .... , ..•. 
" ' ... ;:;['1 1..I.iel.I"··/ J ' .. ,., ,. b)!1 PP" 2:::;'-':~:;:[" 

I' T I', c (~:I 1 '::) ,;;(:i n t ~; :' Da',1 Manife' ... ~i.' .. I.-... ' C [' , .. Tor ~uropean Monetary Union./I 

Re[Jrint irl ~I" ,- l' , ... r' :3.':. l. ,,·.iT, n i. "H i rj F'" F' I.".'·; ,.-_,.-1.'.' ,_." 1'-' '_= .. " rl (-I 11 \ ." E' ...::;., _"i}!::::_._..~.,fUi~~j __ tn.r.::. 

i:=~.'JC.Q'p~~~ (I._on cl em :rh c' !'1c I'h 1 :i. r.-.. !.I···, '::'1'" r.·.··.·.,'.·::-.·, '.'_':"!I 1 (',-"r) \ ."//c'" pp. 4U-113. 

'7) Lh j c:1 " r:l" ::::;n" 

r:; j ~:; c e I.~:; 0 1"- C)' c." r', ". t·.· .. · .. '.I.·.,·,·, ... ,,_ ... _.' .. · ... · .. · .... ·.!· ....... :',..... '''!I '1 r) n '1 1 ,._" , ... c-0" ' ... ·'D .. !, pp" .:')L,-:.j.::)" 

10) /( (;] 1 

Occasional Paper 1"1" JL, June 1980; and G. Basevi '::'.nd L. 

Bologna Center Research Institute, June ':in in-

depth survey of the f' cq ot:l iel.t i Dn c,; iii \'Ci1 \ ecJ i.n c!S t: b.b 1 i ~.:;h i nl] 

the EMS. While it is nCit the sCCipe of this research to delve 

that th(? 

t h C' functioning of the system. The political c c< n sic:! E? r- <-;l. t i. on s 

In establishing the EMS, it can be argued, are at thE' he.:::tt-t. 
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in 

1 :S ) F' c t !c.!)" I. U ell C) I, '.J t C: j . m c' d t it e C j- iCc' a tiC! n C)·r t h (c:! F l"1 ~::; E{ '3 
C)+ 

1 /! ) 1';1 j c:: 1"1 E,{ C' :I 
in thE: 

Broader Setting of the Community's F:c:onom:i. c 2.nd F'olit:ica.l 

f)('::!\·'C:.1 opmc:'j"'it. ~ II F'il i 1 j P "I" 

h:i.l]h 

,':':i.e:: hi t;:,\' i. n Cj p ur- ~·U. j j"1 (;) 

j n t c'j j' i'l L. 1 C! j--I " 

f-?d u ~ 

cjJ,,~., j)p.. :I:J .. 

1 C) \ , / p. 

p .. El. 
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22) For a detailed study on the political - (. 

I.J'" LET 

DDI DqnEi. c: c.:' n t. F:? t- InstitutE, 

24) IkLd~., p. 19. 

~;::~: ) June 1979, Tables A and I in 

l ~r_c.:.'·_=.·I-_)c.~ctively •. ~. 64-74. (i ri f'j F~;-: !' •. • t 
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35) DECD economjc surveys, 

LU.l (~J 1 

Occasjonal Pap~rs, •. :,. r-.} 

"._' .1 ••• ~ (bc!10'Jn;.c.: The Bologna Center 

Research Institute, June 1980)" 

flO) 1'1 j c: h (:~;:o I 

Lj 1 ) J 1:::0 i cl .. ., P " 1 ':1 EJ " 

11 :~': ) .Jt,j_(;i.~ r' 1 'i !:;:. , " ~J " 

II :::: ) I!~):L(:L, . , p" (! ;; " 

4/1) !hLcl~_, p" 1 :=:"':.i" 

p" 



~51 ) p. ...... jc:­
..::. ~ •• J " 
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:I.l:!.I=': ..... f;.UE'()l::L(:I:J_L!.CJJ:!J;;TDf(L_fi.>:.~.:IJ~ •. U. 

The heads of government agreed that the EMS was to be 

to a path 

growth and stabiljty by way of closer coordination of economic 

ob j f?C t i \if? 

create a zone of monetar scaollity in Europe by closer monetary 

policy cooperation. It was to be used initially as an instrument 

for combatting excessive tluctuations in 

hence for reducing a factor of uncertainty in trade and payments 

I rJ thl··(Juqh rn C) r- e. stcd::d e 

exchange rate policy! it would endeavor to create an 

C?c C)n cJ(H:i c of 

The EMS consists of four basic elements~ 1) the European 

'E'-··LI' I., -:.l ... _ } ~ a pegged-rate with intervention system; 

and 4) 

financial support mechanisms. 
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Til t:' i: C: U ! :i. !.e:· '.'-.-.; ,.-.-.. 1.-.. 1_". ' .... ,' ... -..... ' , .... , .. -_ .... ' ... , ., ....... , ........ ,.,_. ;-.. j .i, i' 1····1··/ .. ·' :l' I 
. , , ·:.n<:" :::., .::) D.ne 1.::; usc.:,c i,\5 the: 

the:' divergence Indicator, as ~ne denominator 

means of settlement betWEen monetary authorities. It is thus the 

new European unit of account, I,-.,Ihi ch 

but: :i s :i. ntF:'ndecl to used 

increasingly as ~uch, initially between member 
centl~ al 

capital movements. The EeU is a unit of account defined the 

The amount is fixed in principle but adjustable in practi CE! j ·f 

n C:.' (-:~ ci (-::.' cl .. The amount of each currency in the basket c ai-respon cJ~, 

to the economic importance of the country in question (see Table 

f:J) " [:2 ] cur-I-' (~n c \' i n·r 1 uellce::; the 

value of the Eel! basket, which is calculated each d.3.y hy 

n"ti:i onal 

it c:h Etn (J c·s· 

ITS cxcllange vaue In . .., _ ... . . , '1' ' .... ,'.-::'. ','. ':·_'·'.·t· ... ,'. '.-_1'-', '1'_' ,'.-_J .·.··_'·,r-,'.-_lt·I .. ·,· ".'-.',- ·-... I.!.I·-'- c":.·I"·1 C ",J ;.:11""1 d the Eeu 

i. t ~:;(:'l -+. Th ish i:?.5 cou.ntri F.~S 

., - . ". .- 1'- --]. (-F" - - l' ''''1 .. ,e 1 .. 1,·-"[' I-I c'r-apprecla~e. Appreclaclng curre IL .. ~~ yd _ in in 

t h f.-? /:::1 .i::\ ~: k F! t D + currencies while depreciating lose 

As in the snake, a grid of bilateral has 

been established restricting the margin to 2.25% either 



r* 

"'_f "_"0" 

t1f:~~W~V7,~,---,;,;><;,:'";i-i';: ,,," '!:L~:~'::;i'~<~'~~~'~(:<-~ ':~-,;~.-

TABLE 6 

THE ECU BASKET 

Currencies Amounts in Basket 1 Eell= ...... 
Currency 
1)/)/1979 

Deutsheifiark 0.828 2·51064 

Pound Sterling 0.0885 0.66)247 

French Franc 1.15 5·798)1 

Italian Lira 109·00 111.8.15 

Dutch Guilder 0.286 2·72077 

Belgian Franc ).66 )9. 4582 
Luxembourg Franc 0.14 

Danish Krone 0.217 7·08592 

Irish Pound 0.00759 0.6626)8 

SOURCE I "The European Monetar:r Sys~em" 
Struc;!ture and Operatlon. ln 
The Monthly Report of the 
Deutsche Bundesbank,March 1979, 
Volume Jl,n.J, p.12. 

Units 
rr.aximum margin around 
central rate vis-a-vis 
ECU ( fa ) 

1. 51 

1.80 

5·4) 

2.01 

2.0) 

2.18 

2.25 

Maximum margin around 
central rate vis-a-vis 

Threshold margin 
around central rate 
vis-a-vis 2::;U u: ) 

1.1) 

1·)5 

4.07 

1·51 

1·52 

1.6) 

1.68 

Eeu (%)= (i-share of currency in basket)x2.25% 
or x6% in case of Italy. 

Threshold margin around 
central rate vis-a-vis tClf (~) 75" of above. 

