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This paper surveys the recent history of, and future possibili-
ties for, European monetary coordination. It will begin with a
discussion of the evolution of the European Monetary System
(EMS) together with its current institutional structure, arguing
thatthe EMShasbeen broadly successful at achieving its goals.
Using the recent crisis in the EMS as a case study to illuminate
potential problems in future European monetary policy, the
issues of limited convergence in macro-economic variables,
and asymmetric shocks affecting various European countries
are highlighted. Finally, this essay will look toward the future
by examining one proposal for European Monetary Union
(EMU), the Maastricht Treaty. Analysis of the economic theory
underlying currency unions and their application to Europe
concludes that a monetary union, such as the one proposed in
Maastricht, has numerous advantages. However, it will still
have to contend with the same difficulties that the EMS has
recently suffered. A multi-speed Europe is a likely solution to
these problems.
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Europe is undergoing a profound period of change. As a result of the end
ofthe Cold Warand changes in the European Community (EC), theEurope
of tomorrow will look different in many ways. This essay will seek to
survey some of these changes in the area of international monetary
relations.

THE BAsis oF THE EUROPEAN MONETARY SYSTEM
Concerns about monetary stability in Europe date back to the late 1960s
(IMF 1990; Gros and Thygesen 1992). Successive attempts to minimize
exchange rate fluctuations in Europe have repeatedly failed, although in
doing so they provided valuable learning experiences for European nations.

The Pre-History of the EMS

When the EC* was founded in 1958, there was little need for exchange
rate stabilization policies on a European-wide basis. The Bretton Woods
system was functioning well, minimizing the volatility of foreignexchange
rates (CEC 1990, 8). However, in the late sixties the Bretton Woods system
came under severe pressures, and the intensity of trade within Europe
increased. These changes inspired the Werner Report, of October, 1970,
whichadvocated monetary coordination within Europe, culminating with
European Monetary Union (EMU) in 1980. Unfortunately, with the col-
lapse of the Bretton Woods system later that year, the goals of the Werner
Reportwereabandoned (Archerand Butler 1992, 80). A persistentproblem
for EMU emerged in these early years: a reluctance by the European
national governments “to accept the transfer of power (or sovereignty)
implied by EMU.” (EC 1990, 9) The governments were hesitant in this
regard since any plan for EMU would inevitably requireadelegationaway
of control over their individual economies.

The foreign exchange rate management embodied in the ensuing
Smithsonian Agreement was too loose for many Europeans. Thus, the EC
nations agreed to minimize any bilateral exchange rate fluctuation among
themselves even further, instituting the “snake within the tunnel” system.
The “snake” of European bilateral rates would move within the “tunnel”
provided by the broader maximum variation against the dollar. However,
the “snake within the tunnel” system eventually fell to pressures similar to
those that overtook the Werner Report and was largely abandoned by the
mid-1970s.

By 1978, attention had once again returned to the subject, leading to the
creation of the European Monetary System (EMS) in 1979. Initially, eight
nations participated (Germany, France, Denmark, Belgium, Luxembourg,
Netherlands, Italy, and Ireland); later Spain (in 1989), the UK (in 1990), and
Portugal (in 1992) joined.? Its primary goals were minimizing foreign
exchange variability and inflation within Europe. The structure of this
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agreement has remained essentially constant since 1978.3

The EMS Itself

The EMShas twomajor components: the European Currency Unit (ecu)
and the Exchange Rate Mechanism (ERM). The ecu is a basket currency
made up of specific amounts of European currencies. These amounts are
adjusted roughly every five years and are loosely based on the size of a
nation’s economy. The ecu acts as a common denominator for intra-
European government obligations, a point of reference for measuring a
currency’sdivergence, a quantifier forintervention, and areserve currency
(Nielsen et al. 1991, 183). The most important of these roles is the second
(see below), although today the ecu does not play a major role in the EMS.4