I 
I-' 
I-' 
'-.I 
I 
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Hi th the' c~::<ceITL] nr'l o{ T"I .. 
~~~y Nnlch has opted to apply initially a 

wid~r m~rgin of 6%. t '!/'I .::, n '·.l. r .. : {,II'" I" ..... ·.".-1 ','.: ';, .. , '1' -. '1' I" • .. 
'- , , - .~".. I (L'·;. n 'J f? I" Ch' J c.·dvi nCJ the 

\:J 1- :i cI 
mOI- E! (or 

th i c:; currency must be Supported through intervention~ thEtt 

:i. t In U ~;:; thE,:' I::. 1- n I.J "',:., h t b .... / 1". '.-1 i."'. i.' .. ·. ,':". I_I '1'. 1' __ ,= ..... , '.1.' I - ' ' ' Dan~ responsible {(Ji 

C, U I" '." rc ..... , r .. : "",/ ' .• ·· .. 1 .... 1 ]'. r_' '1 I '. i 
- ,I I las rIsen :0 the upper Jiiliit of its margi. n. Th c?,,;.(:: 

interventions are oblig~tor 
and without limit as to the amount. 

I I", edci i. t i. un t. fJ t h (-::..:, a. [J c: \/ £::-:' con \,'f?n t i c)n a.l pDlicy of 

p ~- C"VfC!n t i \!('0 

fl"urn :i t·;:; avorag0 FeU rate. ii'iD,,:;i::. and 

controversi.al provision 1::- th(·::: 
iJ ',-' the 

ciivergence indicator. 

The early warning signal c:-f 

i inp 1 i. f?::::. in to restore the 

currency tn its previous rate or to stop it ii-om hittin'J its 

outer margin of fluctuation. The· F'P'SD] uti on the E:UI~Dpe,,~.n 

Counci] 01 December 5, 1978 speciiies that when th:i <:; 

of divergence is crossed~ the country concerned is expected to 

appropriate measures (f (]! 

other- economic policy 

measures (for e::<amp]e, in the field Ci'f i IJcomE~S 

Chan'J':;<s 

in thE! c c.,·nt 1-.:::1. 1 r"a.t.c:! ITILl::;!:. ['int bE~C::CJil'iE! thE: r-ule ",.!hen countr'/ 

. ',. I - c:1-'('II)-1 IJE' cEH-r"iE:cl f?;~ P iE·/,- i en c: f2~:; cJ i f + i c l.! 1 tlE'~; • tJ U c: Ii C"I El Ii I] I:::' S· _, I I J ' ... L out, 
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t h Fo.',.' ~; h 0 u.l cI n D t t· (- j 1 j 
J~ C2 ayer or ruled out for reasons of prestige. 

1+ n Ci ElC t:i (:,,','-'1 ·.t· c ... :., + - I' .. .... :::' .. (-:.:'n, the country concerned will have to ':;-j:[ \!E~ 

Therefore, the divergence indicator tl-',Elt 

can demand action c,n 
CJ+ the' di \"'F~r-Gf?nt it 

triggers policy coordination 
EI n c:I cI :i. ~::: c: U~:; ,,:; :i. U 1"', • The:::' 

indicator is a mechanism that signals the divergence 
Ci+ bDth 

of symmetry in interv~ntiDns and shares the burden of adjustment 

to exchange rate pressures equally among t.hec' stl-(]nq 

s.uch 

The EMS is also based on a partial PeiU} i ri'.] oold Ed,d 

thf.? Er·iS 

member countries. The arrangement for depusiting 20% of ~old and 

dollar reserves was th!;:: towards establishing 

genuine Eurupean reserve fund -- Jargely a symbolic: step, 

the reservos remained the property of s,t.",tes :' CE?ni.: ,,- a.I 

banks even though their corresponding values in EeU is used to 

financo intervention. The dollar and gold reserves used to back 

the ECUs are valued at their respective market r- cl.tes" 

had envisaged t.he est5blishment r 
CJT '··lonE'ta.r-y Fund 

ECUs. and controlling their supply. However~ t:he D'IF hBS not 
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':Oit:i 1 ] h c'c: O:T,('~ D.I"-, Ei C t 1...1":'.1 :l t "j ,. - j'" t 1 -: clne Tor '.10 time being t h C~ 

i3.CtS 

qCJ:I. cl 

issued to an eOiuiv~ .. l.,F .. lr.·il.: ~.·,(·I·r'·.~." .. 'I-i'r·. [ .- - . - .. - :entral bank holdings of ECUs at 

FECOM serve as an official means of P ci Y:Tien t:. in intervention debt 

the 

ped :i C:'J' 1 E~\!e I '.1 FT'I Jr. i' .-.. _. - ..... _. - . , - , l·t 
.... _' .. _::0; .jl:,·,LUi::'.·'·' c;, unl T. C)·t· ·::;C::~T.···.L CfinQnt (}{ dE-'ot.s oc:'t~'JeE~n 

E!. 1 i eiii t\".cj of 

settlement. TL,_,'I.·.~ E-.~~,·lr.=::J' ~I~.·.·_~ ,_~.,~.,!_. i ... I.r.·.' ,.-,.... t r - - I _. _ ___ _ _ ';::~ \/ ::~. F.:!fn C:si" cr"::3cli t f .:;i.C i lit. i [::'Si 

()·f 1 " .1 i short-term financinq; :2 ) ~; h 0 r" t - t. f~ y-' ITI 

m C) r', i:::'~ t E:"l.l·-· '.j' ' ... :::. !.I. ,r.·, r .. i I.·~i ",-- t. ~. ,'.'.'II-,.,.·j .'.-.'.'.' .·.i I-I"' ;.-', "j '1' , i I"~ .1_ .-•••• _. ,- l' 1- - '", L . --- _. -., ,c", ....... ,i·-···L.t"'r::: T_ Id.nCl·,3.J. ·::;UpPDI~·C. 

In the fist case, any participating ba.nk that 

t ... _ currency from crossing 

intervention point with respect C l.I.I-· 1'- e f1 C '/ , but 

lacks the foreigf1 currency tD C.:?ln 

unlimited amount from the central bank of the foreign 

cC'in is 

unlimit.ed, the term of 1 CJ.:~.n is extremely short. ThE' funds. 

borrowed for defensive actiDn have to be settled aft.er 45 

effective amount of such loans is converted i.nto 

t.hE! 

COUntries. Likewi.se, the Z..i. rn C) u n t S 0 f tha.t 

central banks take DUt. of the mar~et in order to help 

these currencies from t.hei. r- point a.re 
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C E! rl -I ... 1-· .::\ 1 tur·n i ntci nF~i.:. The 

settlement period of very short-term intervention debts 

automatically extended twice by three months i of thE~ 

central bank consent. Any debt not in thE? cTedi tOI~:' s. 

currency can be settled with FC;U~; thi:\t holds in 

FECOM, although no creditor is obliged to acept more than 50% in 

settlement of its claims in EeUs. This 
·f.::\c:i I i ty hE!!:; 

been used quite extensively since the ,inception the. EI"1~3 , 

conditions, 2S to the short-term and medium-term monetary and 

Short-~Erm and medium-term financial 

ql . ..I.D.nti t.:i.t:i \,e 1 J.IT!i t:::. policy-restrictions on 

countries. While short-term monetary support :i. rnpo~:es thE~ ~·ai1if~ 

loan term as does the very short-term financing, a ceiling of 11 

billion EeUs ]s imposed. Medium-term financial assistance has a 

term of maturit I of to tlVE years but c: cm cJ i t. i on ~=. c·u· e 

attached ~s to the policies debtor countries are ~o PLlt- sue. 

Con cJ :i t i. c.~! n <oCi. lit ./ ubliOi3.tiOrl pUI-·::;.ue policy 

I · . 1· \' T'· J,~,-_.,>-. rr·li ,:; "21·-" COordination and policy Clsclp_lne. (2_, I ~ v= y 

cCjunt.lr·iE:'~:. -::\1-·;:,' lJnv.I:iJ Jinq tCJ qiVE? un n2,-[:iDn;:,,] -I: t- i2'E'C! C):TI t. 0 pu.r~~u.e 

these mechanisms have 

rarely been used. 
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One of the great difficulties attached to 
Ci!='t:. i '~Ii ,. 

C)T 

returning to fixed rates has always arisen from the 
1 d.C k 

c1 0 1 1 -'::'.1-· th.::,.t 

r-ol E' Hr.·?] J for over twenty years unj~r the Bretton Woods 
~.~/::.tF:,·rn ~ 

lack Cl-f 

In thE? Elhili.ty D+ the-=-' I..Jnit.!?~d 

authorities to manage the dollar to serve the common 

Th C~ ~;:i qn :ctt Cit :i. E!;c; ._ i" 
LIT t.h,:~ nIl had 

advocated the croation of 2. !.-.J·~.r .. ~.ll~_'J·. 
.... f _ ~ Cl.{r"-r-c?nc::/ ~ the 

t h (0:: ECL) ~ P] . ./(:;-1: Df J __ 

LLJ the·! heip c'd -+ ClI·-· 

C f? 10
' t 2. i r, I ';r the intEntion Df the architects of t···J 2. ::. to 

create the FeU as an alternaLlvE to national currencies and as a 

the de-io] Dpment towards d Eutopean 

currency. This sesms to be the case, particularly when ETU 

becomes the m:;]n instrument of inter~ention in the EMS. However, 

the FeU has been harshly criticized for presenting a superfluous 

option to monetary autho~lties and as possessing few chances of 

growing into a parallel currency. 

In fact, the EeU suffers from fundamental 

Which do not render it an attractive alternative to nat: i onal 

Inorl:i.El~c;"F·:iI-·~:;L!, tl··IE! ()CJJd ,c:.nci ciulla.l'- b.::;(ckcll-ClPSi (J{ the ECU not 

really deposited, but: rather constitute a 
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automatically terminates 

Thc)u(Jh the 

book-kecping amount of gold and dollar reserves terminates after 

three months~ these swaps are automatically renewed for a period 

U.p tD t.li\J C:) er-r :i ~; 

important. The memDe~ countries are not 
ir~evocably tiGd 

C Drnin i. -1::. t (~;c:1 to this arrangement. Po 1 it i C c(:1 1. y~, it 

partner to signal their wish to withdraw from the system at the 

to c( 

()r"a.du.:)1 "cJir·OP·-DU.t" pl~c!C:E;~:.~o; but in pl·"·a.ctiC:f?~ it l~:. cli-fficult fCI'-

t. h:i co; t Ci h ;::! P P L;r'l" ('1 '.' ( .. ' i'" \! t- (] 1.1. LJ 1'1 P 1'" Ci \":i '::;:i Ol"j 

whe~eby unanimous ag~eement amongst the in 

orr· c:1 C:'i"' t D '"; t Dr:! t.li i:~ "'! .. J ';". p p:i I-I q. Th l~; :i. <::; ';::'.n II El11 -"t C)q ei: h C.I·- 01"' no-"onp" 

II.: :I C;::. 3. n 

upsetting the whole systcm, hU.t nut E·: of -f c:~ c: t :i. \/ E~ 

strong inte~nal pressures in the group as a whDle tD breal( up. 

any cDmunitarian-type 

apprDach present. It piesuppos2S that the system work + or" cd 1 

members, and fo~ only a fo~. The costs of such a group 2pp~oach, 

is that individual demands need ~o be scaled down or compromised 

This 

1 "0' bDth and weakness of thE' systc:rn. If it. 

effectively doters any par~lclpan:s 'rom Wd, l, . ,.. i f" "'ltin] Dr" riski.ng, to 

but 'J: 1 I 

I ' I ~ .. I-,c".rl ·t.~lF"""· wl'lL~le E',Jstem falls 28art. c E!tt'?I~I'''C"nCF' cJCiI=::'~: riCH: (·,.JUi";:~, ,.1 ... ,. 
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SeconrJ ~ the? \/E'I~y n'c:d~un:? 0'[ t.he:> hoI eli ngs backi ng the ECU is 

unstable and volatile. If gold and dollars are used against 

vJhic.h to creElte the stocl:: of ECU5~ and the (~old clnd dollars are 

valued at market pricE'S, then will the ECL! not suffer from the 

same fluctuations of the dollar and gold? Though the European 

s t DC I~ 0'[ (jol dis c: ems tan t due to a US-European agr eemen t, the 

price of gold has wildly fluctuated in the past decade. After 

the EI15 \'J,;:!.5 l<!.U.nc:h(C~d, the IJold pl~iC:E?, c:I£:>termined on the narrOI-J 

market, more than doubled and at times even tripled. This, 

thQ added volatility of the dollar, could lead potentially to 

i nf L:, t ion thr- ouqh E';': cess i \It? o-eat ion 0'[ ECUs. 

Triffin [4J has identified the problem of excessive 

creation of official reserve assets since the post-war period. 

The following chart can give an idea of the trend this eXCEssive 

reserve asset creation creation has taken: 

Reserve Assets 
Table 7 

(I·Jorld Geld 2nd Credit Reserves) 

(in SDR millions) (in $ millions) 

1949 1959 1969 1980 June 1981 1980 June 1981 

45,510 57,120 78,725 317,908 349,998 963,214 803,132 

Source: Robert Triffin, The World Monetary Scandal: 
Sources and Cures?, p. g, 

The tremendous i ncre;::lse in reserve assets has been 

labeled "monetary 5 C D. rl d C'.-\ I • II [5J Loob ng at the 
by TI~ i·ff i n a:s a 

date of the 1969-1980 period of eleven years, reserve assets 
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have multiplied four t· . _lmes ln SDRs. The source of this increase 

can be trcH::ed to t.he? ilTlfJE1Ct of fluct.uations in the 

prices and exchange rates. Table 8 summar i z es the 

m ,:I r h::: t .] 0 I d P ric e and e:-: c han 9 e I~ ate flu c t u a t i em s 

incn?ases. [6J 
Sources of 1970-80 Reserve Increases 

Table 8 

I. 1·1e3 sure d in SDRs 
A. \lorld Gold 

B. Credit Reserves 

1. Concerted " 

2. Reserve Currencies 

II. Ir'1pac t of Fluctuations in 
l~arket Gold rrice and $ -
SDR Exch2nge Rate on: 

A. Oorld Gole 

B. Credit Reserves 
rl; 

1. Concerted 
') Reserve Currencies 

III. Total in $ , at Harket Prices 
( I and II) 

* 

in 
billions 

-

239 
" L 

241 
21 

220 

645 

625 

20 

49 
70 

884 

gold 

impact of 

on t-eserve 

of 
in % 
total 

27 

27 
2 

25 

73 
71 

3 

8 
.11 

100 

declined cue primarily to "sterilization" of IMF gold 
profits not credited ~o member countries' reserves. 

Source: Robert Triffin, The World Monetary Scandal: 
Sources 2nd Cures?, p. 14. 

Table 8 shows how gold, internationally concerted credit 

lines and net IMF credits do not account for this massive 

increase in official reserve assets, while on the other hand, 

marJ:et gold price and exchange rate fluctuations account for 73% 

of reserve increase~. 

It this way, gold and dollar backings of reserve assets, 
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inc:] Ll ci i n Cl r:TU~. cd: i.n-flati.on. d. 

consequence, the EeU does not appeal to 
to 

anti.-i.nflationary policies; an example is Germany, where the EeU 

is actually p00hibited by Art. 3 of the basic law 
celliSt:. i t.ut:. i Cir," 

In this way, the ECU is not 
reference currency_ This 

method of creating EeUs could also lead to 

int.o nEit i onE •. l 

currencies. This is certainly not an enticing 

('in ut h (:::'I r .. - (" 

UT the thci.T: it no 

t.he 

c: c'nt j- iel.I hanks not. 

interested in holding more ECUs that they are forced to. Due to 

general uncertajnt~ of the underlying swap bElli ks 

usually accept onI rn j n i rf~U.iTi 

settlement~, but quic~ y t'l', [::;"(, t.e:) I=-Ecnl'l 

strenger c:urrencies. 
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H::U U r' o
• .;t. Dr1 ~3D/=< 

.. ~::':' 

1 CICj"') I 1 ; '._1"': .. .. , ( ) 5 :::5 r) 

:~:;(J .. .. ::. .. -'1 .. ()() 

1 J ·1 I::~ r.:: c:" 'I() J. .. .... .i,J ..._' .. ( - 1 ~5() ~ C?6 . - . 
J I J 1 C:'r, 

:?C} . •. _J "::. - . 1 ::::j3 ;:~ S>() " . 

u .. :~;,,:(; SDn 

J a .. :~;5 

II 
5 .. 53 

I II . -'7 ('I 
. ....:. ,.. CJ 5.71 

The value of the ECU in terms of any national 

d c'P en c/ ·'Co: on Et b ie, Ci kE't Cj-( c ur···I·· E'n c·J' 1.'.)<:"::: :tl.;!!··, t '3. In pr- i nc i p 1. e t. her·e has 

to he: .. '::'. continu.Du<:: 1'-[?cE:.lc:l.,.lE:.tion of thE v;:,]ue of th,,·? EeU \'.Jhi If? 

exchange mar~ets remain open. In reality, the prc1blem may not be 

C) + P Jr .. 01. r:: t.:i c .:01. :i significance in the daily functioning of thE' 

all other EEC currencies. 

In any case, the FeU represents a complicated calculation 

of the daily rates of national currencies: certainly a deterrent 

t r- t I- - co ._. r 1_··./···12 ECL.i a':::· ;Oi. iTlE:·:::n'3 o{ .. _J .IIE: C(]iTiITlon USE:,';).':'.' I .. ..IT p;::.\/ment~ anc/ 

both the private and official le\/el. Thou.gh 
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VEIl UE' 

0+ thE~ ELU Cin a continuous basis would complicate bc.H11:: 

t 1'1 DU.q Ii th c? EI"I::~; ,;j.t t f?ITIP t s; t Ci 

t.he 

\/ c\ 1. u ,::;. (j f +,,,' '-I ,_':'_' c_:.· r: !_J ". i" f- l I .- t . I • I t (" . . 
I [-, ... i_.·c:. :)d':::·E'C:, on .:!. [J'::I~:;t::E'.: CIT na.·Clonal. cu.I·-r"(-?nci(-?s~ 

C" ":'.1 J ~:i -[ 01'" .::', i"iE'!E,(j I' nut. en 1 \/ t 0 cIE!p(~'nci un t hc~ ,,'.e t i c)n s:. t:.c"\ f.:: en by ;::,n'y' 

one among the national authurities to influence the EeU rate 

it .'JDul d also 

clepE'nd on h'/ pa.rt i c i. pa.t i n(J nEd: i onal 

E,ut. hCli'" it:i c<;-:·" T·h:i. ~::; '::i :i. t·.U.:';:lt i un iTI:''-"I.·y· cC)n~it. it. ut. (" E';'; t I'" E!iTiC' unc (":;>I·-tEli nt y 

for the private operator, unless s!he is firmy committed to the 

- (' 
tJT the actors in the EMS. 

A further critjcism of the ECU-based 

st. c:' m s· ·f 1- c) iii t. h C' i3. 

~::. \/ ~:. t E'iil c)-f 

EMS has ensured that the burden Df ClcJj l"lS:.t,T,E'nt. fall 

':ihC)ul C!['I-':;: Ci·r V.JE'ai:: :'~.<.I:::U.t ,=.,tl·-Dnq C:Ui-I''''['t""iCl es l• but. it hCi.S 

ahJ f? t.u Cjl.I:'.f'-C!.ntc~E" the'.t t..hf:o bur-df?1""i l.JDu.lc:1 1'::'.11 /..lpDn thE?TI 

The stronger cu~rpncjes carrying Qreater 1.'Je i q h t. :in 

+UI' 1.' . .1 i. cJ E'I" i Ii 

/...I.pon the 

not 

equall,>/. 

t.he EeLl 

b i 1 ,,~"\ t f.~I- 3.1 

exchanqe rates. They also pull the whole center of gravity with 

the· ill EI. n ci t h f? r- E' b;i Cr I::. \i i. .:\ t co 1:: h E' neE' ci + 0 r- i n t E'I" \/10' n i. n 9 to k E' C? pin s 1. cI e 

thpi~ EeU limits. Fo~ example, a currency with a weight o·f 

in the EeU basket could nevel- be pushed to the 

limit. This clea~ly puts weaker currencies t.o 
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I:Jhj ch, with smaller fluctuation 

t Ci k c=: Cd I:) '1.'.1"1 c,.:.:." .'1'. I"" . . ., Cl...tl-i'''er''I(::i C!:::; 1,·.J:i. -1::.1"'1 :i. I", t·.he' ·f I uct U .. :,t ion l:imits. 

This certainly constitutcs as smaller countries 

currencies are also 
shock~;. 

Th E? i 1'- ,T, a.l~ r·· EO i.': c. -[ ,."' .... , ,r·l'.·~1 1'.'. ' .. ' ['''' t I -. - .. ~e ex·~reme. y open, the 

larger, open economies of 

th:i ~:; stands to obfuscate 

The criticisms so far addressed to the ECU cI i 1'- ec +":E~ci 

at the instability such a unit represents at the official ]. E?\lel a 

t 1"', E? ,.:0, c.I·'J 'J- , ..... ,.0,,1.: ,' ......... , .... :.:. ("'.' ",!': ','.-.. 1'-, ,i. C.' 1'.::-.: I .. ', 1- '.'.-.. '1:.',· .. -.:". !' , .... {'I' I' J' , ] .. .• - '. - - '. - ,'d .. : C 1 !::;·::.l '·,Cc: .. '/ in 

Th E? \·'e," 'y' founda.tiun 

upc;n (ell-!:i c:h the? EUl'C)PE, I:".:::.':;c'd '.1'. i.·.·. '.::, '.?:.:.' 1.,. .f,': I I _.- .- r- i- I- _, . .J d t ' . .. ,',<:[=. '-.),' L,it::: ' . .iE'{TI';:;'TI., on ",'Ie pE\I~'C 

o ·f i n ci :i. \/ i C.! t .. I ..• :, ...• ]. '-_-.'. ",= ,-,I" t .. · r' -, i.:." i .. -.. · ,'_1.1'- "." F.·.·' ,'-I ':-:: ..•.• ' _ 1- '- J . , . t - . . .. - lie compeclclon crea~ed by this 

clPiTiD.nd HClUI ci thE! na.t i onEil 

currencies, leaciing to the eventual ~.ingle 

EI'15 fat .. 

private use of the ECU. ThIS new currency of the EMS i ;:;. ba.sed 

only on formal arrangcments, but not on forma] The 

Feu is not protected by the EMS~ the EEC Commission the 

central banks. A r~ivate mcrket h.3.ve to be 

is also 

Obvious that the evolution el+ the Eel) an 

intervention currency to a parallel currency would require it to 
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l'I(:::td 
The' t.ec:hni cE,l 

t. h f? F.eu, 
detEr 

P 1'- i \/ .::[ t co! Ci I::' E! r- ". t Ci ,- ';0 ·f ,.- c; 1-,",' 'r'l ,.-.... ; '.1. C.I, ·.;l ',·-·1'.-... ·,· r- (-' l f .- :I . 1 . t f 
- - -:: ...... ;:" i:, <" "<. V·,'; .. 1 C U r'l 1 - a· 

The I(ind of p~edictions that a trade~ would become involved in, 

if s/he used EeUs in bjlate~al 
"<.J~ (:? (~n (Jr'- m ou~::;. A 

t.~<J.del- i ~; usually p~eoccupied pf'.?cJictin'J the 

inflation-indexed 

V,.'!cLtl d 

to t.he! ~;PC)t 

However, the EeU is not the Eu~opa, i. n s.ciditiorl to the 

hl0L! 1 ci 

require a calculation of of all 

would affect the EeU rates of the other c U 1- t- E'n c i E' ':; " DbviCJL!sly, 

ope',-' ,::, t:. C)I- 1/,1 i :I :I di ,-ectl'~/ in the 

hi ~:./hf?r- t r--'I u.s· r' educ: i nq 

bot.h transaction and jnfo~mation cCJsts. 

c ;=".n f Lu-thet-

problems within the EMS. This dollar backing has not E?l i mi nated 

the fundamental p~oblem the EMS had set out to solve: is, 

the need to pu~sue more autonomous European monetary policies 

th',"ou'Jh the 

polic\/. Ins.tE"',.ci, the majority of nati ana.l 

int.E!t-VentiDn~::; in thE~ iCirc'i.qn c·;-;c:h.::\nc:;e m2r-\:et tCi protr~ct ~·Je':':'.k Et'1S 
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currcncies t~~c place :i n ci D] ·.l,:= .. '.I··· >_ .•••• 
J t":::; co: 1'-- \/ E! ~~ !l i rl ECLIs. 

Pdl-ti.al clc'p E?fl cI en C e 

on thc use of the dollar and 
tCi dol 1 cU'-

pDIl <::1 C~;C:. 

Private operators wanting to "I \/ C) i d comp I E~;< 

t E? C h n j c ·a.l c D n ':; i (1 E r- a -1.-_ j .. '_-j- ,c··, ' ... :-_-. ,_-.·,·f. 1'.-_1-·, ,·_0· .• ' " •• ,_.' II '.'..J j c.,._... E\n Cl 1 T.·S U [-"j:) e.~ri C f.:::n c E' on th e 

clDllar may decide to transact in the currency that has shown the 

most stable and least inflationary pcrformancc: i.n thi ·s 

the? DC·'.J I. ... ~:;c he·'I'IE'.I··I: " ·1· i,:i ~:; l.) C) ' . .1 1. d Ci :i. \' f2 I-·:i .:c:. c;~ :i. nt.ct·-est i nq 

phenomenDn: the hegemonial currency problem. [8J This refers to 

thc exchange rates .~. ,.. 
I..JT n·--l c:: UI-r-· E'nc i E!S> to 

unchangeable nth currency. The n-l CU.I'-t'-enc i c~:; gi ··/e up thei t~ 

freedom to pursue monetary policies in ordEr to maintain 

f i-Co2 

Thi ~; fn(·::"i:"!.ns· the n-l 

currencies are obliged to coordinate mDnetary policies 

;:!!~ r· "lnl]Cif1ent 

clcarly imposes constraints on the fl-- } 