TheExchange Rate Mechanism (ERM) is the central element of the EMS.
Instead of choosing to create a matrix or grid of bilateral currencies, the
ERM sets a central rate in ecus for each participating currency. Each
currency is then allowed a +2.25 percent variation around this central
value® Aftera currency hasmoved three-fourths of the way fromits central
value toward the edge of its permitted band, the central bank of that
country is expected to intervene in support of its currency (Archer and
Butler 1992, 82). Inrecent years, intervention before reaching the threshold
of mandatory action has occurred more frequently (IMF 1990, 2). The goal
of choosing central rates against a basket currency, rather than a bilateral
grid, wastospread the responsibility for divergenceamongboth the strong
and weak currencies. Realignments within the ERM are allowed; unilat-
eral realignments are not .

EvALUATING THE EUROPEAN MONETARY SYSTEM
This section analyzes the success and failures of the EMS up to August,
1992. Since the main goals of the system are to stabilize exchange ratesand
minimize inflation, the amount of exchange rate volatility and the conver-
gence of inflation are clearly important variables in this evaluation. The
contention of asymmetry within the system will also be assessed.

Stabilizing Exchange Rates

As can be seen in Figure 1 below, the ERM has been very successful at
limiting the fluctuations of both real and nominal exchangerates within the
system. This result holds true whether the EMS period is compared to the
pre-EMS period (1974 to 1978) or the countries participating in the ERM are
compared to those who arenot.® The success of the ERM in this regard has
been so great thatit has, in the last several years, achieved levels of stability
previously seen only under the Bretton Woods system (Grosand Thygesen
1992, 104).
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Figure 1 - Evaluating the ERM: Exchange Rate Variability

3.00 T

250 1 [ 197478 [ 1979-83 B 1984-87 M 1987-89

200 +

1.50 +

1.00 +

0.50 +

0.00

1snpuy

0T A Nga
“1snpug

07404
Isnpuj 07

A WYJH-UON
“1snpuj

0T ASN

Source: (EC 1992a, Tables 3.4, 3.6). Variability refers to the standard
deviation of an average (for ERM weighted by ecu weights) of monthly
bilateral exchange rates.

Skeptics of the ERM's success argue that the decrease in volatility may
be attributed to more frequent realignments. However, after 1983 both the
number and the size of realignments actually declined dramatically, and
virtually disappeared after 1987.” This is even more impressive consider-
ing the turbulence of the period (e.g., the US stock market crash in 1987).
(IMF 1990, 6) Some might also attribute the apparent success of the ERM
to the way in which the currencies were defended; again, the EMS seems
to score well. In fact, after 1990, capital controls were completely removed
among all major EMS participants.® This neither led to realignments nor
even to substantial pressure on the currencies.

Macroeconomic Convergence

Given the ERM'’s contributions to external monetary stability, how has
it performed in promoting internal monetary stability? Figures 2 and 3
show inflation® and nominal interest rates respectively for a selection of
EMS countries.™®
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Figure 2 - Inflation
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Source: (IMF 1992). Inflation as measured by annual change in consumer
prices, line 64.

Especially after 1983, the EMS has succeeded in lowering inflation,
although some differential remains between Germany and the rest of the
Community. It should be noted that the recent convergence exhibited in
the data may be overstated due to relatively high inflation in Germany
(which was an unusually high 4 percent in 1991). Figure 3 shows that for
the interest rates as well, some convergence is apparent, especially for the
period after 1983. This result also holds true for real interest rates.

Figure 3 - Nominal Interest Rates
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Source: (IMF 1992). Nominal rates for the money market rate as given in
line 60b.




64 Christopher P. Twomey

The lack of complete inflation rate convergence has profound implica-
tions for the system. The recent lack of realignments coupled with persis-
tent inflation differentials has led to an appreciation of real exchange rates
for many countries (relative to Germany and other “price-stable” nations).
The devaluating realignments in the early period of the EMS had pre-
vented this problem, allowing nations to maintain consistentreal exchange
rates (Gros and Thygesen 1992, 78; Barrell 1992, 10).