c:: U.I·-·I~ enc y, t h:i ~; 1·-· ea. '3CJn ~ is the 

h£-?,~~el-'-,C)nic.'.l C!...I.I-·I·-E?nc:i .. This "·DIE' ,~J':='lS fulfiJ.lE'd b·j
l thE? cJDll.3.r unde~-

tl·,c;! V)uDcI·,::; c,. n cI HDulci be. by the 

Deutsche.Mark if enough private demand exists {Dr It. After cd 1 ~ 

c: U I~ 1- C' n c .y' means of 

payments in Drder to 2JDid exchange uncertainties. However~ the 

political implications of such a situation are tricky. Countries 

of equal size and political importance~ such BS England a.nd 
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p(Jlic·;/u 
to abdi c.::,-[:e 

J ( t h C~ \.' i:.i. c:. C f~ r) t E cJ t. D :.-J' n "0; ''''J •. I I 1 ., L .~ --. ·:1ey wou~o oe rD~ced to a.cCE·pt 

the moneta~\,J I.:.·.,·oal •.. : .. : '.·.·J-,t i.:.ir.:.'I-!-•• j •• = ... · ... r·,.' .. ':. - • \ -- - - - ~.:.J Ci.:~·! . .I. ::~. n(Jt complement 

t Ii E:~ i,..- E:' c: CI n C) m i c. '_-' j' J'. ,','j ... , ..... '_ .\, ..... ' ..... ? .~::. • 1 I' , - . .- 11S IS a process ~hat nut 

dismissed lightly, as It 

particularly in relation to the recent and recurring weakness of 

Jt I,; CIL'.i.tc' CIC:i::'i-' thE'.t -fCll- the ECU to develop into d . 

. --.L 
L, I 

- {' 
LIT E'>~ C h'=:;.n ,}C' a.nd [if 

payments settlements. To do so, it absDlutely needs to be used 

edinj n:i stl- a.t:i v(:? 

obstaclos a~e not remo~ed, the [CU's p~ospc:ct of developing into 

a fully-fledGed parallel currency are DliT!. These administrative 

t-·E·'ql ... l1 i:!.t:i ons 

and controls to which the ECU 15 subjected 2S a result o·f its 

TrlL' r::::cu, it 

stands presently, involves excessive t~ansaction costs. Banks 

and EeLl-users are obliqed to go through a double set of 

• •. ·r'.I'-I'~_··.' rl:(=L'1 r"'2VlrI0, t:r_, 11E conve~ted first into a E';'~ c: , 1 <:" n q c' Ci P F~ r- .::!. T: 1 Ci rl ~o " _. -- - _."':c' - . -

thE? pciyC~F·'. In c~.c:iclit:ic)ri" c:'.::,c:/-; h,,'nk COVF':I~~, it·,':;.E?lf D.gii.inst e;-:ch~::lngE 

, . 1 . c: r:: to, (-.'.' t- ;:.', t· . .:-'( r:i·:;I::,,; h\/ invcO:it.i.r·lq :intc) n<:;IL.IC)r'.;::l. C:Ut-'rf2nCIE'_'~ /_. - of their 
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has certain constraints, there have been major efforts to foster 

than national currenCIes. The ECU has not varied largely in the 

past few years. [10] (see Tables IDA-IDE in the Appendix), t.hus 

proving a certain amount of "0 t i'.:( b i 1 :i. t·y' " the 

encourag? the private us of the ECU and of openjng t.he s")'st.em 

Propo~]tions for FCU rate computations 

presented. There included the official FeU fixing in Brussels as 

,::,I"'f .;',;,1 -I.: (,;,'1" 1"1 C;l t i .. / icC: 'L n -1.'.1, c: ur', ui + :i. c:: i c.". 1 D n cI in,j :i. I" C:'C t method CJ+ del] I Y 

spot rate calculations of the ECU. [12] This certainly would be 

FCU transactions, i~.ncl r'[:duci ng 

information costs. 

r~cus; . Th(·:-:!y h ,,,I \/E! 

to issue FeU-bonds and 

to grant FCLI-joans. 'f.·.· ·.f, :";"'" "/' C: '.. ' (~ I'f 'f::' I" i. '/ i:i t. e I.::. ';':'. n I;: ~:; i rl t. h E' U. ~3 n 

accepting FeU-deposits, i:ind Canadian corporation has issued 

f,:.luari:irlteed by a European first FCU-bond in North Amerl ca , 

[ 1 LI J 

bClnk. 
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limited fashion, to contribute to FeU-propagation. Cl+ cd 1 

r::ommi t t.c'ci 

Cin III 

B.n E[:U--

Delei:i t :i. Cin, 

E' >': cit i n q 

in 

T h (0:' Et rn Ci I..! rl -I.:. EC;i.J hene!:: b 2 f.:' II 

all CiTid 

. j . LeU travellers cheques and eventually, who are even conSlcerlng 

qui t f:? f:: ::< c.: :i tin q 

I:r :1 .. ) CI'c:iJ i. t c: .0,1- cI::;" 

- (. 

L'T th,O? ETU 

:I. auc:i:clti.1 I~ ~I 

The reasons for this are 

'.,.' '1," '.1' '.C. r-I '-.J I .. ·. I.. h a. t. t I'f E' []./~; en-q ' . ..I.:i '1: c· c.1 c., .. '.'. i'-' • _ _ - the: EeU :i. s 

f 0H .. I.:I. t 'y' , that the underlying conditions fo/'- a 
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:I. ElC/:::i nu" 

rather 2 statement of fact. What needs to he questioned 

is it so~ Political commitmEnt the 

private institutions have not open enough to foster 

The anSHer is to be found in a final 

EEC is not an optimum currency area but the EeU has been created 

drawing conclusions on its propects as 

potential the 

international system. 



VALUE OF THE ECU 
CURRENCY AMOUNT FOR 1 ECU 

Currency 4/12f81 1'/12/81 I 8f 12/8 I ~,,' I 21/j I 1111/02 151 I 182 22/1 Ie;? 29 / 1/02 5/2182 12/2/fj2 1 ~1I:'11~~.' :'(i ,"f,.' 

DM 245008 2.43418 2.45333 2445~)9 244452 244573 2·14129 244438 244731 2.45087 2,'·1 ClGJ :! .1;'·1:',' 
FF 6.18169 6.19168 6.21 C 15 6.200[JC 6.21008 6.2047J 621304 6.22233 622627 621683 622301 6 1:::1.1;' 
LIT 1315'0300 1305.3300 1307.3.'l00 13012500 13086500 1309.6900 13094600 1310.9200 1309.2600 1305.9700 130001C1rJ 1 :30~ : '~)( )(, 
HFL 2.67778 267283 2.67911 267472 2.68100 2.67639 267630 2.68181 2.68236 2.68630 2 6DC 1 ,1 ;, (Sf; I:' 1 
BFR 41.661,98 41.76388 4148437 41.753:)7 41 63035 41.57350 41 55565 41.61519 417·~936 4171095 41.757:37 "., ~ ",.:j 1 CJ 
DKR 7.90758 7.92310 7.94615 7.96359 7.97957 7.97376 7.98841 8.01492 801899 801061 80:3e63 8 I I r"l,J 
UKL 0.56512 0.57486 0.571:31 0.568,18 056458 0.56574 0.56687 0.56207 0.56011 055953 05583[; () 5:,9ill 
IRL . 0.68922 0.68575 068746 0.G8740 069168 0.68967 069247 069582 0.69420 0.69624 069591 U GUI:, 1 
$ 1.10317 1.07972 1.07004 1.08433 1.08148 1.06302 1.06068 1.05886 1 04636 1.02591 103762 1 01 r,r,:; 
CAD 1.30014 1.28187 1.27264 1.28709 1.28406 1.26736 1.26567 1.26598 1.26121 1.24452 1.25939 1 2,",',;·) 
SFR 1.96587 1.99038 1.95950 1.94216 1.97876 1.96370 1.95939 1.95371 196426 1.96768 1.95127 102:)61 
YEN 23[J.05757 235.87459 234.59178 238.58636 239.81125 237.56394 24004766 241.86716 24335688 24520653 241.29217 2,10 C7·1;,:; 
NKR 6.26294 6.22534 6.23869 6.31552 6.29673 6.23632 6.22189 6.22174 6.19035 6.14198 615976 6 lnr.:JO 
SKR 6.02065 5.99986 598809 6.01039 600960 5.98032 5.96266 5.98758 5.97236 5.94758 596088 5 UE~n()G 
OSH 17.18522 1708100 17.17480 17.1 <1653 17.12534 17.09644 17.11220 17.14204 17.16387 17.15312 17.19870 17023(\4 
ESC 70.89111 70.55838 69.67120 69.21543 70.85273 70.98591 70.70518 71.12968 72.13554 71.05386 71.14185 7081:'1 :: 
PTA 105.10150 104.86263 104.99358 10<1.01679 105.32394 105.05254 104.62288 104.14872 103.76129 103.15719 104.65332 10,' ilQf550 
SDR 1.06542 1.07627 1.08041 1.07284 1.07419 1.08395 1.08353 1.08399 1.08936 1.09863 1.09518 1 1 Oill~) 

----- '-
Source: ECU Newslcller based on quolations at the Milan Stock Exchango 

I. 
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VALUE OF THE ECU 
CURRENCY UNITS FOR 1 ECU 
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:'u 'J/62 2 '4/62 B. ':;E2 t6:4102 ---------- ~-.-- -~-----. ---------- 23/4/82 715182 

01.1 24.' 958 

FF 619100 

241553 

6 19372 

239953 

626310 

239565 239621 

625573 623650 

2.39350 

6.23746 

239480 2.39085 2.38453 

6.23060 624194 

liT 13050000 13047700 13221400 13150800 13198300 1315.7300 1316.9000 1318.3600 1324.2400 1325.7100 1325.4400 

HFL 265201264418263884265249265623265322 2.656812652102643192.649622.65051 

238387 

6.21767 

238394 

6.22253 6.22828 

BrR 447300844717604509345452383945263214525297 45.25430 45.19265 4502686 45.05367 45.07839 

DKR 811820 810114 813124 816566 820464 8.14189 811699 8.11298 8.12168 8.08113 8.07555 

UKL 056055 056357 055889 055916 0.55845 056286 0.56194 0.56294 0.57082 0.56935 056808 

IRL 068497 068481 069012 069106 089401 0.69183 069234 0.69125 0.69296 0.69040 0.68997 

$ 103097 l01614 1007310996920.999830989420.98677 0.996831.022151.039941.03223 

CAD 125150 123324 122816 122630 1.22501 121849 1.20650 1.22136 1.24605 126808 1.27975 

SFR 191419 190605 191088 1.90573 1.93260 1.95665 195694 1.96550 1.99554 1.96862 2.00551 

YEN 24193548243336.\424506,6624724196247.62259 245.33470 24482246 242.21202 240.63965 241.52122 244.32074 

NKR 513281 609079 607378 608552 606066 6.04378 604610 6.07259 6.11235 6.16466 6.13658 

Si':R 592509 5.90527 588848 5.89867 5.90766 5.89168 5.89428 5.69554 5.93563 5.96361 5.96052 

OSH 1695664 1694617 1686231 1682635 16.84101 16.80800 1682789 1681153 16.77533 16.79581 15.81369 

ESC 7162459 7091141 7032660 7079838 7291878 73.09611 71.68753 73.16093 72.64070 72.64164 72.70653 

PT A 105.84800 106.07024 105 A3381 105.74783 106.65293 105.76608 10533515 105.36765 105.87991 106.32047 106.07763 

SDR 1 \0062 1 10704 1 11175 1.11538 1.11516 1.12133 1.12331 1.11917 1.10595 1.09662 ._----_._-_._------------_. 1.09900 

Source ECU Nc ..... ~lct!er t;d5ed on QUO{i3!lor:s at the Mdan SlaCk c;.:;change 

VALUE OF THE ECU 
CURRENCY UNITS FOR 1 ECU 

---------_ .. _-----

OM 

FF 

LIT 

HFL 

BFR 

DKR 

UKL 

IFiL 

CAD 

SFR 

YEN 

NKR 

SKR 

OSH 

ESC 

PTA 

SDR 

2 37963 

620413 

28 5/62 

238705 

621658 

4'6,82. Il/b'82 18:6,82 

238712 2.38836 2.35963 

623575 626595 6.54353 

25(6/62 

2.36385 

6.55333 

'217/82 

2.36279 

655761 

9j7182 

2.3636\ 

657325 

16[7/82 

2.36312 

6.57751 

23:7182 

2.35588 

8.55829 

30(7182 

2.35982 

6.57079 

13211700132350001327.4300132506001326.7000 1330.8500 1327.1300132326001320.37001324.71001322.7000 

2645512641512646132641512602852.60946 

4492553 4513984 AS 11999 45.15146 45.24435 45.07078 

810037 8.13310 816528 8.14519 816381 8.15722 

057645 056817 056467 056290 0.55395 055130 

068845068986069\280690140686340.68671 

1 03422 101784 101482 100J39 096\41 0.94956 

127219 1.26518 1.26772 I 25861 1.24316 1.22029 

2.61020 2.60818 2.60505 2.60518 2.60908 

45 15430 45.07170 45.00545 44.93894 45.04649 

8.16444 8.17079 8.17162 8.18.328 8.20788 

0.55097 055078 055195 0.55702 0.55262 

0.68594 068669 0.68616 068592 0.68737 

0.95559 

1.22621 

094776 

1.21847 

0.94732 

1.19881 

0.98123 

1.23206 

0.96123 

1.20894 

202441 203069 205021 204 I 38 203810 2.01568 2.01214 2.01532 2.01224 2.99202 2.01263 

24529707247.2907324662596247028342 .. 5 18573 243.92412 24540126242.93372242.58130244.99908246.45053 

61S447 613697 614124 611303 5.999,0 5.98727 6.06549 604781 6.04344 6.11226 6.19126 

599143 595152 5.95687 591888 5.84269 5.86278 5.85748 5.83294 583873 5.88420 5.84746 

16.76209 16 B0556 16.79~41 1684413 1662948 16.65124 16.62341 '66477.' 16.62809 1660350 16.62602 

73.13664 7255627 7968168 7921726 8014070 79.85878 80.41230 61.37039 81.29687 
7271161 72.9201\ 163 

106.94592 106.70795 10686983 10642582 106.70591 106.76559 107.43796 107.50 
1061£'924 10665646 10683541 1.14438 114004 1.14581 1.\4599 1.12466 1.13577 

1.1 0695 1 1 1426 1.13655 I 09649 , lO~69 
. . .. - ... _. --- _ .. - -- ---- ---h-~~l!an Stock Exchange 

SOurce EeU NewsJeller based on quotailons at t e .. 



Of A 

FF 

LIT 

HFL 

BFR 
DhR 
UKL 

IRL 

S 
CAD 
SFR 

YEN 

NKR 

SKR 

aSH 

ESC 
PTA 

scm 

£ 8 '82 :!O/8!B2 ---_._---------_. 
236208 

6.57523 

13201200 

250327 
4507537 

820715 
055166 

068674 

094281 

1 18047 

201468 

24596982 

635284 

582634 
1660779 

81 13iJ29 

lOG 88365 

1.14G92 

236150 

658106 

13181200 

260102 

45'1329 

82'463 
055244 

068602 

0.94456 

, '8536 
202308 

24702399 

635361 

564092 
, 659265 

BO.9G5GO 

lOG 531gG 

1 14491 

2.35715 

659660 

1328.8200 

259181 
4529)93 

822G<16 

055067 

068496 

095975 

1.18676 
1 99958 

24548679 

6.38549 

586210 

1657172 
81 52270 

lOG 305CO 

1 13736 

VALUE OF THE ECU 

currency units for 1 ECU 

27/8/82 

2.35560 

662931 

1331.1000 

258341 

4521246 

8.243' 3 
055022 

068606 

096053 
1 18774 

1 99835 
24577179 

6.33254 

563560 
1657452 

8242105 
10640288 

1 13647 

3:9/82 

235284 

663993 

13279200 

2.55149 

~5.25971 

825205 

0551' 2 
068538 

095692 
1.18095 
200108 

2~541120 

6.36312 

5.86459 

1657931 
82.73G45 

10653189 

1 13864 

Source. ECU ~~ewsletler based on quotations at the f.~dan Stock Exchange. 

----------_._----------
~ 5·10/52 

VALUE OF THE ECU 

currency units for 1 ECU 

:'21181B2 

1019/62 

2.35254 

6.66343 

1325.8900 

257G65 

45.17621 
B 39543 
054643 

0.68931 

0.93988 

1 16301 
200662 

24653961 

650584 

5.85459 

1655335 
82.97184 

10650574 

1.14850 

5/11/82 

1719:82 

2.35418 

6.65046 

1324.4400 

2.57433 

45.28000 
8.26915 
0.55027 

068927 
0.94029 

1.16077 
2.00734 

247.65146 
653141 

5.66554 

16.53483 
61.65661 

106.11650 
1.14728 

12/11'S2 

24/9/82 

2.35511 

6.65199 

13250100 

2.57819 

45.55804 

822834 
0.54832 

0.68932 
0.93554 

1.15283 
2.02128 

249.53107 

6.49738 
5.85614 

16.54815 

82.29876 
106.13665 

1,14951 

19/11182 

-138-

1/10/62 

2.35260 
6.64774 

1324.2300 

2.57342 

45.66625 

6.23629 
054966 
069042 

0.93220 
1.15876 
2.02559 

250.80114 
6.46814 

5.64907 
16.54357 

8209733 
106.23586 

1.15066 

26/11/82 

OM 2.35361 235048 235084 2.35375 2.35170 235015 2.33377 2.32327 

FF 665201 664435 664720 664362 663666 664024 6.59969 6.57149 

LIT 133273001340.8300 13439300 13~79900 1349.1000 1350.1600 1344.9500 1341,1100 
HFL 256739 256505 256035 255354 2.5591 9 255369 2.54441 2,55333 

BFR 4568838 45.64526 4561416 45.50792 4557770 45.54688 45.35017 45.51536 

OKR 829380 8.36398 831743 8.25673 824734 8.23570 8.17201 8.17202 

UKL 054665 0.54723 054776 0.54752 054799 0.54954 0.56706 0.57452 

IRL 069080 068955 0.69194 0.69092 0.69124 069080 0.68778 0.68743 

S 0.93522 0.93268 093089 0.91597 0.91421 0.90779 0.91615 0.91885 

CAD 1.15323 114807 1.14221 1.12445 1.11662 1.11207 1.11949 1,13572 

SFR 1.99507 200967 201873 2.03170 203117 2.02444 2.00407 1.99641 

YEN 24873647 25095078 25328496 254.77036 25245135 24331591 237.12094 232.06610 

NKR 674800 677255 6.71965 6.63969 665466 6.63534 6.63092 6.60060 

SKR 682052 6.85556 687256 6.82561 684093 6.84943 6.89082 6_89694 
1652191 1649004 16.48547 16.39383 16.33806 

aSH 1649377 1650760 1651425 8398592 6374302 83.34321 64.32268 84.61262 

ESC 8366164 8338495 8378616 107.82195 10804036 108.97175 109.11488 109.99016 
PTA 10597408 10705230 10753161 
S DR 1 1 5067 " 511 6 1.1 5094 1.1 5E,84 _____ '_. 1 ___ 6 ___ 2_0_2 ____ '_. 1_7_0_9_6 ___ 1_,_1_6_7_2_5 ___ 1_,_1_68_38 

S~u;~;--ECU News:eller b;S~d~-;;-~;;-~lall~~~~t-lhe-M~;n Siock Exchange 



VALUE OF THE ECU 
(Currency units for 1 ECU) 

-.-- - -_.- --".------------ .. _---_ .. ----_ ... - .. 

CURRENCY 3/12/82 1 Q:12182 17!12/82 23/12182 31112/82 711/83 I ~1!83 21/1/83 28i1183 4,,{!83 1112'33 13'],23 -- . .. - ------ .. _--- _ .. _- - --------

OM 2 31583 231173 230685 2 l04S9 230755 2 29360 2 29210 2 30407 229619 2 29754 229090 2 2eg~ 3 2 :.:;r~ .. 
FF 656656 6 55628 653015 G 527CH3 6 49951 650386 650099 6 53510 650657 6 51735 648905 6,19162 f' ~i'" ,' .. I 

LIT 1340 1700 1336.7600 13405100 13297500 1329 1500 13229500 13173600 13236200 1322.7200 13203500 13190300 1320 7200 1 ];:':'; f):i:';l 

HFl 2 5,1756 254597 2 54053 2 54986 2 53534 2 53410 252673 252623 2.5217'1 252293 2 52891 252919 2 :):'().~ 1 

BFR 45.44490 4542168 45.32118 4500152 4534027 45 1 W,81 4504411 4502875 44 98130 44.98331 4511047 .15 10:JS·1 .:tS O~,:)-·.I 

DKR 0.15635 8.14049 817434 812011 8 11447 811626 807503 8.10148 806832 806468 811311 8 10855 f1 ;li;' I 

UKL 057986 0.58466 059040 059538 o 50143 061022 061605 060211 061292 061080 051605 0615:)7 (J 6:.'1'.:.1 

IRL 069367 069370 069421 069421 0.69662 059102 069080 069209 069000 o 58G84 058933 o 68Cl,19 () G!~r.J.! J 

$ 09,1994 0.94467 0.95747 o ()S930 097022 097746 () 971 ~7 09'1053 094174 092643 095216 o 9CJ18,1 (1 '},I G;~,l 

CAD 1.17559 1 16697 1.18420 1 10680 1 19474 1 20230 1 18713 1.16250 1 16395 1 13921 1 16656 1 1657" 1 1C:.\/1 

SFR 1 98420 1.96791 1 95072 1 93615 1.93754 1.90385 1 88679 1 88322 1 87980 1 88414 1 901,05 1 90259 1 9='~G~) 

YEN 234.78802 230.47586 232 ~4'195 22CJ 30678 226 31534 22541319 224 38426 22316979 223.20621 222 43093 223 33728 22290633 222 3r:.(>.~ / 

NKR 6.59532 665551 6.70221 6.79172 680394 6.83307 6 79087 6 73358 671159 6.67214 6 70750 673218 6 7T~t:J 

SKR 6.97714 698777 703643 704279 7.10775 7.07157 706094 700180 6.99445 696461 7 0295tl 7 02287 7017'1') 

OSH 16.27328 16.25328 16.23719 16.22042 16.22399 16.10016 16.10465 1617524 16.12503 1614258 1608573 1608398 1607(j',H 

ESC 85.90833 89.17678 87.84469 89 2~497 8307187 91.55363 91 48333 94.54429 87.30825 88.02333 86.77829 87 29147 BO O·1Cj~ <J 

PIA 111.81128 121.77826 121.74280 121.63831 12006775 122.23505 12204558 121.80179 121.66299 121.83722 12218898 122.89197 1 2:1 <1Il~i~: I -------------_.------_. --------. -_.- .. - - .. _ ... -- . 

SDR 1.14704 1.15244 1.14324 1.14315 1 13806 1.13397 1 13715 1.15245 1 15563 1.16572 1.14945 15001 1 1 ~J2'1 
- --------- --.- . 

Source: ECU Newsletter based on quotations at the Milan Stock Exchange. 
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ECU BONDS DISTRIBUTION 
(in millions of ECUs) 

YEAR OF 
ISSUE BORROWER 

1981 SOFTE 
EIB 
Hydro-Quebec 
EIB 
Istituto Banc;)rio San Paolo di Torino 
Euratom 

1982 NEnSA 
Republic of It;)ly 
Council of Europe Resettlement Fund 
S.D.R. Fr;)nce 
Hydro-Quebec 
IMI 
EIB 
Credit Foncier 
Council of Europe Resettlement Fund 
Gaz de France 
Gaz de France 
Citico,rp OIS Fin 
EIB 
CEPME 
Euratom 
Republic of Italy 
Thomson Brandt 

1983 Electricite de France 
Republic of Ireland 
Caisse Nationale des Telecommunications 
EEC 
Credit Foncier 
Swedish Export Credit 
Republic of Ireland 
Province of Quebec 
EIB 
Elf Aquitaine Norge 

TOTAL AMOUNT 
ISSUES 

(0) Council of Europe Resettlement Fund 

I ITAl Y 

35 

30 

500 

40 

700 

1.305 
5 

IRELN~O 

30 

30 

60 
2 

30 

30 

50 

50 
50 

50 

40 
60 

125 

100 

585 
10 

EEC Eu~~A~N I SCANOIU,WIAN I 
INSTITUTIONS COUNTRIES 

INSTITUTIONS ('J 

40 

57 

42 

40 

60 

50 

50 

30 

369 
8._-,--_ 

25 

30 

55 
2 

60 

30 
90 

2 

NORTH 
M,~ERlCA 

40 

50 

15 

50 

155 
4 

I 
'-' 
.!:'­
o 
I 
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NOTES TO CHAPTER THREE 

1 

1 c1' 7 Ci ~I P P • 1 1. .. -1 H " 

:2 ) .:tULl.". ,I II" 1 "7 " 

4) Robert Triffin, 

C~ 1 . ..1. i'. E' ~:, ":) -_ ......... - .. _._-_ .. __ .. Df + "-PI- j nt. II I:::>~ p E~!-:i erl c:: i? F'I"cbli::-!fTl~; 
(. 

ClT 

i"IDn1:e 

p .. " . ,:.,:< 

':j ) ILl :i .(:i.~. , I'" /1 

February 1983~ p.l1. 

POI 

1 ~.~ " 
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~;:. I ... l b m :i. 1.:. t E' c:i to thE~ 

Ifi Brussels, December 1982, p. 258 (mimeo). 

10) Tables from Istituto Bancario San Paolo 01 Feu 

1 '-.' ' .L. } 

J -, ' . I } 

'" "-' ... 

Salomon Brothers Intorn~tional, the Chase Manhattan L..imitecJ, 

the Kleinwort Bensen Limited and the Chemical in 

L:.Lt .. ~_" p" 4:; ·rhc 1·1 :iei 1' .. u--Cil . ..lci::! E''::: C OiT1r.:,;o\n \/ :i ~"',,u.e!::: t::C;I.J--b(-:!r1 cI s· VJh:l c: h 

are backed by the gnvernment of Quebec. 

CUi."._. c:i .' ... !:..." r:·C'i:J'·U:::,.1 

Fa.ol a 

r· I l-' 1=_(-.r._'.I,',f.-.. ·.II~ic and Financial Fapers, 1980, p. 26 . 
. ;! ,:< Ii ::, ._ . .rI(:~i.D.~:', " -



+ CH,U'-' 

(March 1979 - March 1983) I,ut v.) :i, t,ll Ci ul,:, 

difficulties and tensions. The LeU's role as a parallel currency 

intra-LEe international ffiedimum of + LU-> d EtfiiE'nt a I 

issue, therefore, In this chapter is to assess the role of the 

Fn~3" Hci,,,", it fulfil1f!cJ i:', .+unctiun fJI'- ,::,huul d it be! c:Dfopl ptel y 

~.:;c r' ':;<,P pEci') 

In order to assess it, is necessary to luok at 

it CJt,lt, t.o 

, "] , C' ',,, ,+, ('- ,'''', " ,",> I':: ; ""I ',1 " " f',',", ., ; ,'e,,' ''''I ]', ',': ,1,' ',' '",e, ',:' C::' 1" 'I' ':) J' ffl '::l n C 1;,' 11 ':',; 'C: iTi 2. J CJ 1__ C! D S:. T~ i:~. c: .. [-:.J _:. 1. I J. L .:::' \-"\' ~:'. y : ... ~:'.. ... ;:"f ~ 

not been all that jt should have, can 

useful tool of reference for a future ,- t: c:: i C) ri ,:!, 1 

C,"ei'lte 

<,-"bDut 
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p c'r- + DI' iO C.'. n c (=:':0 D.n ci t h C' r- cd i. Ie t :i. Dl"i ill thE' + 1 ') c:"L U.<3. t. i Cin 