Asymmetry in the System

An additional important issue in evaluating the EMS is the degree of
asymmetry within the system. The use of central values based on the ecu
aimed to minimize this problem by obligating both strong and weak
currency nations to take action. Disappointingly, an asymmetry remains,
largely because the “loss of reserves constitutes a more effective constraint
on the weak currency than the injection of liquidity in the country of the
stronger currency.” ! (Gross and Thygesen 1992, 76) As aresult, nearly all
intervention in foreign exchange markets today is based on bilateral
exchange rate deviations between nations and is done by the weak
currency nation’s central bank.

Furthermore, it should be noted that the use of the ecu as a divergence
indicator is inherently asymmetric since the ecu itself represents a moving
target. In the case of a general appreciation by a currency that is heavily
weighted in the basket (for example, the D-mark represents 30.4 percent of
the basket'), the entire basket appreciates. The other currencies will have
to try to set their exchange rates at an increasing central value due to the
appreciation of the entire ecu basket. On the other hand, if a less-heavily
weighted currency appreciates (for example, the Luxembourg franc has
only a 0.3 percent weight), the ecu would barely change. No nation would
be forced toreact. Thus, thelarge countries haverelatively more autonomy
in formulating their monetary policies. An appreciation or depreciation of
their currencies will tend to pull thebasket, which defines the central parity
values for the other currencies.

Additional evidence of similar inequity can be found in other areas. For
instance, one notices a bias against small countries in the area of realign-
ments. Small countries are less likely to be permitted the full amount of
their requested realignment than are large countries (Gros and Thygesen
1992, 51).® As another example of this inequity, the Bundesbank still has
a constitutional obligation to pursue domestic price stability, regardless of
the implications that this has for exchange rate stability elsewhere. Other
nations’ monetary authorities do nothave this luxury (Gros and Thygesen
1992, 76). On the other hand some statistical studies have found that the
direction of causality between German monetary policy and that of France
and Italy is, at best, ambiguous.* It is clear that Germany is the “anchor”
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of the EMS. It plays the leading role in setting monetary policy in the
Community. However, in its formation of this policy it must consider, to
some extent, the preferences of the other EC members.

TurMoIL IN THE EUROPEAN MONETARY SYSTEM

At the beginning of September 1992, Europeans could look at the history
described above and expect to continue progress toward monetary union.
But by the end of the following month, this evaluation changed dramati-
cally. This section will examine the events of September and outline their
causes. :

Thebeginnings of the crisis in Europe can be traced to early speculation
against the Italian lira and the British pound in mid-August, and the
Nordic currencies in early September. After forcing Finland to surrender
its ties to the ERM and Sweden to raise interest rates to astronomical levels,
market pressure returned to the lira and sterling. Responding to these
pressures, the German Bundesbank cutits interestrate, and the lira secured
a devaluating realignment.

But pressures continued. Britain was forced toraiseits interestratesand
use $15-20 billion of its reserves, while Germany may have chipped in
another $30 billion of purchases to defend the pound.’® Nevertheless,
sterling continued to fall, and Britain suspended its participation in the
ERM. The lira was forced out of its recently revised band and also
suspended its participation. The Spanish peseta was forced to devalue by
5 percent. France’s currency hovered at the bottom of its band for over a
week, saved only by a commitment by the Bundesbank to stake its own
reputation on the franc. Instability continued, with unrelenting pressure
on the Danish krone, Irish pound, and French franc as well as a further
devaluation of the Spanish peseta and the Portuguese escudo of 6 percent
each. Five years of “hard” ERM had come to an ignominious end.