1- E,- t (::: ~::; . I·r ':; u c c i:::; ';:; ':0 -( '.J:I '.... t.I-·, i.: ... '. ,--' 1 ._, ::. i' ::::l V·} Cj u :I d j'"j C' "I P liberalize capital 

mobilit\,~ ;.1 I-I f]' -llr-r-i I _. d.J~d:e grea~er -ir . r-
! (i ... _. r- Cj ._- f? c: c' n CI 1:11 C: E'T -{- j c i f..? Ii C ~/ i nth e 

A glance at the ieading economic indicators would show 

that this I~., •. -.. ~.'.~ n-')- 1- '~ - ._': .. ,! .. ,... _J Eo' E~ n T.,·' E' c: .;:;\ s e • The Consumer Price 1nde:-: 

indicetas that there has been a notat.l"J.,c._, .·,;.llL-I-~_-_.;_ •. '_~I_= ." _ i. n CDn~:,umE'?I-

prices and therefore in inflation. 

19:]() 

F 1- z ... n c: '=' 1. 44 " 8 

ItE.tl·~./ 1~?t3" 0 

h! ,_ 1 :2 ~'i • .:~ 1 :~;:::;" El 

/.J, f 1/:j~5" 0 

CCln'oi!.JiliCT F'r- i C:E'!':; 

(:[ S)7'~) = 1(0) 

1 f3;:~. ~5 

'-:'C::-7 () 
",,:_". __ 'l • , __ , 

~:; mw c C~ : -. __ .-_._ .. _ .. _-- OECD Main Economic: Indicators, 
December 1982 and May 1983 

1'10'\1- c: h 

L2fJ~: 

1::'::8.9 

~'-:!'-;: -~., 

"-'"-"_.'. ,. 

12--month 
I··a.te of 

~~t!~~~Q.Q.§'.:. 

9.0 

16. 1 

4,,6 

The notable exceptiCln of the FEC countries has been the 

Un i t Ed I.:: i 1-, lJ clOifi ~ t h c, r!:E'ITlb er- "t 2 t.,=:; t h clt h':';.5 f i ;<E~cI its 

E? >~ C 1"1 2. n q r·" 1'- at: e s; .• 1983 the United Kingdom's annual 
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rate of the developed world and 
below the avorage fur 

[ ~.? J It 

decrease in the British infla.tion I-a.te 

expected to rise to about 6% by the end of this year) has been 

achieved at the considerable cost of unemployment. 

This has taken place through the choice of 

internal policies rather than exchange rate movements, but, On 

the other hand, one cannot ignore that exchange rate movements 

admittedly helped the deflationary appreciation of thF~ pound. 

However, the EMS countries have also experienced 

the unemployment rate. 

UI\iEi'1F'LDYI"'IEr-'~T 

(X of total labor force) 

Ita.l·y' 

~:.. ;-) 

"-)., ...::. 

I ~.lf~.::.~:~. 

L --::' 
LI u 

.. :~. (1 ... 

/ " 4 

15~J~t.L 

7' -:; 

.<.1 
" '1 

r': 
C) .~:I 

-4 (7) 7 ,= . . , .. J Net.her 1 c!.nc:1 

u. f::: C;" c: 
.... J" ... J 7 1 1 .1 

.. 
>: ) . .. 

DECD I''!;;:\i n Econcrni c I ridi CE{tol~(:;, 
December 1982 and May 1983 

J.S:J.~;;~ 

r-. 
': 
.. 
) CI " .. 

t:} " .1 

E: Co · 7 

0 8 i · 
1 ,,:. fJ ..:.. · 

l-l,:!I'-ch 

L5:.~I:J~ 

E3 .. () 

a.Il the ElViS 
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experienced risino unemlJlovment l·t t'('c-JI~ rl~(-E' -to :1 , _ _ _ . I.J c... P .. a slovJer I~a.te 

than Britain.In December of 1982, the averiJ.e I ] t _tnemp .oymc?n rate 

in the DECO was of 8.9% of the work force with the U.K. hitting 

the 12.9% point. [3] The U.I<. resulted as being the third 

in terms of unemployment rates of the main DECO 

The costs of implementing a severe contractionary 

policy within the United Kingdom have been extremely high in 

term of unemployment, yet it has been highly successful in 

reducing inflation. On the other hand, member states of the EMS 

have not been able to significantly reduce their inflation 

rates, while unemployment rates have continued to steadily if 

sloif41y, r-isE'. 

At first si~ht, this would seem to suggest that the EMS 

has failed to discourage domestic i.n its mE'mber 

states' countries. Yet, this is not quite true. The U.K. had 

chosen not to be tied to a monetary arrangement such as the EMS 

that limited its policy movements -- yet those same limitations 

helped curb a tendentially inflationary socialist policy in 

ThE' ~-easons for this cannot be simply attributed to the 

fa.ilu.re or SU.CCE'~;S of the flexible exchange rates system in the 

first case and the fixed exchange rate arrangement in the 

second. d the irldustrialized world was to Eur-opE? Ci.n J • 

experience another oil shock in 1979, ~'Jh i ch t'-las to put it back 
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into a recession such as that of 197~-75. Second, and most 

important, the management of the dollar had changed hands; the 

appointment of Volker as head of the Federal Reserve and the 

subsequent election of Ronald Reagan to the American presidency 

was to signal the beginning of a new dollar era. This era was 

characterized by renewed dollar strength, high interest rates 

extremely contractionary domestic policies (with the 

exception of high military spending). The new Reagan dollar 

policy was new only in the direction it took, it was still the 

same inasmuch as the American monetary authorities authorities 

were unconcerned with the harsh concequences this policy would 

have on its allies in Western Europe. 

The high interest rate-dollar policy obliged the Europen 

countries to raise their interest rates, thereby reducing 

investment opportunities within their nations at a time when 

stagnation was setting In. The result has been, in fact, a 

period of full-fledged stagnation. This event was one, not the 

only, reason for which the Community m~mber-states and 

particularly the EMS partners were not s~ccessful in achieving a 

high degree of economic converg~nce. 



1961-70 
1971-80 
19F1O 
1981 
1 (?82 
19tr5 
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Convergence dnd Divergence, EEC [10J 

GDP per cap. Inflation 
c~efficient of standard 

variation + deviation * 
PPPS Exchange 

15.4 
13. fJ 
j·<l. ::-:: 

14.4 
14.5 
1.4.9 

1~:<:ttE?S 

I")£.. .oj 
.:: .. I...J" . .: .. 

':. ",' Co 
":-"-' " ~_' 

24. 1 
r) -::- "j' 
...:_ '.~'" i 

1.5 
-:; "7 
'~.' .. i 

C- I-I 
~_j ... r::. 

4. 1 
~S. 4 

+ Standard deviation divided by mean. 

Net govErnment 
b Ot-t-ot·Ji n t~J 
5 tc!.n d a.f" d 
devi a.t i CWI }i: 

:1..7 

r:::- ;r 
... J rr " .. ) 

-'-1. El 
1-1" 8 

* Root of sum of squares of deviation from EEC average 

fl.Q"L.~.r_c: Q: EEC COfnmi c.:;~=.; i em, FE'Plr i nted in Ib.e ~i n<:\.c)£j <:·i.l.......IL1J1PS 
Monday, May 9, 1983, p.3. 

However, the degree of inflation and economic divergence 

should not be overstated. While there is no doubt that the years 

1979-1982 saw the rise of inflation rates and unemployment, with 

increasing divergence, 1983 forecasts predict a slower pace of 

inflation rates, gradual easing up of unemployment (if not much) 

and the beginning of closer convergence. The above table, in 

f a.ct, indicates a decrease in the period 19E.l2-83 in the 

inflation standard deviation and in the variations of E';.(cha.nge 

that 1983 indicators are 

simply pstimimates and that economists are simply predicting an 

upward trend in terms of these estimates. It may turn out to be 

a "fa.lse CL:i.irJn, II but in thE? meantrJhilE? it i~; ta.h?n as the probable 

prospect for Western economies. 
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Five 1 c;D.clinC:J (::;F!I-·ili.::!.rl "'t·-nroOfT·J·c I-",e:;r-'-I-C'- 1· rl<-tl· i·l·t-<- fl·<11'nl·ch - Co __ . , I _ I. _. . C .'''0. co'. . I I .=0 •• _. t:7 .:; ,,_. , 

8er-l in, l-iamhur-tJ ~ I::: i. e 1 El.n [j [~:,s(·O!n) e;·~ PE:?C t.Ed t hE Ger· fOc\n inflation 

rate to fall by an average of 3% in 1983 after a ra.te in 

1982. [5J They also predict an increase in domestic spending and 

an increased de~and for capital goods. [6J American economic 

reports also argue that the world has finally started an 

economic recovery. If this is so, then one could argue that the 

EMS has survived the hardest economic period. 

So far, the EMS has not been able to guarantee complete 

or even a large degree of exchange rate stability. n·H21~e have 

been seven realignments within the EMS since its inception in 

and the last one on March 21st, 1 c}o-:r 
.! '-"-', has been 

particularly large. The 1983 realignment almost provoked the 

disintegration of the EMS as the French franc was put under 

heavy pressure to devalue further than the French national 

authorities wished. This realignment will be discussed in 

further detail below as a crucial indicator of how the EMS has 

survived so far, despite the many obstacles, due to political 

. t t j 1 -1· ~ ,-" J_ c) ~..J., It-'-I IE' :=0 to T
r 1· ., .. ', E:.>.d to t',Jc.,= of e~-: chanc.' e r- ate comml :.iTl!?n -. ,:;.ne C E!,.:; ,= '-- I ,_ . .::;._ ,c.. - ., = .. :> 



F·rance 
C:ie~-' man '/ 
Italy 
"JL 
U.t:::. 

1.':7.2.2 

4.253 
1 • E!31 
Enl 
2. (jei5 
0. 11.71 

F~;~ c h COl.n 9 e [-?i3.t e s :t 

1. • EJ l'.:i 
I:r.:,.-r.:.­

. C),_ . ./._.J 

1 .. 986 
()" .£.1· :~s () 

5.4::::;5 

1137 

0.1193 

* Exchange rates calculated as national 
cu~rency units per U.S. dollar. 

DE CD Main Economic Indicators, 
December 1982 and May 1983. 

2.247 
1::::;5::::; 

:-2 II 67e) 
0 .. 571 

7.001 
2.408 
1426 
2.,683 
0.671 

-150-

The above table indicates the fluctuations the EMS 

currencies have undergone in the 1979-83 period. The national 

currencIes have been far from stable or and the t::waph 

below indicates the movements of the EMS currencies against the 

ECU. The movement in the EMS currencies would in itself not 

constltute such an enormous problem if the ECU were used widely 

as the parallel currency, but, as has been pointed out in the 

previous chapter, the ECU has not been widespread in EEC trade 

and financial transactions. Therefore~ the relative stability of 

the ECU has not been exploited. 
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The Germans and the Dutch are the odd men out 
11 

110 

105 

100 

95 

85 

t-1arch 26, 1983 

The EMS has not, in the final analysis, 'been able to 

reduce inflation rates, to stabilize the exchange rate and to 

increase the economic convergence of the EEC nation states. Why 

has it not been successful? There have been major obstacles in 

its way. These obstacles have been of both a political and CI.n 
\ 

economic nature. First, there have been major political changes 

within the EEC, parti~ularly the election of Mitterrand in 1981 

and the election of Kohl in 1983. The election of ,:\ socialist 

government was to mean a radical chi0.nge i. n French domestic 

monetary policies. It also meant a change in the Franco-German 

rapport. Whereas Giscard d'Estaing and Schmidt had seen eye-to-

eye on both internal and EEC monetary policies, the I'll t terrand 

government had pledged itself to expansionary monetary policies 

in order to reduce unemployment. This led to higher inflation. 

In addition, the election of a socialist government in France 

. to m~J'or tensions between domestic policies and I.-J a s to !:;J i ve r 1 ~; e -, 

EMS participation. This is not to say that Mitterrand opposed a 
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fixed exchange rate regime. On 
the 

1983 French franc dE~V.::il ua.t ion 

has become the most vocc:l of Eu~- op f::?ctn 

advocating a gixed exchange rate regime. [7J At the recent DECO 

annual meeting in Paris in May 1983, Mitterrand called the 

creation of a new Bretton Woods facsimile. [8J M. Pierre Mauroy, 

French P~ime Minister, has re-affirmed the government"s position 

in ca.1 1. i. nc] "concerted c1 E:~mE!.n d manaqement to 

economic policies in favour of a recovery, a re-ordering of the 

international monetary system and rapid conversion of the 

major economies towards a comparable degree of ca.n 

cont t- i but(?~, b'y' thf:~i r C C) II t. r- i vE,d action, to fOr-f'O'stall 

protectionist temptations and favour a renewed growth in 

The this :::.tEI.ternent 

interesting for various reasons. of "-'.1 I , the French 

is II cn-·! commi t t:i. nt~1 jt~;:-.elf to 

anti-inflcd:ionc;'!-y poli.cy, 2.nd i.~; "r-ecl.dy to tight<.c:::n the s·cre~'JS to 

EtchievE:! qCla.l~; elf t,he ~:;t.Etbj:l iZ<:o.tion pCllicy" i::nnClunced the 

devaluation of the 1::-I~Dnc i.n 1 C)O~· 
.l. /1_,"_,. [11 J 

pledged the government. to reducing thj inflation rate to 8% from 

r 1(1~ 'T'I-I'_=_' til_:,lhteninQ of the screws has given the cL.\I~rent one CiT J. _.j.. -

~. (-_Jrl'.-.'.· the imoosition of capital controls and r i set 0 t ,-lOt" 1 IPJ!:', : '" , 

the reduction of thE:? prDposE'C.l public: E,;.:pendi ture. The 
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restrictions on caoital controls <3r-IL-1 i.-_~I(~ .. ·. 1-.. I(.·.·.·)I-I·,.F_-_.C_~1·_-.1·C ~ 
I I _ E'corrC;rr:")/ I ic:{\/E' 

not bE':'f:?n (?~:; tab I i shf.-?d :i. n or- d E"'- tor E?duc: e ill f 1. at i on but as a 

consequence of the large capital outflows that were occurring in 

France, signalli.ng the weakness of the franc. The capi ta.l 

control restrictions imposed after the March devaluation were 

symptomatic: of the problem of aligning polit.ic<"::!.l a.nd economi c 

policies with those required t.o maintain stability under a fixed 

exchange rate regime. That is, socialist policies gave rise to 

such a lack of infle-Ition I~ates and 

consequently, franc devaluation that it could have caused the 

dropping out of France from the EMS. What the last realignment 

has done is to force Mitterrand to c:hange his policies. That is, 

in committing himself to anti-inflationary policies, 

-f orcecl somewhat to reduce hIS mass.i ve pu.blic 

expenditure, at the cost of unemployment. The EMS has been a 

major force in const~alnlng sociali.st. polici.es in France and in 

changing their direct jon. 

Another implication of Mitterrand's and Mauroy's positions 

h<:,.s [)[?r::il tha.t, despite the tensions a fixed exchange rate 

arrangement such as the EMS can create to domestic inter-nal 

policies~ thE·re st iII to pur-sue 

t c .. t~_.'.b-.le_ p_.con. omie policies with other- member- satates. conver-gen . ~ - . 

Fr-ance has, so far, passed the har-dest test in the EMS and has 

gi\/\:?n proof 
/. 

ClT it.s pClJit.ica.l commitment to the arr-angement 

t d · tl _. h'i -)h CD~:.t<::· it has involved. not vJ i t. h~; .. i3. n 1 n 9 - -11;0 I., '= This point is 

not to be taken lightly, part.icular-Iy in t.he later- discussion of 
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the EMS as a viable ap~roach to the Establishment of P.~I t" _" , op ". 3. mU.m 

Meanwhi10'.1 German',~ eXI~eriencc.d -\ -~-n' 
<.Co _ <; Lllcl ,::.)e in po.lit:ical 

direction in 1983. The election of Ch.::mcellor koh 1 i" n that 

country signalled a swing to more conservative and pro-American 

policies. It has also increased the disparity in view between 

Paris and Bonn. While Paris and Bonn had held a more cohesive 

American policy under d'Estaing and Schmidt, 

Mitterrand still retains a defensive stance vis-a-vis the U.S., 

while kohl is interested in promoting closer coordination of 

German and U.S. interest. This is not to say that Mitterrand 

has a strictly anti-American policy; he has in fact called upon 

the U.S. to help reform the monetary system. It is that 

Mitterrand believes in a distinction between French (and 

European) interests and those of the U.S. 

This Paris-Bonn tension is linked to a second important 

problem of the EMS. The EMS was set up to achieve some form of 

autonomy from the dollar. This has not been the case. Dn the 

t "J dr_,ll .. ar Qolicies have had even more of C orl _ r .:it- J , - 1'- c:n impact on 

European currencies, interest rates and economic performanCES 

" bJ ~-- !::~cr t~\Pt t~IP_ E~l~ hc'.~ not_" than before. The maIn pro-em Ild= J~~ I 1 ~ I _I ~ -

attempted to resolve the U.S.-European tension. The approach 

t · . "1- 0 c.::t I-enothen the Euror,ean monetary t h ('~ E 1'~1 ~:; Si h (J U 1 d . a 1< E~ 1 S - "" .' -;:J - r 

arrangement through cooperation with the U. ~3. Perhaps Chancellor 

roll"-" c,.L r-'Jor:::p~- cDot-dinc!.tion ~·~ith the U.S. is not a ~:::ohl ' S I_I L Y ,I ••.. "".-

bad 
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but the fundament,_~.l. I~J~cJ·t']-rr . ", ,. t! " , and it 1S political, has bE.'en 

and is that the United States has refused to consider its allies 

as important partners in economic stability_ Reaganomics has 

been primarily interested in resolving domestic problems at the 

cost 0+ crippling the Western European economies. This means 

that there is an increased need for economic coordination, not 

only within the EMS but also with the U.S. This has remained a 

blind spot, particularly in thE'? ca~:·e of the U.S. 

Mitterrand's call for international monetary coordination, the 

American response was unambiguous. In no way would the United 

States consider fixing its exchange rates or change its present 

domestic policy. The loudest objector to the French proposal has 

been George Schultz who is distinctly commited to the present 

intE?r-rIZi.tionaI iIiOnE-'tar'y l!cJisoJ~deJ~. II [12] 

This U.S.-EEC conflictual relationship in the monetary 

arena will continue to persist in the near future, and as long 

as it does,the EMS will not be glven its full chance to develop 

in a regional optimum currency area. As long as EMS countries 

have to compete with the U.S. in terms of interest rates and 

exchange rates, major obstacles such as economic divergence and 

capital controls will not be easily resolved. 

a funcJamental paradox exist her: when the dollar 

r.)OI ·.·ltl·r:.~.·.! ','notivation for the EMS is stronger, i s ~.)(:: El k " , - " yet. the 

EMS parities become harder to maintain. When the dollar is 

stl~onger , the original political rationale disappears, but 
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technical operations become easier. 

1he Increasing strength of the dollar in the past four 

years has been a factor in reducing tensions between the DM and 

the weaker EMS currenL~l·r_~,. 'j'r-I thp crl~~~ +I-Il'~ t~-I~'l'ori hl-d led . - _. _01; ~"'. '-' , c. . =:; '.~';::'O . "d ' to 

the downfall of the arrangement. In the EMS the appreciation of 

the dollar relative to the DM has reduced these tensions. A~ 

Triffin [13J pointed out, a strengthening of the DM could lead 

to renewed tensions within the EMS and the eventual erosion of 

C OOPE:!I'- c:\ t i '.IE' I'-el d.t ion s!'j ips .. 

In this way, it seems that the EMS cannot win either way. 

However, the fundamental problem lies with the ECU. There is an 

absolute need for the ECU to be promoted as a parallel currency. 

Unless it becomes a common and acceptable medium of exchange at 

both the private and official level within the EEC, the EMS has 

limited prospects in developing in a full-fledged currency area, 

least of all an optimum currency area. Again, however, the case 

against the EeU should not be overstated. Presently, the ECU has 

been slow to develop but it still has Expanded its role as a 

but that dOES not negate its continued develo~ment and increased 

lE;t~ • The main factor is the time dimension. 

If the EMS is to be seen as a long-term venture, then one 

could predict a brighter future for the ECU as a parallel 

It could be argued that jf Americcm 
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policy persists in its course then the European nations may make 

a greater effort towards pushing the ECU. However, this remains 

to be seen. 

The EMS, though not completely successful, 

down the inflationary and the unemployment trends. A concerted 

action on the part of the members has not the 
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NOTES TO CHAPTER FOUR 

"E:-:per-ience and Problems of the 

I nter~nat i orlc.<.l t1one:·tary SystE.·rn." Economi c Notes by t10nte dei 

Pacshi di Siena, No.2, 1982, p. 9. 
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CDI\ICLU!3 I [Jr,1 

Ultimately, the EMS performance is to be linked wl't_h, 't 1 s 

potentilal in developing an optimum currency area. If the EMS is 

a currency area as under the ECU and a /I f i >: ed /I parity 

arrangement, will it be able to become an optimum currency area? 

First, I will just briefly mention the conditions for 