Underlying Causes™

The single most important cause of the crisis was the persistent real
appreciation of most of the currencies in the EMS (see Figure4). Itis clear that
the two nations most adversely affected by this were Italy and the UK. An
additional factor increased the potential for instability. The capital market
liberalization concluded in 1990 took away the last vestige of insurance for
some governments to protect their currencies. Although this step was an
important one from the “pro-European market” perspective, it may have
been premature. In order to recognize the scale of the potential problem,
one must realize that the ratio of M1 to foreign exchange reserves for EMS
participants ranged from 6 to 1 for Germany to over 10 to 1 in France, Italy,
and theUKlatein the summer of 1992 (IMF 1992). The governments simply
lacked the resources to cope with a serious crisis of confidence or a loss of
credibility.
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Figure 4 - Real Exchange Rates Relative to Germany
UK 777 France = laly ————- Den.

160 T

= == mm Nether, —Cer X Realign

150 +

140

130

120 +

110 4

100

9% : : . : ¥ f 1
1978 1980 1982 1984 1986 1988 1990 1992

Source: (IMF 1992), supplemented with the author’s own calculations. The
Real Exchange rate versus Germany is an index of the exchange rate
divided by the ratio of the consumer price index (line 64). The base period
here is 1978. Cross-country comparisons are therefore valid as far as the
Base Period exchange rates were set appropriate to purchasing power.
Inter-temporal comparisons are valid regardless of the original exchange
rate.

Immediate Causes of the Turmoil

The factors discussed above certainly suggest that there were some
fundamental problems with the EMS as it stood in early September.
However, as these factors had existed for along period of time, there must
havebeen other factors that served as a trigger in the middle of September,
1992.

The most commonly cited reason for the crisis in the EMS is the effect of
German reunification on Germany’s monetary policy. The conventional
wisdom is thathigh German interestrates put pressure on other currencies
in the ERM which had low interest rates. Germany’s rates were high for
two reasons: (1) to pay for reunification, and (2) to stem the inflationary
pressures caused by the German monetary union at a generous exchange
rate for the East German currency.

However, as can be seen from Figure 5, German nominal rates have not
been higher than those in either Britain or Italy. For Britain, this picture is
largely the same if real interest rates are considered instead. This is
generally true for Italy as well, albeit to a lesser degree.
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Figure 5 - Nominal Interest Rates in Germany, Britain, and Italy

18% +
16% 4+
14% 1+
12% +
10% +
8% +
6% +
4% <

2% + = Germany —— Britain -------- Italy
0% At s P e e
1986 1987 1988 1989 1990 1991 1992 1993

Source: (IMF 1992). Nominal rates for the money market rate as given in
line 60b.

If the capital market did not provide the main source of pressure on the
lira and the pound, then perhaps the asset market did. Figure 6 makes it
clear that there has been a persistent, and growing, gap in price levels
between Britain and Italy and the anchor of the system, Germany.

Figure 6 - Consumer Prices in Italy, Britain, and Germany
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Source: (IMF 1992). Inflation as measured by annual change in consumer
prices, line 64. Base Year 1985.

Itis possible that these changes in relative price levels can be accounted
for by movements of the exchange rate. However, given the lack of
realignments from 1987 to 1992 and the evidence presented in Figure 4, it
is clear that the exchange rate changes have not made up for the inflation
differentials. Figure 7, below, provides quarterly data before and after the
crisis. Obviously therehas been substantial divergence in thereal exchange
rates for the UK and Italy relative to Germany. This fact is of greater
importance for Italy.
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Thus, for Italy, there seems to be some validity to the conventional
wisdom that high interest rates in Germany have put pressure on its
currency. Furthermore, the asset market also seems to have applied some
pressure on the lira. However, both of these factors are less significant for
the UK. One must look elsewhere for the causes of sterling’s decline.

Figure 7 - Real Exchange Rates for the UK and Italy, Relative to Germany
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Source: (IMF 1992). Real Exchange rate versus Germany defined as above.
Base period 1986, second quarter. Estimates for quarters 3 & 4, 1992 for
Italy.

One cause of Britain’s problems is apparent in Figure 8. This graph
charts the changes in British real exchange rates versus those of Germany,
as above, but also against the UK’s other trading partners (weighted by
trade volume). A persistent gap has existed since 1987, and widened in
early 1991.