optimality here again. There are: labor and capital mobility, 

high degree of economic openness, the lack of money illusion, 

policy integration and the same propensities to inflate. 

Capital and labor mobility are far from complete within 

the EEC. Labor mobility is restricted itself by the costs that 

individuals sustain by uprooting themselves from their native 

birthplace and migrating to culturally and linguisti.cally 

different areas. Apart from this, hOWEver, it can be argued 

that labor mobility is free as much as it could be within the 

problem lies with capital mobil i t,y. Capital 

mobility does not exist within the EEC and the EMS. Italy and 

France have stringent exchange and capital controls. Italy has 

had them ever since the early seventies while France imposed 

them at the end of March 1983. The capital mobility restriction 
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constitutes a major obstacle in the development of an optimum 

A fixed exchange rate regime effectively poses a problem: 

i. <:;:. cDpi. tal mobility compatible with fixed exchange rates? 

Capital mobility may be compatible only in the case of 

economies. However, er_onomll'£~_~ th,t dn rlot h~"e r-EJ ~tl"'eJ" ctr g - - <:. -- ';". v •. c, _ v . r ~ on 

positions are more vulnerable to capital outflows~ which affect 

their balance of payments. Capital mobility within an e:-:change 

rate union also implies that there must be some kind of 

political homogeneity or effective redu~tion of i dE'ol ogicCi.1 

biases. That is, in order to discourage capital outflo~.."s, a 

nation must pursue conservative economic policies so as to 

maintain confidence in the national currency. The French example 

stands as proof of what the EMS may do in aligning economic 

policic:·s. The choicl:? 'for r'1itten-E.md ,-JEtS eithE't- to opt out of the 

EMS and continue to pursue its expansionary policies, abusing of 

a flexible exchange rate tool, or curb public expenditure, shift 

the focus from unemployment to reducing inflation and remain 

within the EMS. [1] Theref or,:=" if political ideological 

differences start to dictate economic policies~ it seems· 

difficult that capital mobility will ever be implemented. This 

does indeed constitute a major hurdle in the path of development 

of thE! H1S. The EMS could help promote the trend of 
, 

distinguishing between political rhetoric and economic reality. 

The EEC countries and particularly the EMS partners are 



-161-

highly open economies. Clea~ly, the deg~ee of openness va~ies 

~~lative to each othe~ but the p~opo~tion of expo~ts and impo~ts 

to GDP is high enough in all these nations to conside~ them 

open. 

Table 5 

Belgium 

Denmark 

France 

Germany 

Italy 

NL 

Ratio of Exports to CDP 

1973 1974 1975 1976 1977 1978 1979 1980 1981 

48.8 52.6 45.7 48.2 47.3 46.1 50.6 54.3 58.0 

21.7 24.2 23.1 21.9 21.6 21.0 22.6 25.5 27.9 

14.6 17.4 15.6 16.3 16.9 16.7 17.5 17.8 18.6 

19.423.4 21.4 22.9 22.8 22.1 22.6 23.5 25.6 

14.5 17.9 18.1 19.9 21.0 21.4 22.2 19.7 21.6 

39.8 46.2 42.2 44.1 39.0 36.4 40.6 44.1 49.1 

U.K. 17.3 20.2 19.2 20.9 23.2 21.5 21.1 21.0 

Source: IMF - International Financial, Statistics: 
Supplement on trade statistics, 1982, N.4. 

fable 6 
Ratio of Imports to CDP 

1973 , 1974 1975 1976 1977 ' 1978 1979 19BO 1981 

Belgium 48.0 55.5 48.9 52.2 50.9 49.9 54.7 60.3 64.7 

Denmark 27.2 31, 2 27.6 29.9 28.5 26.5 28.3 29.1 30.4 

France 15.0 19.9 15.9 18.4 18.4 17.2 IB.6' 20.7 21.1 

Germany 15.8 IB.2 17.B 19.B 19.6 1B.9 21. 0 22.9 23.8 

Italy 18.1 24.1 20.0 23.2 22.3 2l.5 23.9 25.2 26.0 

1'-1'1., 40.4 47.5 42.8 44.5 41. 0 39.1 43.4 46.5 48.0 

U.K. 22.0 2B.3 22.9 24.9 25.2 24.0 24.4 22.2 

Source: UIF - International Financial Statistics: 
Supplement on trade statistics, 19B2, N.4. 
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The above tables ~ .. I._I.(I·,[-[-[~ .. I-l·~.· .. o tl-,c f 
- - <:.: cc. ol=l(?rlness 0" thesE~ EUI'-opean 

economies and i~dicate not only their degree of 
openne~;s but 

also the trend towards increasing openness. In this sense, the 

West European economies can be said to fit within McKinnon's 

openness criteria and that if the present trends continue, 

become even m6re open. In addition, and linked to the openness, 

these economies possess very little or no money illusion. 

Price-wage mechanism in each economy have to different degrees 

guaranteed that money illusion be reduced to a minimum. These 

economies are so open that nationals are not unaware of the 

impact a change in exchange rates will have on real wages and on 

the prices of goods. The lack of money ill usi em implies that 

flexible exchange rates connot substitute for real wage changes. 

In this way, the EEC nations also fit the bill f Ol~ t1cl<i nnon' s 

On the other hand, the EEC does not possess two main 

vaTiables: prOpEn5] t ')/ to i. nf]' a.tE· and policy 

. t t' ~ tIe 1 'l't-c_·.5,p_~r·li_-,.~r._I, above, showed how the EC nations In .e(;)rEL.lon. le!.J ". , _ c,_ -

. . f 1 t· a·t=c· In F=bl~u21~\i,' have diverged in their In' .2' Ion r_ =~. ~ 19:33, the 

inflation rates of the major Western European economies were as 

foIl ()vJS: [2J 

F'I~ance 

C'enna.ny 
Ital',.. 
U.Ku 

o '")"/ 
I • .L- II. 

3.71. 
16. D: 

l'r inflation rates remains a hurdle the This divergence I 
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of monetary stabilization through the EMS. The EMS is a help in 

promoting convergence, inasmuch as it slows the speed of the 

process of inflation. It may be necessayry for certain countries 

such as Germany to inflate further with other countries, such as 

Italy, deflating, in order to meet somewhere in between the two 

extreme inflation rates. While it is desirable that the high 

inflation rate of Italy be brough down, it certainly is not an 

enticing prospect for Germany to inflate its economy_ Germany 

has always been committed to anti-inflationary policies and is 

extremely unwilling to inflate to any possible degree. 

it seems that a drastic reduction in inflation rates would also 

require a drastic political and structural change within certain 

economies, so drastic these changes may be 

impossible to implement. As long as inflation rates diverge, 

policy coordination will be difficult. With the added burden of 

I r-]'n- n)r.Jl1·tical rec.Jimes within these democratic societies, it c -I a 1 I '.J . 1 to! ... ' 

1 '1 I f tl t]'m-l nc}]·t·ic-] ,.< .. Jid economic fOt-mula rna',' be a IlJ-ll. E! :)(?··orp. ·n,,' op ... ,;::( ...... 1 ••••• _d .. 

arises that will permit policy integration. 

In this way, the EMS has to be seen as a stepping stone 

towards achieving some economic cClnvergE~nce . The policy 

coordination is not only based on economic convergence of 

I·, ell"! r-c~tl'C.~.J~ e',J,pr-essl v calls for economic inclca~ors, I : ~ I~ , 

] ·t·c~] commitment and will. The March pO.l 1 c ... 

had set the stage for a breakdown of 

1983 EMS realignment 

system but. due t.o 

h '11' -n~C:C: ~r'l(j to a dec.lree •. to German collaboration, 
Frenc 1 t·'Jl In'::! ,.:!~-,. c., , 
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<;Ur- V i \/c;cJ • It survived because, at the moment there seems 

to ha.vE' bE?en no cit:h€?r cdterna.tive to t:'''H~.·' "J 'bl I I~.~.to I ~ .EXI e exc1ange ~ ~ 

system. There is no other i nt.<2r-nEf.t:l oneil response to exchange 

refused to form an arrangement that may stabilize monetary 

c:i.f+.3.irs. The EI'1S, as a limited at 

stabilizing exchange rates, is to he seen under two aspects: 1) 

as an attempt to coordinate further European intra-relationships 

in the monetary arena; and 2) as a potential model f m- future 

international monetary developments. 

In the final analysis, the EMS has not been the total 

failure that many economists believe it to be. [3J It has not 

succeeded in the past four years to achieve all the goals it had 

set out to, but on the other hand, it has been able to keep the 

EMS partners together and to promote somewhat the use of the 

ECU. Four years of EMS is a long time . r 
IT one thinks of the 

duration of the snake of the mid-seventies, yet it is not very 

much if one thinks of the time lags inherent in reducing 

inflation, increasing economic performance increased 

investment, output and demand) and reducing the high short-term 

trend of unemployment. 

In the final analysis, the EMS can playa vital 

an optimum currency area through its political 

influence. The EMS, in much the same way, an optimum 

cur rency area, 
find their existence justified by political 
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motiv2tions to achieve ir
' [' q L.ll. ,,' t ion cl.nd 

conformity within the EEC. P E( Ir
' t. i c: 1.,,( ]. Ell- 1 "/ 

relation to the survival 0f the monetar"/ s"/stem and in IrE"'l. d.ti (]n 

to overcoming the dollar-EMS paradox. 

the FLU IS not E';'~ P 1. CJ i. t E!d ~, 

movements against the dollar remain ot i inpDI-·tc\nce c(rlcl 

impact. The impact is felt in terms of both pE~tr-ol 

intern0tional transactions based on tili:? ci(]:t 1 Ell'"' 

exchange. Of course, a question that remains unanswered in this 

effect without the EMS, and whether the impact of the dollar on 

European economies, interest rates and economic performances is 

not perhaps to be attributed to Norld economIC conditions rather 

Indicators and a surve"/ of to 

- i' 1 I- .J' t:-' t" -' r-' 1- -- - J" ~" -- I 1 1 - ",t.. r.> l-J ~=. t:,. ,-,'-,' '.-.-..... '.:·· .. 1 ,f '1 .-::,. t ~:. u ~l q f? ~'O ~ ,: ,l ':::'. ":. 1.:. n ,?? c.I~I·:::; ,.,-, ;::. . , I'::· -' .• ;:'. _. c: -- - - - - EU.(opc'an 

+ Ir ' urn 'L h co d C) 1 1 E'.I'- P Ci 1 :i. c 'y' • ThE' E Ivl :::; in u ~o t ~l r-! C) V·J f? \/ C? 1- ~, 

further by exploiting the ECU in private markets. the:: enci, 
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